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FOREWORD

» Not the free market economy of the laissez-faire plun-
dering of a bygone era [...], but the socially responsible
market economy that once again brings the individual
to the fore, that places a high value on the person and
that provides a fair return for work carried out, this is
the modern version of the market economy ...«

LUDWIG ERHARD, CDU PARTY CONFERENCE, RECKLINGHAUSEN, 28 AUGUST 1948

The Social Market Economy is a proven economic and social model that not
only provided Germany with its economic miracle after the Second World
War, but that also brought the country many years of stability and prosperity
and allowed it to successfully handle the economic consequences of Ger-
many’s partition. The robustness of this model is particularly demonstrated
in times of crisis. The financial and economic crisis of 2008/2009 once again
proved the resilience of the German economic system. No other industrial-
ised country has better withstood the upheavals in the global economy that
were triggered by the collapse of Lehman Brothers. The German economy
has also proved itself to be remarkably robust when faced with the European
sovereign debt crisis.

But despite these facts, many people find it difficult to describe the basis of
Germany’s lasting economic success and what is really meant by the term
»Social Market Economy«. This is why the Konrad-Adenauer-Stiftung
is always striving to throw light on the historical roots and fundamental
economic correlations that are linked to Germany’s economy and its over-
arching model, the Social Market Economy. The Stiftung has brought to-
gether all its activities in this area under the auspices of the Social Market
Economy Project Group. This publication is the result of the discussions of
this project group. It provides the basis for a deeper understanding of the
Social Market Economy by introducing and explaining in greater depth the
key principles of the German economic system, with reference to its founding
fathers. Taken all together, these are the elements that make up the model we
know as the Social Market Economy. These principles also provide us with
appropriate answers to the challenges that face our economy today.

We hope you find it an interesting and thought-provoking read.
Berlin, March 2013

MATTHIAS SCHAFER

Head of Social Market Economy Project Group

at the Konrad-Adenauer-Stiftung

DAVID GREGOSZ
Coordinator for International Economic Policy
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THE LONG ROAD TO THE SOCIAL AND
ECONOMIC CONCEPT OF THE SOCIAL MARKET

ECONOMY

From Mercantilism to the Enlightenment
and Classical Liberalism

7 I. INTRODUCTION



From mercantilism to the Enlightenment and
classical liberalism

The SOCIAL MARKET ECONOMY is a social and economic concept that
is the result of a long historical and political process. This process began
with the absolutism of the 16t to 18 centuries, a time when new continents
were being discovered and trade was opening up. The term mercantilism
covers a range of economic policies that all have the common aim of
strengthening the power of the absolute ruler. Mercantilism is based on
fairly unsophisticated economic theories. Its policies certainly encouraged
exports but at the same time they erroneously hampered imports. They also
promoted state-owned manufacturing, thus to some extent foreshadowing
industrial policy. In France, it brought about the collapse of agriculture

(- A, 8.

In contrast, the classical liberalism that can be traced back to Adam Smith,
David Ricardo, Jean Baptiste Say and Robert Malthus focused on the pros-
perity-enhancing effects of the division of labour that logically leads on to
the encouragement of free international trade with as few restrictions as pos-
sible. However, the policies failed to pay sufficient attention to the regulatory
function of the state, as delineated by Smith et al., particularly with regard to
competition policy and the need for an adequate public infrastructure. This
meant that the freedoms propagated by liberalism — based on the fundamental
values of the Enlightenment — were exploited more thoroughly by capitalists
than by workers. The accumulation of private wealth stood in stark contrast
to the breakdown of the large families that were typical of the peasant and
artisan classes, growing urbanisation and the harsh working conditions of an
industrialising society.

The counter-movement:
classical socialism

It is therefore unsurprising that counter-movements began to spring up that
had their roots in worker solidarity and ended up finding their conceptual ex-
pression in the classical socialism of Karl Marx. In practical terms, this idea led
to political tyranny, particularly in Russia and the Soviet Union. This tyranny
sought to impose by force a planned economy and the development of the
»New Man«. This system — which was unfortunately widespread in Eastern
Europe after the Second World War — not only presented a danger to life and
limb for the people who lived under it, but set their chances of prosperity back
by decades.

National Socialism:
a disastrous direction

In Germany, the coalescence of various factors led to National Socialism, which
combined a right-wing dictatorship with an economic model that vacillated be-
tween a market and a planned economy to serve the needs of war. This system
also trampled upon liberal principles and basic human rights.



The foundations of
democratic socialism

The Stalinist tyranny and the predictable collapse of the Third Reich served
to spur on some thinkers who did not wish to accept the fact that move-
ments based on worker solidarity necessarily translate into political dictator-
ship. They felt it must be possible to combine socialism with democracy.
This resulted in the theory of democratic socialism, an idea that in Germany
was strongly championed by the late SPD economics minister (and for a
short time finance minister), Karl Schiller. Schiller made a major contribu-
tion to reconciling German social democracy with the »market«. He is also
responsible for the formula stating that the main economic goals can be
achieved »within the framework of a market economy« (§ 1, clause 2, semi-
clause 1, German Stability and Growth Act [Stabilitats- und Wachstums- #
gesetz, StWG]).

Democratic Socialism is still zhe guiding principle of the SPD, even if under E ,ﬁ F

the influence of Gerhard Schroder it has at best been adroitly tilted towards =
a social (with a small s!) market economy.! Mﬁ\

The resurgence of liberalism:
ordoliberalism...

Others devoted themselves to the problem of how to reintroduce funda- Walter Eucken
mental liberal principles to the economy and society while avoiding earlier
mistakes. They grappled with the theory and practical application of so-
cialism and also took into account the policies of economic stabilisation
recommended by John Maynard Keynes in his » General Theory of Employ-

ment, Interest and Money« (1936). The Freiburg School is particularly well- P,
known in this respect. In today’s climate of socially acceptable mockery of l\
neo-liberalism, it cannot be overemphasised that some of the proponents — .I’
of these theories went in fear for their lives while working on these social ey /T

concepts, or at least were risking imprisonment. Amongst their ranks were
economists such as Walter Eucken, Constantin von Dietze, Adolf Lampe
and the lawyer Franz Bohm. They believed that liberalism only allows the
ideals of freedom to truly blossom if it is combined with a system of gov-
ernment regulation, so they coined the term ordoliberalism (from the Latin
ordo meaning order, rank). They also used it as the title of an annual journal
that is still published today (ORDO - Yearbook for the regulation of the
economy and society).

Franz Bohm

They believed that liberalism only allows the ideals of freedom
to truly blossom if it is combined with a system of government
regulation, so they coined the term ordoliberalism.



In Nuremberg, Ludwig Erhard was working largely independently on a
liberally-oriented concept for the post-war era. Almost miraculously, he
managed to avoid the attention of the Gestapo, particularly when his memo-
randum entitled »War Finances and Debt Consolidation« found its way via
Carl Friedrich Goerdeler to other resistance fighters and Goerdeler himself
recommended him for leading positions in the post-war era. Alfred Miiller-
Armack, Professor of Economics and Cultural Sociology at the University of
Miinster, met privately with Erhard in business circles and his work linked
basic liberal precepts with Christian social doctrine.

. and its practical application as
the Social Market Economy

Ludwig Erhard tackled the basic principles of ordoliberalism, but in their
practical application he also took into account the particular challenges
faced by the political leadership of the young Federal Republic of Germany.
These included dealing with the destruction suffered by cities and production
sites and the consequences of the severance of political and economic ties
with the eastern part of Germany. They also had to grapple with the mam-
moth task of not only caring for but also integrating some 9 million refugees
and displaced persons in the shortest possible time.

So Ludwig Erhard’s concept of a Social Market Economy, expressed by the
slogans »Prosperity for all« and »Property for all« was based on two stages.

In the »FIRST STAGE « it was a question of increasing the economy’s crea-
tivity and productivity as quickly as possible by relaxing or removing regula-
tion. The aim was to ensure that the population had access to basic necessi-
ties such as food, clothing and housing. The plan was for everybody to find a
job as quickly as possible within (West) Germany’s recovering and growing
economy and have a share in the country’s increasing prosperity. Erhard
stressed that the right kind of free market economy would inevitably have a
social element because it creates more productive jobs and more income than
a restricted, planned economy.

Ludwig Erbard

» Prosperity for all« and »property for all« (Ludwig Erbard)

Erhard never lost sight of the »SECOND STAGE« of the Social Market
Economy, a stage that he believed was absolutely essential and that he per-
haps rather unfortunately named the »formed society « [»Formierte Gesell-
schaft«]. By this he meant that the second side of the Social Market Economy
coin should be implemented, that is to say the demand for »property for
all«. This was not only aimed at encouraging savings and privately-owned
homes, but also at giving broad swathes of the population access to the
nation’s capital stock. Erhard and Muller-Armack always emphasised the
importance of human dignity, which includes access to an emergency welfare
safety net. However, in accordance with the principle of subsidiarity, this
also includes family assistance and an income from the share in capital stock
so that people are not solely reliant on their own working capacity, which
can be adversely affected by factors such as sickness and age.

10



»The reconciliation of capital and labour«
(Alfred Muller-Armack)

According to Miller-Armack, the Social Market Economy in the sense out-
lined above is in a position to end the conflict between capital and labour
that arose with the Industrial Revolution. He expressly referred to the »rec-
onciliation of capital and labour« and in this respect he created the »Irene
formula« (named after Irene, the Greek goddess of balance and reconcilia-
tion). More broadly, we can deduce that the ongoing promotion and elucida-
tion of the Social Market Economy, where possible within a non-restrained
but institutionally safeguarded framework, has the power to gradually win
over and as a result reconcile its doubters and opponents to the values of
the Social Market Economy that lead to prosperity and freedom. It can also
provide a platform to debate the content and scope of the formed society’s
social and political aims.

According to Miiller-Armack, the Social Market Economy in the
sense outlined above is in a position to end the conflict between

capital and labour that arose with the Industrial Revolution.

Even if a properly understood concept of the Social Market Economy in itself
already contributes to a certain degree of social equilibrium, it can also not
be denied that an anonymous, pluralistic industrial society needs to be sup-
ported and its pressures relieved through social components. These include
adequate social insurance, effective accident protection in the workplace,
a certain degree of protection against dismissal, maternity leave and other
assistance in the form of grants, housing benefits and welfare payments. On
top of this, there is also the constitutional guarantee of collective bargaining
and the right of employees to have a voice in their firms. All of this can only
work within a democratic society under the rule of law.

The balance between freedom
and security

In the sense of the »reconciliation of capital and labour« and a formative so-
cial policy, a whole series of targets on welfare and social policy can be traced
back to the formed society — even if this particular nomenclature has been long
forgotten. These targets have set the direction for all German governments
since that era. However, there is always a danger of the »social« element over-
expanding and over-burdening the economy’s capacity. Even in the early 1960s
Miiller-Armack complained about the beginnings of »sociopolitical overload«.

In view of the constantly changing circumstances of an outward-looking
economy, the Social Market Economy is aware that some sort of compromise
has to be struck between »freedom« and »equality« or »justice« based on soli-
darity. It is helpful to recall the warnings of Alexis de Tocqueville (along the lines
of: »in the struggle between security and freedom, freedom always loses«) and
Benjamin Franklin (»He who sacrifices freedom for security deserves neither«).

11
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It should also be frankly conceded that the first slight recession of the post-war
era in 1966; the oil crises of 1973 and 1978/79 and the resulting economic
crises; union demands that focused on higher wages rather than a share of
capital stock; reunification; the ongoing process of globalisation and finally the
string of financial crises since 2007 (real estate crisis, the collapse of Lehman
Brothers, the bank crisis, the sovereign debt crisis, the euro crisis) have all barely
left time or opportunity to consistently work on the creation of what Erhard and
Muiller-Armack called a formed society.

»The reconciliation of capital and labour«:
an ongoing task

The task of reconciling capital and labour has once again become a priority in
light of the current crises and — in view of the ever-changing circumstances — it
will remain an ongoing task. The everyday political activity that is ordained
by the financial markets cannot be allowed to push this task off the agenda.
It is possible and necessary to think back to the values that underpin the So-
cial Market Economy in order to counter emerging tensions, such as those
caused by youth unemployment or poverty among the elderly. As previously
mentioned, it is also useful to have an institutionally safeguarded framework.

Environmental goal-setting:
an ordoliberal concern

At this juncture, we would like to briefly mention (= H), that the impor-
tance attached to setting environmental goals over recent years is not an
unknown concept to the Social Market Economy. On the contrary, the or-
doliberals’ warning about the »ruthless exploitation of nature« forms part
of the SECOND STAGE of the market economy, and more specifically in the
goals set by the formed society. Even before Germany had an environment
ministry there was a ministry of the interior, which was responsible for
environmental issues and generally carried out these duties in a satisfac-
tory way. The idea of »environmental policy« is credited to Hans-Dietrich
Genscher (1969).

The concept of sustainability that became more widely used after the UN
climate summit in Rio in 1992 was also of German origin. The reverse
translation into German goes back to Hans Carlowitz, a mine captain at
the Kursdchsischen Hof in Freiberg, who used it in his book »Sylvicultura
Oeconomicae« in 1713 to draw attention to the fact that no more trees
should be cut down than can grow back within a certain period.
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The task of reconciling capital
and labour has once again
become a priority in light of
the current crises.

The ordoliberals’ warning about the »ruthless exploitation of
nature« forms part of the second stage of the market economy,
and more specifically in the goals set by the formed society.
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The Social Market Economy — its values and
view of humankind

The historical development of what was to become the Social Market
Economy illuminates those values that are rooted in the Enlightenment
and liberalism in the true sense of the word. In a nutshell, it is a question
of human dignity, something that in the individual involves the values of
freedom, justice, subsidiarity and solidarity.

Humans should be given the freedom to develop and make their own decisions
so that they are free from both individual and state power. On the basis of con-
stitutional discourse on the reasons for and restrictions on state power, we can
say that human dignity justifies freedom while at the same time limiting it. Justice
consists of allowing people to develop themselves while at the same time pre-
venting their decisions from hurting others in the long term. This is why the state
is needed to set the rules and ensure they are observed, while also abiding by them
itself. In constitutional terms, this represents a democratic state.

Over and above this, the Social Market Economy demands personal re-
sponsibility and assistance within the smaller social reference group. First
and foremost, this means the family, but when this subsidiarity reaches its
limits, it is time to call on overarching social solidarity.

If we develop these values a little further, we can formulate the core thesis
that the Social Market Economy carries within it all desirable ethical traits
and corresponds to a correct understanding of the term »social justice«. It is:

. DEMOCRATIC,
. ENLIGHTENED AND LIBERAL,
. EFFICIENT AND ENVIRONMENTALLY-FRIENDLY,
. SOCIAL AND
. ETHICAL.
(Cf. on the following Franke, 2006/2010, 78—-84.)

a b w N P

- DEMOCRATIC: At its core, the Social Market Economy is based on a
competitive economy, which allows it to react to changing needs and circum-
stances. The essential element of a free system is the ability to express oneself
and act freely, whether as citizens (by voting); as producers (by deciding
to be self-employed and opting for a particular business or sector) and as
consumers (by demanding and buying products and services). Just as elec-
tions are the key characteristic of a democracy in political terms, the market
constitutes the democratic side of economic activity.

- The concept is therefore LIBERAL because it does not dream of the » New
Man« and because it does not make unreasonable demands on his virtuous-
ness. Rather, it takes people as they are, with all their strengths and weak-
nesses. It creates a context in which individuals can contribute to increasing
the prosperity of society — whatever their motivation.

In order to elucidate a little more, it is necessary to examine the difference
between »spontaneous order« and »hierarchical order« (as organisational
principles). The market economy system is based on spontaneous order, in
the sense that individual economic agents (as they are called by economists),
which may be individuals, households, associations, federations or compa-
nies, are not subject to a particular code of behaviour. They are simply bound
to abide by abstract general rules that do not set guidelines but simply pro-
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scribe. Within this framework, they can try to achieve their goals and desires
while being continually forced to react and cooperate as a result of the ac-
tions of other market participants. In accordance with the hierarchical prin-
ciple, the whole system adapts to these constantly changing circumstances
in a way that far outstrips the organised command economies, as has been
shown by bitter experience.

It is this context that provides the basis for describing the market economy
as liberal, but at the same time it is also clear that the state also has an im-
portant role to play. It has to set the rules, ensure they are observed, impose
sanctions and adapt them where necessary. To speak metaphorically, it has
to be a strong and credible referee while resisting the desire to join in the
game or be biased towards a particular player or team (- H).

EFFICIENT AND ENVIRONMENTALLY-FRIENDLY: Of course a market
economy does not mean that the individual economic agents are not sub-
ject to mistakes and misjudgements. Even the market cannot guarantee the
theoretical best of all worlds! But aberrations and even losses are noticed
more quickly than in command economies because economic agents that are
unwilling or unable to adapt soon find themselves at a huge disadvantage.

In contrast to a state-run economy, the paths of information, supervision
and reaction are significantly shorter and speedier in a market economy
that is characterised by spontaneous order. This means that the detrimental
effects of wrong assessments are reduced and economists refer to the least
cost combination. This describes the optimal use of resources combined with
minimised waste, which also has the effect of protecting the environment.

SOCIAL — the market economy is socially-oriented even without the adjective
»social« because the democratic and the liberal already encompass elements
of the social and because being economical with resources is of course also
good for society.

It is also »social« because a functioning market as previously described cre-
ates a high national income and because only a high national income allows
the introduction of socially-motivated actions of secondary redistribution —
as Alfred Muller-Armack repeatedly stressed — and guarantees a share in
prosperity. It is also social because a functioning market is needed for the
introduction of real social policies based on solidarity that are not simply
»sticking plasters« for the people or that only tackle real deprivation.

Social policy is not some kind of optional add-on. In our anonymous mass
society based on the division of labour it is difficult for individuals — whether
they are single or living in one of today’s small families — to look after them-
selves and their families in times of crisis (caused by factors such as unemploy-
ment, sickness and age). So subsidiarity has to be complemented by social
solidarity.

14
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This is why social welfare systems are necessary, and the constitutional state is
also a social exigency. With his »Irene formula«, Alfred Muller-Armack lob-
bied for strong but not ideologically-driven unions and backed politically neu-
tral unions rather than the unions of the past that had particular ideological
or party-political ties. This was with a view to preventing the kind of major
political divisions between unions that occurred during the Third Reich. As a
result, these considerations were revisited and brought together in the Works
Council Constitution Act [Betriebsverfassungsgesetz, BetrVG], a law that was
put on ice during the Hitler era (1952: BetrVG; 1955: PersVG).

In addition, only a free but rules-based market economy can achieve the
results needed to build a formed society in terms of ongoing sociopolitical
goals.

Against this backdrop, the use of the adjective SOCIAL to describe the market
economy is justified. It is designated as an economic system that should be
worked towards in the German constitution [Grundgesetz, GG], for example
in article 3, paragraph 1 GG (equality and the ban on arbitrary discrimina-
tion), article 20, paragraph 1 GG (the postulation that Germany is a demo-
cratic and social federal state with a legislature bound by constitutional order)
and article 9, paragraph 3 GG (freedom of association, unions, right to col-
lective bargaining).

ETHICAL: Taken all together, the Social Market Economy emerges as a
value system that monitors itself and determines itself in reciprocal fashion.
It meets high ethical standards and yet at the same time manages to have low
levels of ethical involvement at the individual level. This is not meant in a
derogatory way, because it goes against the principle of human dignity to be
constantly preaching lofty goals that in the cold light of day could not even
be met by a saint.

The Social Market Economy is also, in the best sense of the word, »multi-
cultural«, as is shown by the following very modern quote from Adam Smith
(1776 [1970, 119]):

»It is not from the benevolence of the butcher, the brewer, or the baker that
we expect our dinner, but from the regard to their own interest. We address
ourselves, not to their humanity but to their self-love, and never talk to them
of our own necessities but of their advantages. «?

The need for »Ordnungspolitik«

Any solution to the problems facing Germany and Europe — the advance of
globalisation, demographic change, climate change, scarcity of resources,
migration, the reorganisation of the financial markets and the euro crisis —
requires a clear regulatory basis. History shows that centralised interventionist
policies tend to create even more problems in the medium-to-long term. It
is more urgent than ever before to espouse a return to an Ordnungspolitik
based on the principles of the Social Market Economy and to lobby for them in
Europe. However, they also require a certain degree of courage and pertinacity.
Unlike in the post-war period, when it was a question of setting a fundamental
direction for Germany’s renewal, today the challenge for Ordnungspolitik is to
change institutionalised and embedded patterns of behaviour while the system
is still up and running. This is a hugely difficult task because it also involves

European and global issues (- [, (NTTENEY ).
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So it is all the more important to regularly clarify the fundamentals and prin-
ciples of the Social Market Economy. This also includes the fact that, right
from the beginning, the Social Market Economy had European integration in
its sights.

Developing the argument

The key principles and aims of the Social Market Economy are based on the
constituent principles of ordoliberalism as formulated by Walter Eucken. They
are set out in writings by Erhard and Miiller-Armack on the Social Market
Economy and some of these principles are included in the German Stability
and Growth Act [Stabilitits- und Wachstumsgesetz] of 1967. Admittedly, it
was the SPD economics minister at that time, Karl Schiller, who took the lead
in framing this law and finally guided it through parliament, but we should
not forget that the previous CDU economics minister, Kurt Schmiicker, had
laid down much of the groundwork in this respect. Of course many of the key
principles are enshrined in the German constitution, in laws relating to the
economy, welfare and taxation and in party platforms.

The principles and aims of the Social Market Economy are briefly listed
below and they will be looked at in more detail as part of our argument in
Part I of this publication.

Private ownership of the means of production including economic
freedom, professional freedom, both necessarily linked to liability;

Competition as a goal that ensures freedom and that includes free
consumer choice;

A stable and workable monetary system with price stability;

High employment;

External balance with high export quota;

B Steady and commensurate economic growth;

Fair distribution of income;

B The possibility of income from capital stock (fair distribution of
wealth) and

B Environmental goal-setting.

The conclusion looks at the link between the Social Market
Economy and European integration.

In Part Il we will examine in more detail the values and principles of the
Social Market Economy, brief firstly by looking at the need for Ordnungs-
politik across Europe as a whole (- [NEITEME®). Secondly, the chapter
broadens the focus and takes a look at the competition between regulatory
systems in light of globalisation. A brief summary at the end of the publica-
tion gives an overview of the constitutive elements of the SOCIAL MARKET
ECONOMY.

16



Recommended political actions

The recommended political actions that emerge from this include placing
greater emphasis on economic, social and political correlations, along with
the need for lifelong learning. Political foundations such as the Konrad-
Adenauer-Stiftung that are independent but have links to particular parties
can make a contribution in this respect by working tirelessly to expand the
store of knowledge on the values of the Social Market Economy and how it
contributes to prosperity. They can achieve this through publications, semi-
nars, conferences and joint projects with schools, universities, businesses
and further education providers. This challenge has to be met both at home
and abroad in order to maintain the »brand essence« of this model and to
turn the Social Market Economy into one of » Germany’s exports« (to quote
Angela Merkel). It is an ongoing challenge that requires constant adaptation
and adjustment in terms of content and presentation so that it speaks to
people of all ages and all levels of education.

The following arguments are our contribution to meeting this challenge.

NOTES

1 | It is well-known that the PDS, which emerged from the
former SED, and is now known as »The Left« felt that the idea of
democratic socialism was no longer adequately dealt with by the
SPD, so it quickly took it over and included it in its party name
(Party of Democratic Socialism).

2 | Smith (1776 [1970,119]).
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PRIVATE OWNERSHIP
OF THE MEANS OF PRODUCTION

Goods and services that are not generally accessible

and that are not subject to collective use — so consumer
goods, private capital goods and services — should also
be produced privately. The required means of production
should be in private hands.
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Ownership and human nature

Aristotle understood that the desire for private ownership
is deeply rooted in human nature. History has shown that
this seemingly innate desire for ownership is accompa-
nied by handling this property in a careful and respon-
sible fashion. When the means of production are left in
private hands, this leads to an increased supply of goods
without necessary reinvestment and expansion being ne-
glected. History has shown that private ownership of the
means of production is always more effective than collec-
tive ownership in terms of increasing prosperity because
the latter system does not allow personal responsibility to
be allocated in a sufficiently precise way.

GERMAN COMPANIES BY REVENUE (2010)

Revenue in euros

17,500 — 50,000 [ 011,025
50,000 — 100,000 [ 638,550
100,000 — 250,000 [ 688,698
250,000 — 500,000 [ 355,419

500,000 — 1 m. [T 236,759
1m. —2m [0 147,241
2m. -5 m. [ 103,215

5m. - 10 m. [ 38,563
10m. - 25 m. [ 25,184
25 m. - 50 m. | 9,280

50 m. — 100 m. | 5,172

100 m. — 250 m. | 3,136

250 m. and abovel 2,144

Ownership and freedom

Freedom encompasses the right to decide whether to be
self-employed or employed. This is also a key element
of economic and professional freedom. It is also part
of the principles of fairness if ownership that results
from previously restrained consumption and a willing-
ness to take risks remains in private hands and if every
individual can choose to be self-employed or employed
in the sectors and occupations of their choice based on
their own inclinations and abilities (article 2, paragraph
1 and article 12 GG).

Modern free and democratic constitutions have there-
fore enshrined the right to ownership in their canon of
human rights. This not only includes consumer goods
and commodities, savings and legal titles but also
private ownership of the means of production. Article
14, paragraph 1 line 1 GG protects ownership as thus
defined and guarantees that it can be inherited.

Number m W %

28.8
20.2
21.8

11.2

0.1

A total of 3,165,286 companies

Source: German Federal Statistical Office: VAT statistics, Institut fiir Mittelstandsforschung (IfM), Bonn

German VAT statistics demonstrate the existence of a broad range of medium-sized businesses in the country. In 2010, this category constituted
some 3.17 million businesses bringing in total revenues of 5.2 billion euros. If we also expand the threshold to include companies making annual
revenues of less than 50 million euros, we can also include 99.7 percent of small and medium-sized enterprises. Small and medium-sized enter-
prises (SMEs) are companies that employ fewer than 500 employees and that have an annual turnover not exceeding 50 million euros. These
businesses turn over almost 2 billion euros, representing a share of 37.8 percent.



The above-mentioned basic rights of economic and
professional freedom and the right to ownership and
inheritance also apply to the European Union’s Member
States (articles 15 to 117 of the Charter of Fundamental
Rights of the European Union [EUCFR]).

Role played by private ownership
of the means of production

Availability and responsibility go hand-in-hand and
provide opportunities to increase prosperity and benefit
society as a whole. The motivation provided by private
initiative, creativity, risk propensity and dispositive
capabilities addresses meta-economic goals such as
power, prestige and the desire for ownership, which in
turn provide the motivation for further performance.
If we move away from the Marxist idea that a totally
new kind of human can evolve or be created, then it can
be psychologically very effective to address these meta-
economic aspects. Private ownership makes it possible to
use motivation as a lever to organise and make use of the
production factors in a national economy in a very flex-
ible way so that society has an adequate supply of quality
products and services. This also benefits citizens who are
not owners — generally employees and their families.
And if the private means of production are widely dis-
tributed so that they are not just in the hands of a few
major conglomerates but also owned by a diverse range
of medium-sized and even small enterprises, then em-
ployees also have appropriate freedom when selecting or
changing their workplace.

Potential risks involved in
private ownership of the means
of production

Private ownership of the means of production can create
risks, because it means that owners can gain a strategic
advantage over the broad majority of employees and
potentially exploit it excessively. Poor decisions can lead
to many families getting into difficulties.

Private ownership of the means of production can open
the door to heteronomy, whereby other people are per-
manently forced to carry out activities that they either
do not wish to do, reject or feel are meaningless. In ad-
dition to this potential for exploitation, there is also
the danger that owners and their families may exploit
themselves.
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There is also the possibility that the owner of the means
of production in particular sectors will make agreements
that are to the detriment of upstream suppliers or end
users, which impairs the overall social effectiveness of
private ownership as an institution.

Interdependency of the principles
of the Social Market Economy

It is important to guard against the risks of private own-
ership as outlined above. This is possible if it is clear
that the principles of the Social Market Economy cannot
simply be selected at whim but that they are totally in-
terdependent, a fact that was repeatedly stressed by the
father of ordoliberalism, Walter Eucken. The principle
of private ownership of the means of production is in-
extricably bound up with the requirement for personal
liability and the principle of competition as a goal that
guarantees freedom. The father of the Social Market
Economy also made it clear that operational decisions
also require a minimum amount of operational coordi-

The principle of private ownership of
the means of production is inextricably
bound up with the requirement for
personal liability and the principle of
competition as a goal that guarantees
freedom.

nation and co-determination, which should be governed
and regulated by means of a »works constitution«.
According to Alfred Miller-Armack, a certain degree
of co-determination on the part of employees — not
heteronomy — was part and parcel of the Social Market
Economy. The Works Constitution Act [Betriebsverfas-
sungsgesetz] of 1952 can be traced back to him. This
law provided for worker co-determination on opera-
tional and social issues with a view to mitigating con-
flict.

Private ownership and liability

In this context, liability is of course not used in the penal
or regulatory sense, but rather is used to describe how
someone who expects to make profits from the owner-
ship and use of the means of production also has to be
prepared to accept losses in the event of failure. This
generally guarantees that entrepreneurial decisions are
carefully weighed up and prevents extremely risky de-



cisions being taken. In other words, a key principle of
the Social Market Economy is that DECISIONS AND
LIABILITY go hand-in-hand. This is also a result of
the competitive nature of the Social Market Economy

(~H8).

Competition as a goal that guarantees freedom prevents
a dangerously excessive volume of the means of produc-
tion falling into a single pair of hands by ensuring that
competitors can enter the market.

Distribution of private ownership
and the »dilution« of ownership
rights

On the whole, the principle of private ownership of
the means of production is not directly at risk. This is
demonstrated by the large number of family firms in
Germany that — depending on how they are classified —
make up 70 to 90 percent of all companies (see diagram
on page 20). Their importance for the economy is a re-
sult of their major contribution to annual GDP figures
(over 50 percent). They also employ almost half of Ger-
many’s workforce. A large percentage of these family
firms are also globally active.

Competition as a goal that guarantees
freedom prevents a dangerously
excessive volume of the means of

production falling into a single pair of

hands by ensuring that competitors can
enter the market.

However, there are numerous regulations relating to so-
cial, environmental and energy policy that significantly
restrict the disposal of private property. Any examina-
tion of the principle of private ownership of the means
of production must therefore include both ownership
rights and disposal rights. If the restrictions placed on
disposal rights are too great, then ownership rights
lose their significance for guaranteeing freedom and in-
creasing prosperity. This is what we call the »dilution of
ownership rights«.

Another danger may be caused by major corporations.
There is no doubt that the manufacture of capital-inten-
sive products requires a great deal of investment. But
the associated separation of management and owners
throws up particular problems of liability that have
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still not been resolved. There is also a tendency for
members of executive and supervisory boards to take
on a great many appointments, which makes for co-
herent reciprocal safeguards, but at the same time tends
towards over-concentration and may result in pressure
being put on medium-sized suppliers. These are prob-
lems that are countered in Germany and around the
world using a combination of voluntary agreements,
national laws and the involvement of NGOs such as
Transparency International. This has trickled down in
the form of guidelines and laws in the areas of corporate
social responsibility and compliance.

In view of the constant new challenges that are arising as
a result of globalisation, it is not always easy to decide at
which point a further concentration of the economy or
further dilutions in ownership rights start to become a
threat to freedom and prosperity. It should also be borne
in mind that the majority of people are largely con-
cerned about safeguarding their immediate environment
and jobs and have little interest in abstract dangers.
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RULES-BASED COMPETITION,

because a »market economy« is at heart a »competitive
economy«. Competition releases creative powers that con-
tribute to greater prosperity, create jobs and ensure price
stability. It is also extremely efficient. Competition guaran-
tees freedom because it protects people from private power
and from arbitrary state action if governments limit them-
selves to regulatory policy and only intervene in extraordi-
nary circumstances.
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Meaning and delineations of the
term

The concept of competition is multi-faceted, encompas-
sing three main areas. The first of these is totally unres-
trained competition with no rules. This opens the door
to unfair practices and the kind of cut-throat compe-
tition that can lead to cartels and monopolies that are
detrimental to the consumer. Adam Smith was aware
of this danger. In his famous quote in » The Wealth of
Nations« he comments on the fact that people of the
same trade rarely meet together, even for merriment and
diversion, without the conversation ending in a con-
spiracy against the public. This is a clear admission of
the need for state-regulated competition with the goal
of safeguarding freedom. The second area is therefore
that competition should be understood in the sense of
it being a goal that safeguards freedom. This requires
appropriate regulatory policies, as is also stipulated in
§ 1 StWG, which states that the four goals of stability
and growth! should be pursued »within the context of
a free market system«.? However, it is often expected
that competition should make a contribution towards
a host of aims in the areas of economic, welfare and
social policy. This expectation gives competition an in-
strumental function.

Competition as a goal that
safeguards freedom

When viewed in this way, competition is directly linked
to the social value of freedom. Within the context of the
rules that are designed to prevent the growth of the type
of competition that leads to ruinous or monopolistic
structures, this form of competition allows economic
and professional freedom to flourish, as stated in (- H).
This includes freedom of contract, which is however tied
in with the rule that forbids contracts in which one of
the parties is obliged to give up their future freedoms.
Any such contract should be declared null and void be-
cause clearly one of the contracting parties is in a posi-
tion to dictate the conditions (known as »contracts of
adhesion«). The free exchange of opinions should also
be understood as a means of safeguarding freedom.

A distinguishing feature of this form of competition that
safeguards freedom is the lack of specifically stipulated
state goals. The thinking on this is that there is no com-
petition if clear directions have already been set or if it is
obvious what will be the end result.
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Competition as a goal that safeguards freedom does
not mean denying its economic function, as this largely
enables the functioning of the price system in free mar-
kets, which can be expressed as:

. A SIGNALLING FUNCTION,

. A MOTIVATING FUNCTION,

. A STEERING FUNCTION AND A
. MONITORING FUNCTION.

A W N P

The key functions of competition
that safeguards freedom

1. Prices, which also include salaries, wages and fees,

send out signals to companies, customers and em-

ployees about whether or to what extent it is worth

making a renewed or new commitment to this

sector, products and services or to training in order

to take a job in this sector.

This is how competition creates motivation to be-

have accordingly.

3. It also contributes to steering production factors
(capital and labour) towards their most favourable

use.

4. This is monitored by comparing target results with
actual results.

5. = 1. The result of this comparison, whether it is

satisfactory or not (in the event of losses or meagre
income), provides a signal that closes the circle and
the process starts all over again. The new signal
provides motivation, guides the factors of produc-
tion and the result of this activity has to be moni-
tored once again.

In summary, this kind of competition that safeguards
freedom can also be called »functional competition«. It:

= allows good market supply at reasonable prices,

= contributes to improved products and production
methods and to the efficient use of scarce resources
by encouraging technological progress, and

= acts as an appropriate incentive and sanctions mecha-
nism,

in order to:
A avoid errors wherever possible,

B correct errors such as planning errors as quickly
as possible,



C effect a speedy withdrawal from the market when
there is incapacity (minimisation of sub-optimal
resource use), and

D facilitate rapid adjustment when faced with ex-
ternal shocks (such as raw materials shortages)
and changes in demand.

The state as regulator and
effective referee

In an interest-led, voter-oriented representative parlia-
mentary democracy it is not easy to set and consistently
monitor the rules for this kind of competition, despite
the fact that this is so important for the common good.
However, it should be stated that a government’s actions
with regard to »competition as a goal that safeguards
freedom« should be restricted to regulation, monitoring
and imposing sanctions. In this respect it is important
to point out that there is no economic system that al-

However, a market economy that is
rules-based but largely non-interven-
tionist minimises the loss of resources
caused by poor decisions by sending
out signals that rapid adjustments are

needed to prevent the risk of disappear-
ance from the market.

ways delivers the perfect, desired results. The market
economy is also incapable of this, because people make
mistakes and it is not possible to totally control the
plethora of internal and external factors that impact
the economy. However, a market economy that is rules-
based but largely non-interventionist minimises the loss
of resources caused by poor decisions by sending out
signals that rapid adjustments are needed to prevent
the risk of disappearance from the market (see previous
chapter). In contrast, in a planned economy there is in-
creasingly stubborn adherence to previous decisions on
erroneous market structures that in the long term hinder
prosperity. This is why the state has to resist the tempta-
tion to »join in the game«, in order to protect economic
sectors, drive forward certain developments and »save«
jobs.

Only extreme and unusual events such as natural catas-
trophes or terror attacks justify limited state interven-
tion in the area of competition.
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What if the market fails?

Apart from the above-mentioned »extraordinary
events«, what should be done in the event of market
failure? First of all, we should clarify the meaning of this
term. We cannot expect the market to produce results
that it is incapable of achieving. In the case of certain
goods, the market »fails«, so it is not in a position to
provide the coordination that is needed by society. The
diagnosis of »market failure« is therefore not a moral or
political verdict but rather an expression of a somewhat
unfortunate technical term (Watrin, 1986, 6). Of course
in the technical field the term failure is commonplace,
for example if there is a power failure due to a lightning
strike. But because the market’s function is always tied
in to human activity, the term »market failure« tends
to carry with it subjective elements of blame or moral
judgement (greed).

What constitutes a »market failure«? In brief, the
market fails if:

. THERE ARE NATURAL MONOPOLIES,

. THERE ARE EXTERNAL FACTORS,

. PUBLIC GOODS ARE INVOLVED, OR

. THERE ARE INFORMATION ASYMMETRIES.

AW DN PP

Note on 1. When unit costs continue to fall in line with
increasing volumes, the sales volume has to be high
enough to allow for necessary expansion costs.
This is why the somewhat misleading expres-
sion »natural monopoly« has become commonly
used. This may be the case with services such as
electricity, water and railways or with reserves of
raw materials that are concentrated in one place,

The diagnosis of »market failure«
is therefore not a moral or political
verdict but rather an expression of a
somewhat unfortunate technical term.

something that in global terms occurs quite rarely
(Wienert, 2001, 204). So it seems an obvious step
to make an exception for this sector in terms of
regulation and let the state help to keep potential
competitors at bay (Eickhof, 2005, 340 et sqq).



Note on 2. Human actions often have an effect on
uninvolved third parties. This is because people
are — inescapably and to some extent of their
own volition — social animals. This becomes a
problem when the effects are negative and so an-
noying or downright harmful to third parties. In
an anonymous mass society based on the division
of labour, this problem cannot always be resolved
through internalisation, whereby the initiator of
the problem bears all the costs.

Note on 3. A private offer should not be expected for
public goods that neither compete for consumption
nor allow the exclusion of those who are unwilling
to pay, because this unwillingness to pay - if it in
fact exists — would not recoup even half of the im-
mense cost of such goods. Prime examples of such
goods are foreign defence, domestic policing, the
justice system and orderly administration.’

Note on 4. The used car market is often used as a

striking and memorable example of informa-

tion asymmetry. It is clear that the seller of a

used vehicle knows more about its defects than

the potential buyer. It is a basic principle that the
more information asymmetries present them-
selves, then the more an economy is organised
around the distribution of labour, and the more
goods there are that are manufactured using
multi-stage processes. In general terms, this refers
to what are known as credence goods. These are
goods whose quality and impact only becomes
clear during use after being purchased, and it is
often difficult for the consumer to ascertain this
impact (for example, is the flavour provided by
natural or artificial ingredients? To what degree
of dilution can an ingredient still be described as
»pure«?).?

The aforementioned four aspects have two things in
common. Firstly, the market’s allocation capacity is
or at least may be reduced. This is caused by the fact
that the market receives no or insufficient information.
The state is of course required in this instance (Zim-
mermann, 2005, 367 et sqq). Secondly, the examples of
market failure show that society and the economy do
not function without a certain degree of trust.

Even if this trust is a central element of free societies, it
still needs legislative support. More precisely, trust and
the law are intertwined. The law requires trust and ref-
erences this in many of its specific prescriptions. On the
other hand, trust is created when all those involved know
that legal examinations may take place if necessary. This
is why institutions are needed such as a consumer pro-
tection ministry or consumer testing associations (such
as Stiftung Warentest in Germany). Certain sanctions
may be enforced by penalties or become obvious in loss
of reputation (for more details see Franke, 2011a).
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The necessary state intervention in the event of market
failure can be categorised as follows. Its main focus is to:

= set reasonable conditions for the acceptance of ex-
ternal effects on third parties,

= devise regulation to enable market transactions,
and

= pass credible laws to prevent market participants
exploiting information asymmetries to the detri-
ment of others. Below are a few examples of this:

1. Sensitive souls may find themselves bothered by
the actions of others in a wide variety of ways. But
a populous society organised around the division
of labour not only necessitates a certain degree of
consideration, but also a certain degree of patience.
For example, some people feel perturbed if a new
building is planned in their neighbourhood, even if
it is unlikely to cause disturbance in terms of noise,
odours or other effects. So the legal system stipu-
lates that new developments have to be tolerated,
as long as there is compliance with building regula-
tions (such as minimum distances, local building
techniques, etc.).

Some of our environmental problems are caused by
the fact that air, water and the ground are used to
dispose of waste. Strict prohibitions and laws are
in place in order to reduce the resulting harmful ef-
fects on third parties. This is unavoidable, because
it is necessary to set limits for permitted emissions.
However, relying solely on prohibitions and laws
requires a degree of monitoring that is difficult to
achieve. So it makes sense to formulate conditions
and create instruments that — within the bounds of
what is tolerable — do not directly restrict freedoms
but that make good use of the market mechanism.
These include »genuine« eco-taxes and emission
certificates (= H).

Environmental protection is a striking example
of a public good. No-one can be denied the right
to enjoy a clean environment. But if the state
alone has to care for the environment by means
of prohibitions and laws, it would soon be finan-
cially overwhelmed because citizens would not
be prepared to pay the costs involved. People
who proclaimed their willingness to pay would
be asked to hand over the cash, while their re-
luctant neighbours would still enjoy the iden-
tical levels of environmental protection. Eco-
nomists call this »preference concealment«.’



It is therefore important to strongly argue for the
aforementioned market mechanism to be activated
in order to meet the goals of environmental pro-
tection and acquire the means to do this through
revenues generated by the market, without a need
to do it via rules and prohibitions.

3.  As already mentioned, information asymmetries
require institutions to support the generally sub-
ordinate market side. This may involve criminal
or regulatory law, or organisations that carry out
tests to provide consumers with a clear picture of
the products or services on offer (such as Stiftung
Warentest in Germany).

And of course we can say quite objec-
tively and without malicious intent that
government policies can also »fail«. It is
part of the concept of the Social Market

Economy to highlight the reasons for

this and to work to overcome them.

In summary, it is clear that government action is re-
quired in order to (a) allow free but rules-based com-
petition and (b) create where necessary the conditions
under which desired behaviours are achieved, not
through the power of the state but through incentives
created by the market economy. Care must be taken
to ensure that the government selects the right market
sectors and the proper instruments and that it does not
overshoot the mark.

The danger of overshooting the mark exists because
government action always triggers bureaucratic self-
interest and because politicians feel they have a mandate
to intervene if they feel it is in line with the majority of
voters’ perceptions about distribution and fairness.

These perceptions of distribution and fairness are
another reason for potential market failure. The
objection is that the market often does not pro-
vide socially just distribution. It is certainly an issue
for debate whether the current distribution of in-
come and wealth requires adjustment (>H,H).
This would have to be carried out in the way that is
generally provided for in the second stage of the Social
Market Economy, the formed society. This is based on
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the (as far as possible) unadulterated result of free com-
petition. If considerations of fairness lead one to inter-
fere with the market’s allocation capacity, then this is
deeply »asocial« — as was rightly stressed by Erhard and
Miiller-Armack — because it usually results in a smaller
amount being distributed (see also the section on » Com-
petition and >Social Justice««).

There are many reasons why necessary government reg-
ulation and supervision are not carried out while other
interventions are made too late or are inadequate or
excessive. Taken all together, this is known as »govern-
ment failure«. The market’s faulty allocation mechanism
then entails further deficiencies in income and wealth
distribution that should in fact have been corrected, so
the result if often poorly thought-out interventions (see
section on »Risks of Government Intervention«, p.28).
Because of the potential for government failure, inter-
vention in the market mechanism is only justified when
the inefficiencies of the government do not exceed those
of the private sector (Hedtkamp, 1994, 524).

And of course we can say quite objectively and without
malicious intent that governments can also »fail«. It is
part of the concept of the Social Market Economy to
highlight the reasons for this and work to overcome
them.

A side note on government failure

As with market failure, the term government failure
should not be prematurely used to assign personal
blame. »Government failure« implies that the public
decision-makers (actors) have failed to make a decision,
made the wrong decision or the decisions were made too
late or to an inadequate extent. There are many poten-
tial reasons for this »failure«:

1. The decision-makers fail to recognise the problem.
They recognise the problem but fail to get support
from their own party/parties.

3. Internal actors (for example, members of ministe-

rial bureaucracy) give the government wrong or

inadequate information.

External experts are not brought in, or the decision-

makers are influenced by the unions or inadequately

informed or they cannot see the wood for the trees,
perhaps because of contradictory expert opinions.

5. The upper house is obstructive or EU regulations
have to be followed.

6. The whole policy-formulation and decision-

making process reacts too slowly to new scientific

or academic findings.

Some of the actors have an ideological bias that

affects decision-making.



8. Parties and governments are afraid of losing votes
in the short-term and hence their influence on po-
litical life.

9. Government failure can be a result of »rationality
traps«, in which individual and overall economic
rationality clash because different social sub-sys-
tems have not been managed in line with uniform
regulatory principles (Franke, 2000, 79 et sqq).

This list of possible reasons for government failure
proves that it should be given as much attention as
market failure. Radical remedies are only possible if the
long-standing functional weaknesses of parliamentary/
representative democracies are overcome (Franke, 2000,
215et sqq; Zohlnhofer, 1999, 222 et sqq).

Competition and »social justice«

The idea of competition as a goal that safeguards
freedom always has to be balanced against a whole
series of ongoing goals in the areas of economic, welfare
and social policy. »Competition« is and should be the
means of achieving these goals. It can then be under-
stood as an »instrument« that is used to reach these
goals. In this sense, » functional competition« is extraor-
dinarily widespread. Competition is only in the broadest
sense »functional« at the point and to the extent that it
helps to achieve the desired goals in the areas of eco-
nomic, welfare and social policy. If it fails to do this,
then intervention is needed.®

The problem is that the »desired goals« can overwhelm
the performance of the market due to uncertainty, vote-
winning strategies and ideological reasons. If we then
turn to the actions favoured by democratic socialism
such as influencing the market, market interventions
and market regulation, we find that the market’s perfor-
mance drops off and prosperity is compromised.

The balance between two types of competition — com-
petition with the primary goal of safeguarding freedom
and competition used primarily as an instrument — is
even set out in the German constitution (article 2, para-
graph 1 and article 12 GG on the one hand and article
20 paragraph 1 GG on the other hand) and also in EU
law. Article 3 of the EU Treaty indeed recognises the
function of competition as safeguarding freedom but at
the same time the abundance of other goals (promoting
prosperity, scientific and technological progress, social
issues) point to the instrumental character of competi-
tion. This becomes completely clear in article 173 of
the Treaty on the Functioning of the European Union
(included at the insistence of the French), which very
explicitly addresses industrial policy.
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Risks of government intervention

Government intervention is necessary when there are
obvious gaps in rules and legislation. On the other hand,
risks can arise from the reasons listed above for govern-
ment failure, because politically-motivated goals com-
bined with subsidies and sanctions can limit the scope
of freedom. So, for example, alternatives to the basic
principles or to application-based research may not ap-
pear on the horizon if a certain direction has been pre-
ordained by the government (for example, large-scale
support for electromobility). In addition, too many
government regulations tend to paralyse the economy
and people’s willingness to be self-employed, leading to
relocation to less-regulated countries. The government
influences the country’s competitiveness with its admin-
istrative rules and in the way it sets up its welfare sys-
tems and wage formation process. Both of these have a
direct impact on a country’s labour costs and hence on
its competitiveness (see diagram on page 30).

Other potential risks include »meritorious« action
by the government. Because people’s preferences are
distorted by time in as much as they generally place
greater worth on current consumption than on future
costs or disadvantages, government intervention be-
comes necessary — whether or not there are philosoph-
ical objections. Examples of this are compulsory vehicle
insurance, pensions, health insurance and compulsory
school attendance. There is always a temptation for the
government to take its »help« too far and end up with a
both a dense regulatory network and a monopoly on the
supply of merit goods. However, as the vehicle insurance
example shows, this is not necessary.”



Existing competition laws and
recommended changes

Competition law in Germany is generally in line with the
requirement for sensible rules-based competition with
the aim of safeguarding freedom. In this respect, it is
necessary to review the ministerial approval pursuant to
§ 42 of the Act Against Restraints on Competition [Ge-
setz gegen Wettbewerbsbeschrankungen, GWB]; which
allows the German economics minister to authorise a
concentration prohibited by the Bundeskartellamt if it
is justified by the vague legal terms »advantages to the
economy as a whole« and »overriding public interest«.
The competition overseers based in Brussels can put the
brakes on any extreme demonstrations of national high-
handedness. However, the EU is bound by a great many
aims as set out in its treaties, such as on industrial policy,
and this in itself tends to restrain competition.

In —>H private ownership of the means of production
is linked to liability — in accordance with the principles
of the Social Market Economy. However, it should be
conceded that certain economic activities require high
capital sums or indeed risk capital. High losses in capital
transactions may therefore put extreme strain on equity
holders, creditors and the affected workforce. So corpo-
rate law has to be gone over with a fine toothcomb in
order to ascertain whether personal interdependencies
on executive and supervisory boards may lead to anti-
competitive tendencies. Public functions should also be
prevented from having the option of becoming private
companies (GmbHs) whose majority shareholding is
still in public hands. And finally, particular attention
should be given to the specific legal form of GmbH &
Co. KG.

A side note on the financial
markets

Competition on the financial markets is in need of spe-
cial attention. State control or oversight should not only
extend to the size of the financial institution, but also
to the type of financial services it offers and its levels of
risk. It is necessary to distinguish between bank over-
sight, insurance oversight and stock market oversight.
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In Germany, bank oversight is carried out by the
Deutsche Bundesbank and the Federal Financial Super-
visory Authority [Bundesanstalt fur Finanzdienstleis-
tungsaufsicht, BaFin]. This dichotomy makes sense, be-
cause it separates the independent operative oversight of
the Deutsche Bundesbank, i.e. the supervision and mon-
itoring of the credit institutes based on their records (re-
ports, balance sheets, etc.) from sovereign measures that
may have to be imposed. This is carried out by BaFin, a
body that is directed by the federal finance minister. At-
tempts to concentrate the powers of oversight within the
Bundesbank are problematic because although the bank
is politically independent, it would find itself housing a
department that is under political direction. It would be
very difficult to explain to the public that this does not
affect its duties in the area of monetary policy.

The BaFin has sole responsibility for insurance over-
sight, but it only oversees the stock market in terms of
its securities trading at federal level. Otherwise, the re-
spective state ministry is responsible for this area.

The financial crisis has led to the European Union in-
creasing its oversight of the financial system. Here too,
bank oversight is divided into two areas. Since De-
cember 2010, supervision and oversight has been the
responsibility of the European Systemic Risk Board
(ERSB), with a focus on macro-prudential oversight.
Sovereign interventions of course remain the preserve
of the appropriate European and national supervisory
bodies (European System of Financial Supervision,
ESFS).® The ESFS in turn provides an umbrella for sov-
ereign oversight, which is divided into three sections.

Its structure has remained essentially the same, with
three authorities based in London for bank oversight
(EBA), in Paris for insurance oversight (EIOPA) and in
Frankfurt for stock market oversight ESMA), but they
have all been granted increased powers under Commu-
nity law.’

It remains to be seen whether and to what extent they
will be effective, because day-to-day oversight remains
in the hands of the national bodies, while EU inspectors
make the final decision in the event of conflicts. This
could lead to resistance on the part of national govern-
ments — as is illustrated by the way successive British
governments have fought to defend the UK’s financial
sector.'?



The particular problem of the
banks: how to mitigate »systemic
risks«

There is no doubt that banks are subject to an abun-
dance of regulations. The question is, whether and to
what extent this is really constructive in terms of rules-
based competition. Until now, it has been impossible to
limit the »systemic risks« that have resulted from the
»t00 big to fail« problem.

What do we understand by this?

»Money is a public good.« But not every public good
has to be produced by the state; it is often a good idea
for public goods to be produced privately, though under
supervision. At present, money can only be »raised« and
»dispersed« into the nether reaches of the economy if
it is done in coordination with an independent central
bank with a private commercial banking system. The
banks have to work together via the interbank market
but they are also in competition with each other. If
the market power of certain banks is not properly re-
strained, then they become too big and incur too much
risk in their desire for higher equity returns. If they col-
lapse they take other banks down with them because of
the way the banks are all interlinked. In the worst case
scenario, this brings about the collapse of the whole fi-

nancial system and cuts off the real economy based on
the division of labour from the credit supply.

Because of this risk, in the past governments and their
taxpayers have stepped in at times of crisis and provided
capital assistance. This leads to the oft-quoted »moral
hazard« in which individuals, groups or institutions
have no problem taking on dubious risks when there is
a chance of making large profits while losses can be paid
for by the taxpayer. In this case, the moral boundary of
liability is no longer effective. We should therefore wel-
come the fact that the Basel Committee!! has agreed to
an increase in the equity ratio (Basel III). Of course it is
questionable whether the banks should share responsi-
bility for macroeconomic management through a special
equity buffer.

It would also be advisable to focus more closely on the
question of the organisational separation of investment
banking from the economy’s credit supply. This separa-
tion was introduced in the USA after the stock market
collapse of 1929 and the resulting Great Depression in
the form of the Glass Steagall Act of 1933. After Presi-
dent Bill Clinton gave in to pressure from lobbyists in
1999 and repealed the Act, there has been an increase
in crises caused by investment banking that have spilled
over into the real economy.

COMPETITIVENESS AMONG THE COUNTRIES OF WESTERN EUROPE

(UNIT LABOUR COST TRENDS 1997 —2010)
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Source: Organisation for Economic Cooperation and Development (OECD)

The diagram shows that unit labour costs have increased less in Germany over recent years than in almost all other EU Member States. In contrast,
they have increased sharply in Southern Europe, whose economies have become less competitive. The very slight increase in unit labour costs in
Germany can be traced back to the restrained wages policy of management and the unions, and also to the productivity gains made by the German
economy. Unit labour costs are an important indicator of a company’s competitiveness. They are calculated by setting absolute labour costs (the
government plays a key role in setting the level of these costs) against a company’s productivity.
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In a nutshell, neither Germany, nor the EU, nor suprana-
tional organisations or intergovernmental conventions
(such as the World Bank, the International Monetary
Fund [IMF], the G 7/8 or G20) have ever managed to
really resolve this problem because the national inter-
ests of different countries are too divergent. So it is all
the more important that the increased capital require-
ment as stipulated in Basel III is implemented. On top
of this, there has been a sharp increase in the »shadow
banking« sector, involving hedge funds that are often
based in tax havens, and unofficial transactions. The EU
is working on finding solutions, but it is no easy task.

NOTES

1 | Price stability, high employment, external balance and steady,
moderate economic growth.

2 | We should give credit for this formula to (- [INIIBIISIIN ) the
social democrat Karl Schiller (Minister of Economic Affairs in the
first Grand Coalition (1966-1969) and later for a short period
Economic and Finance Minister in the social-liberal coalition of
1971/1972.

3 | Alongside the examples mentioned here of public goods, or
more correctly, specific public goods, there are many other goods
that could in principle be excluded. However, this is not done on
political grounds or for reasons of practicality. This usually results
in depletion of these goods, at least at times. This is why they
are known as common pool resources. Examples include very
popular degree courses and the road network. Modern digital
recording methods and strict data privacy regulations have made
it possible to introduce tolls for HGVs on motorways and dual-
carriageways. It is likely to be only a matter of time and poli-
tical expediency before this system is expanded to cover private
vehicles. For the sake of completeness, we would mention that
there are also both public and private goods where consump-
tion is not subject to competition and that may be excluded.
Examples of these are roads, paths, parks and even TV pro-
grammes that are in both public and private hands.

We should also point out that although the government is re-
sponsible for regulating public goods, it is not always obliged to
produce them itself (Hedtkamp, 1994, 524). For a more detailed
review of the concept of public goods, see Franke, 2000, part II,
p.61 et sqq.

4 | »Potemkin« goods are a special case. These are goods in
whose function we simply have to trust. Airbags are a good
example of these types of goods. it is pointless to carry out test
collisions in order to test their function, because a new airbag
would have to be installed after the crash, and then the same
problem would arise.

5 | The term »preference concealment« is somewhat unfortunate
because it implies consciously lying to sections of the public. This
may very rarely be the case, but in fact when there is a lack of
market offers there is no chance of true preferences emerging.

6 | Competition can also be attributed with the effect of safe-
guarding freedom and increasing prosperity (cf. Franke, 2010a,
51 et seq; idem. 2010b, 83 et seq). Unfortunately many are not
satisfied with this but cloak »functional competition« in a host
of other goals that are not likely to be achieved, thus justifying
intervention.
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7 | For more on governments and merit goods, see Franke, 2000,
71 et sqq; Erlei,1992.

8 | The recently popularised concept of macro and micropruden-
tial oversight and regulation means that macroeconomic aspects
are the focus of oversight procedures in order to ensure appro-
priate monetary policies are in place that contribute to achieving
macroeconomic goals while avoiding the creation of bubbles and
credit squeezes. If necessary, this can lead on to microeconomic
interventions in individual credit institutions (microprudential
regulation), brought about by European and national bodies that
are charged with the appropriate sovereign powers.

9 | EBA = European Banking Authority; EIOAPA = European
Insurance and Occupational Pensions Authority; ESMA = Euro-
pean Securities and Markets Authority.

10 | The bank oversight structure as outlined above has once
again been called into question by EU Commission plans as
announced in August 2012. The Commission wants the ECB to
take responsibility for the oversight of banks that are too big to
fail. The details still remain unknown, so it is unclear whether it
is only operational oversight that will be transferred to the ECB
from the ESRB (which in any case has close ties to the ECB) or
whether directives for sovereign functions will also be affected. If
this is the case, it is likely to be a source of contention in some
Member States.

11 | In full: Basel Committee on Banking Supervision. The Com-
mittee currently comprises representatives of the central banks
and supervisory bodies from some 30 countries. It is based in
Basel at the Bank for International Settlements (BIS), but it is
independent from it.
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THE SOCIAL MARKET ECONOMY STANDS FOR ...

A STABLE AND WORKABLE MONETARY SYSTEM
WITH PRICE STABILITY,

because the aforementioned principles of private
ownership of the means of production and rules-based
competition can only have a positive impact on society and
the economy if there is a reliable, stable monetary system
with price stability.

33 I1. THE INDIVIDUAL ARGUMENTS



The consequences of a non-
functioning monetary system

Lenin is credited with saying that the surest way to de-
stroy a nation and its bourgeois society is to debauch
its currency. One of the characteristic features of those
countries that fell under communist power after the
Second World War was their removal of the signalling
function of market prices through the introduction of
transfer prices set by a planned economy. The fact that
they set false incentives and above all neglected the need
for reinvestment can still be observed in the generally
poor infrastructures of those countries that broke free
from dictatorship and planned economies in 1990 and
joined the EU in 2004 and 2007.

Monetary reform — a good
decision by the Western Allies

For Walter Eucken, the adverse consequences of a weak
currency that is constantly subject to state intervention
were so dangerous that he placed monetary stability at
the top of his list of basic principles for a free society.
The Western Allies also realised that the reconstruction
of (West) Germany would require monetary reform
in order to withstand the expansionism of the Soviet
Union. So in 1947 the Bizone leaders gave Ludwig
Erhard the task of preparing monetary reform, a task
that Erhard tackled with great commitment and dedica-
tion. He completed his work in June 1948, after France
also became part of the occupied zone (the Unified Eco-
nomic Area known as the Trizone).

The new currency (Deutsche Mark) was created with
a view to encouraging stability and the signalling,
steering and controlling functions were able to take ef-
fect, though the economy had to be released from other
restraints before it could become fully effective. This is
why Erhard was bold enough to say — much to the ini-
tial annoyance of General Lucius D Clay - that all price
controls and government economic controls should be

lifted.

The new currency was to be kept as stable as possible as
this was the only way to build the confidence needed to
allow the incentives and steering mechanisms described
in > H have a lasting impact. This provided a basis for
Germany’s successful reconstruction.
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What is money — and how is its
value kept stable?

A commonly accepted means of payment (»money«)
significantly facilitates the exchange of goods and ser-
vices as it is no longer necessary to look for a partner
who is offering exactly what you need and who at the
same time is looking for exactly what you own or can
produce and are prepared to give away (known as
»double coincidence«). The use of money means that
more exchanges can be carried out, and in a simpler
way. Originally, money was based on barter goods (such
as mussels, pearls, rare metals, etc.). It then became a
currency that was tied to particular materials before
taking a paper form that could be freely manipulated,
and today it has taken on a digital form. Nowadays,
bank notes and coins for use in small daily transactions
play a very minor role. Instead, money exists in the form
of bits within and between the computers of economic
entities.

»Freely manipulated« — Does this
lead to abuse?

»Freely manipulated« in this context does not constitute
a charter for the arbitrary inflation of money within na-
tional economies. Money only retains its value if there
are no appreciable differences in the relation between
the amount of money that is available for exchange and
the amount of goods and services produced. With purely
paper money, it is easy to increase the money supply by
turning on the printing machine. And now, in our digital
age, it is even easier, as money can be created at the push
of a button and moved around the digital network in the
blink of an eye. So the term »freely manipulated« means
that, in these circumstances, particular care is needed to

Money only retains its value if there
are no appreciable differences in
the relation between the amount of
money that is available for exchange
and the amount of goods and services

produced.

adapt the amount of money to the supply of goods, some-
thing that of course not only requires adjustment but also
setting targeted incentives for growth.



In other words, the money supply has to be managed in
such a way that the price level remains roughly stable,
that potential growth can be achieved (while avoiding
excessive demands) and that economic slumps do not
result in permanent contraction of the capital stock of
business and the economy.

Finding solutions to the associated problems is a Her-
culean task that modern societies have handed over to
the central banks — and for good reason, as will be ex-
plained a little later.

What is the price level? And how
do we measure it?

In an open and dynamic economy with free competi-
tion (= H) there can be no fixed prices and hence no
price stability. The prices of goods and services are con-
stantly in flux because of changing consumer habits
and shifting costs. The resulting signalling effect con-
tributes to production factors being steered towards the
cheapest applications. The ever-changing product and
factor prices give an indication of relative scarcities. In
this context, this is known as relative price variability.
If, for example, the price of margarine goes up while
the price of butter remains the same, margarine has be-
come relatively more expensive than butter and butter
has become relatively cheaper than margarine. The same
applies to the factor markets with regard to the relation
of wages to capital costs.

How can we measure changes to the price level if the
prices themselves are always changing? This is done by
means of the »shopping basket«. Because it is impos-
sible to follow the changing prices of hundreds of thou-
sands or even millions of different goods and services, a
representative sample of goods is selected and they are
given specific consumption rates. Goods/services and the
allocated rates have to remain stable over a set period of
time. The cost of this shopping basket is then calculated
on a monthly and an annual basis. A comparison with
the corresponding previous period shows how the cost
has changed, and this can be expressed as a percentage.

This measurement produces the following conclusion:
price stability only exists if price fluctuations in the
various goods, weighted with their amounts, are
approximately in balance. Of course all goods do not
remain at the same price, but the total for the overall
shopping basket remains approximately the same.
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There are various ways of bundling goods. The most
well known is the harmonised consumer price index
(GCPI), because this index is often published and is
used to track changes in the cost of living. This index
contains some 750 representative goods from twelve
categories of daily life. In addition, changes in building
costs, capital goods and terms of trade (ToT) can be re-
corded.

Of course the shopping basket cannot always remain the
same. New or significantly improved goods appear and
are in demand by private households and businesses alike,
while some of the previous goods disappear. So from time
to time, usually around every 5 years, it is necessary to
change the shopping basket so that it is a true reflection
of reality. Statistical processes allow the old index to be
linked to the new one. However, it is necessary to un-
derstand that this can only show a general trend, as new
goods and services are of course characterised by the fact
that they did not exist in the past.

The explanations can be illustrated by a simple example
relating to the consumer price index (living costs).

Let us take the example of a family that only con-
sumes two products — bread and milk. Initially the
household consumes four loaves of bread and two
bottles of milk per day. A loaf costs 2 euros and a
bottle of milk 1 euro. So the family’s daily living
expenses are 10 euros.

If the price of bread doubles to 4 euros a loaf —
while the price of milk remains the same — and the
family reacts by cutting down and only eating two
loaves a day, then their living expenses remain
steady at 10 euros.

If bread becomes 50 percent cheaper and the family
fills up on eight loaves a day, they will still spend no
more than 10 euros.

It is clearly wrong to conclude that the rate of infla-
tion as an expression of price level changes is zero
percent. As outlined above, the price level changes
can then only be calculated if not only the selected
goods but also the amount consumed of each good
remains stable. In the above example there is an
inflation rate of 80 percent when the price of bread
doubles. When the price is halved, this leads to an
inflation rate of minus 40 percent. When inflation
drops below zero, it is known as deflation. As we
will demonstrate, deflation also sends misleading
signals to the economy and is therefore just as im-
portant to prevent as inflation.



The impression that is linked to the term felt
inflation is also misleading. If in our example the
price of milk doubles, this would lead to an inflation
rate of 20 percent. But because milk is considered
more important for children, the 100 percent price
increase is given particular attention, while its
weighting in the overall shopping basket is sup-
pressed.

The link between national product
and money supply

National product (also called national income) describes
the monetary value of goods and services that are pro-
duced in a national economy (for example, Germany)
in a particular period (usually one year). The relation
between money supply and real national product at a
particular point in time is the price level.

If the national product grows, this results in the fol-
lowing problem: if the money supply remains steady,
then the price level has to fall. Increased prosperity only
then becomes noticeable in the fact that households and
companies get more for their money than they did in
the past.

But this simple viewpoint is countered by psychological
and economic factors. Businesses have the impression
that they are not achieving the expected return on in-
vestment. In addition, existing liabilities do not go down
but remain at the same level. As a result, willingness and
ability to invest will also wane, and so the real national
product quickly falls again. Factor prices also include
wages, which also have to be adjusted downwards, re-
sulting in resistance from trade unions and workers. It is
therefore not advisable to maintain a steady price level.

In theory it is quite clear and simple: if the price level
is to remain steady, then the money supply has to grow
in accordance with the volume of goods. Of course this
throws up some practical problems. The public institu-
tion that is responsible for the money supply, known as
the central bank, of course cannot wait for the volume
of goods to increase and then quickly put money into
circulation. Instead, it has to constantly and carefully
monitor the market and decide on the basis of the data
that it gathers how much potential for
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growth the economy has (this is one of the main re-
sponsibilities of the central bank’s chief economist). The
money supply has to be increased accordingly, and the
central bank has to announce the anticipated economic
growth figures that it is using to steer its money supply
policy. To put it in more concrete terms, the central bank
signals that it will tailor and sew the money coat in such
a way that the real economy can fit into it. Over time it
is of course necessary to make adjustments, which are
carried out on an ongoing basis through fine alterations
to monetary policy.

The situation becomes tricky when the national product
contracts. This may have psychological causes, may be
the result of misjudgements by businesses or may be due
to political decisions or foreign events. Superficially,
the issue seems quite clear: the money supply has to fall
for the sake of stabilisation. If it were to remain steady,
then the drop in the real mountain of goods would run
counter to a stable money supply, which would lead to
price increases and hence inflation.

Price stability that is achieved in this way during an eco-
nomic downturn would be paid for by a long-term fall
in prosperity. In this way, the central bank is showing
that it does not have confidence in the economy’s powers
of innovation. This would dampen the mood, demand
would remain low and companies would neither utilise
their existing production capacities nor have the confi-
dence to innovate and streamline.

In this situation, the central bank finds itself on a tight-
rope and needs to act with great delicacy. Even if there
is an economic downturn, it at least has to make mod-
erate increases in the money supply in order to build
confidence. In this way it encourages demand and helps
to utilise capacities. It should not be assumed that com-
panies will respond to increased demand by raising their
prices. Individual businesses will beware of allowing
their capacity to lie fallow and rot away because they
know this will allow their competitors to step in.

However, once the economy is back on its feet, the cen-
tral bank once again has to restrict the money supply in
order to avoid the economy overheating and driving up
prices, while at the same time not choking the econo-
my’s upturn, innovation and growth.

In conclusion, it should be pointed out that the central
bank also has to take into account two other issues in
its money supply policies. It has to be aware of the »ve-
locity of money «. When the velocity of money is high, it
is necessary to have less money in circulation than when
it is low. In addition, we should bear in mind that the
need for money not only serves the purposes of trade but
also of speculation.



Why the central banks should be
independent

In their battle to win votes, politicians tend to promise
more on the expenditure front than they can really sus-
tain in terms of income. The government and institu-
tions that are directly linked to the government and par-
liament are therefore — as we have learned from bitter
experience — rather unsuited to the Herculean task of
handling monetary policy. For their own protection,
democracies need autonomous institutions that are in-
cluded in the constitution but independent of the execu-
tive branch. These particularly include an independent
judicial system and an independent central bank. It is
necessary to have empirical proof that monetary value
is fundamentally linked to the central bank’s degree of
independence.

For their own protection, democracies
need autonomous institutions that
are included in the constitution
but independent of the executive
branch. These particularly include an
independent judicial system and an
independent central bank

Even constitutionally-guaranteed political indepen-
dence can be made difficult by governments, the parties
to labour agreements and the commercial banks. Exces-
sive national debt, excessively high wage agreements,
over-generous lending policies and working with too
little capital all create a dilemma for the central banks
because these factors all consume a large part of the
planned increase in money supply. If the central bank
holds firm to the money supply target that it believes to
be correct, it risks causing unemployment in the short-
to-medium-term and with it the aforementioned risk
that capital stock that is not fully utilised is not regularly
maintained, let alone modernised, so that unemployment
becomes structurally ingrained and ever more difficult
to combat. This also affects independent central banks,
because their members have of course been through a
social and political process of socialisation. This is why
in the long term the central banks tend to increase the
money supply to the detriment of price stability. They
are keen to tackle short-term consequences directly and
prevent the situation worsening.
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Money as a public good

Even if the central bank carefully assesses the money
requirements of the economy as a whole, it still lacks
the knowledge and capacity to distribute it into the
nether reaches of the economy, to companies and
private households. It should not finance the govern-
ment’s borrowing requirements because although it is an
autonomous institution, it still belongs to the state and
its organs. There is a need for a separate banking system
that is both collaborative and competitive.

The combination of providing a basis for (monetary)
credit creation and its distribution into every area of the
private sector should be understood as a public good
that should be treated as a joint responsibility by the cen-
tral bank and the private commercial banking system.
Loans granted to the many private actors, but also to the
government, the repayments, the daily transactions etc.
all mean that the banks can never balance their accounts
at close of business. Surplus liquidity should be invested,
and refinancing to balance out deficits is a daily occur-
rence between banks and also between some banks and
the central bank.

This relationship is known as interbank trading. If the
banks fail to trust each other because they have no con-
fidence in the debt instruments that are normally used
as security, this impairs the ability of the commercial
banking system to keep the credit flowing. There is also
the risk that some banks will totally collapse and drag
other banks and companies down with them. This can
have devastating consequences, particularly when the
vulnerable bank is »too big to fail« and nations and
their economies are closely intertwined, as was shown
by the collapse of Lehman Brothers in September 2008.

Then the central banks are forced to be the lenders of
last resort. They provide the banks with refinancing
funds at unusually low interest rates and flood the
market with »cheap money«.



This harbours the moral hazard issue. The banks know
that the government cannot allow the worst-case sce-
nario to happen in which the economy’s money supply
collapses, so they enter into high-risk financial transac-
tions. If they are successful, they make huge returns on
equity. If they fail, the government, or more precisely
the taxpayer, will step in. We should not imagine that
bankers begin their day by asking who they are going
to rip off today. Rather it is a subconscious or subcuta-
neous knowledge that if things get really bad, the state
will step in.

As shown in = B, this problem can only be resolved
if capital regulations are made much stronger and if
the credit transactions that are necessary to fund the
economy are strictly separated from investment banking
and the trade in »financial products«.

The eurozone and the European
System of Central Banks (ESCB)

As we know, the EU Treaty means that all EU Member
States are obliged to work towards the introduction of a
single currency. Convergence criteria have been agreed
in order to ensure a minimum level of economic and
financial equality. Once members have met these cri-
teria, they are then eligible to join the monetary union
(also known as the »eurozone«, after the name of the
currency). Denmark and the UK have opted out of this
obligation.

The eurozone was set up in 1999, initially with 11 coun-
tries. Other states have joined since then, and by 2012
there were 17 members.

Very special organisational rules are required in order
to meet the goal of unifying as many EU Member States
as possible within the monetary union and create a spe-
cific monetary policy for the eurozone. The European
System of Central Banks (ESCB) and the European Cen-
tral Bank (ECB) were established in 1998 (modelled on
the Deutsche Bundesbank) in order to achieve this aim.
The ESCB includes all the central banks of EU countries
and its main focus is maintaining price stability, (article
127, paragraph 1 TFEU).
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Germany’s rate of inflation has remained in the low single-digits for decades thanks to a monetary policy that focuses on stability. After the
introduction of the European single currency, the monetary policies of the Deutsche Bundesbank were by and large continued by the European
Central Bank. As a result, inflation rates in the eurozone have also remained steady at around two percent.



The ESCB operates in parallel to the ECB. Only the
ESCB is an EU body (see article 13, paragraph 1 EU
Treaty, article 282 TFEU). The EU’s decision-making
bodies, that is to say, the Executive Board and the Gov-
erning Council, head up the ECSB and are responsible
for monetary policy. The Executive Board comprises
the President and Vice-President of the ECB plus four
other members. The President decides which of them
should take on the post of Chief Economist. The ECB
Governing Council is made up of the Executive Board
and the presidents of all the central banks in the euro-
zone countries.

In order to safeguard the autonomy of the central bank,
the members of the Executive Board serve an 8-year
term and may not be reappointed. This is designed
to prevent its members from being tempted to follow
»government-friendly « monetary policies in order to
improve their chances of being reappointed.

Targets for price stability

The ECB has set out its targets for price stability as fol-
lows: Annual price level increases should be »below,
but close to, 2 percent«, measured against the HICP. It
reached this target long ago (see diagram on p.38) and
is thus continuing in the footsteps of the Deutsche Bun-
desbank. There are two reasons why the inflation rate
cannot be zero. Firstly, there is inevitably imprecision
in the way it is measured, and secondly some price rises
are not caused by inflation but by quality improvements.

Integration in international
monetary agreements

As mentioned above, economic growth in the EU natu-
rally also depends on the terms of trade and the struc-
ture of the global financial system. So it goes without
saying that some countries and even the EU itself as a
supranational entity are working together on key reg-
ulations for the financial system and entering into ap-
propriate agreements. These include the decisions made
by the Basel Committee on Banking Supervision, the
work of the IMF and the attempt by the European Ex-
change Rate Mechanism II (ERM 1I) to limit the range
of exchange rates and where possible bring them closer
together. As with its predecessor, the European Mon-
etary System, the aim of ERM Il is to help non-eurozone
countries move towards monetary union. These coun-
tries” exchange rates against the euro are given a range
that should if possible not be exceeded and that over
time should become narrower so that they will eventu-
ally be in a position to join the union.
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However, at the moment only Denmark (despite opting
out), Latvia and Lithuania are members of ERM II.
It still makes no sense for the other countries to join
because it would mean the range would have to be ex-
cessively widened.

The problem of »bubbles«

The attention of the public, politicians and the ECB is
generally concentrated on the consumer price index. But
of course this is only half of the picture. Anyone who
has bought property or plans to buy property will know
that price movements in this area often have little con-
nection to the consumer price index. The same is true
if we look at the prices of key raw materials such as
oil, ore, rare earth metals and raw cocoa, but also basic
foodstuffs such as rice, wheat and so on. It has not been
unusual to see price hikes of up to 200 percent over rela-
tively short periods of time. So it is necessary to include
a detailed index of asset prices and raw materials prices
in order to calculate price stability.

It is not our intention to examine the many reasons for
price increases in different asset classes, however we
would point out that the world’s main central banks
are responsible for the policy of »cheap money«. The
availability of large amounts of money often causes dif-
ficulties for banks. This is because they cannot place this
money into the real economy on their own; they cannot
increase their capital and number of qualified staff to
the required level in a short space of time; and because
there is still a lack of demand, which means businesses
are hesitant to take out new loans.

So the banks are looking for other profitable investment
opportunities. They are therefore getting involved in
the high-end property market and in raw materials and
basic foodstuffs, either directly or through lending to
other institutional investors (hedge funds). At intervals,
the demand generated in this way becomes exaggerated.
Prices and actual values begin to diverge and a price

bubble forms.



The bubble bursts when the feeling grows that a more
realistic valuation is on the horizon. Those who are
quick to act sell or perhaps recover their invested capital
or suffer only slight losses. Asset prices drop and the
banks demand repayment of loans or reliable securities.
This causes difficulties for other actors and also forces
them to sell. The sad end result is that the air seeps out
of the bubble and leads to the destruction of capital.
This amounts to an attack on the real economy. This is
also a justification for the reduction of the banks’ sys-
temic risk, so that remedial measures on the part of the
central banks do not become excessive.
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THE SOCIAL MARKET ECONOMY STANDS FOR ...

THE GOAL OF
HIGH EMPLOYMENT LEVELS.

It is an element of human dignity and the values of
freedom and individual security that individuals should be
able to support their families through their work and at
the same time make a positive contribution to the prospe-
rity of all. Long-lasting unemployment has a detrimental
effect on the personality because it attacks people’s sense
of self-worth. High levels of unemployment are also a
burden on the welfare system.
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The legal mandate

In the German Stability and Growth Act, politicians are
obliged to work towards a goal of »high employment«
(article 3, paragraph 1 StWG@G). In article 3, paragraph
3 of the EU Treaty, the EU even sets a target of »full
employment«, but adapts this in article 147 TFEU - for
good reason — to the target of a »high level of employ-
ment«,

The market economy and the Social Market Economy
require the potential to react to changing condi-
tions of supply and demand. Guarantees of full
employment would erode the competitive system
(= H) and in an age of globalisation would reduce the
necessary capacity for adaptation and innovation. The
state has neither the means nor the opportunity to fund
guarantees of full employment. However, empty prom-
ises undermine the trust that is needed in state institu-
tions. Nevertheless, the potential to create forced full
employment by decreeing a »duty to work« (as in article
24, paragraph 2 of the GDR constitution of 1974 and
similarly in the former Soviet Union’s constitution), goes
against all the basic principles of democracy.

The stipulation of a »high level of employment« in-
cludes the requirement that the EU Commission and
national governments use their overall social and eco-
nomic policies to help the workforce and companies to
adopt the necessary adjustments as quickly as possible
so that transition times, i.e. periods of unemployment,
are kept as short as possible. This also clearly addresses
the aim of economic growth (= B).

The employment rate: the main
indicator of the success of
national employment policies

Indicators are of course necessary in order to assess the suc-
cess of national employment policies. Such indicators are
reliant on a defined basis for assessment, in this case the
concept of employable people, and also on the question of
who is considered to be »unemployed«.

The values system of modern, enlightened societies
forbids the use of child labour (article 32 of the Charter
of Fundamental Rights), and states that people should
also not work themselves into the grave. People are also
generally aware that their wellbeing later in life is linked
to giving their children a good education. As a result, chil-
dren, schoolchildren and students are not considered to
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be employable people and, excluding factors such as ill-
ness or early incapacity to work, people are expected to
retire after a particular age. Here too, it is clear that the
numbers of employable people depend on legal principles
that as far as possible have to be decided by consensus in
parliament.

Generally speaking, »unemployed« refers to those em-
ployable people who have no employment, whether
self-employed or in the employment of another. The
question is how to count their numbers in any kind of
reliable fashion. In very large countries such as the USA
and Russia, or in countries that have less sophisticated
administrative systems, their numbers are estimated by
means of surveys. This is primarily aided by the concept
of the International Labour Organisation (ILO).

In Germany, the number of unemployed is calculated
by the Federal Employment Agency and the Federal
Statistical Office. As far as the Employment Agency is
concerned, people are considered to be unemployed if
they are:

1. capable of working, i.e. they are not ill and belong

to the potentially economically active population

willing to work and

3. if they have registered as seeking work with the Fed-
eral Employment Agency. As it is largely impossible
to directly measure »willingness to work«, people
who register as »seeking work« are also consid-
ered to be »willing to work«. So unemployment is
measured using administrative data. The Federal
Statistical Office uses the unemployment rate in ac-
cordance with the ILO concept for the purposes of
international comparability. This generally leads to
a lower rate than when unemployment is measured
using administrative data.!

The main indicator that high employment has been
achieved is the unemployment rate, which is calculated
in two different ways in Germany. The unemployment
figures as calculated above are used as part of the total
figure for the dependent civil workforce and for the civil
workforce. In the second case, the figure includes self-
employed people and any family members that help
them, while the counter remains the same, so the second
figure is one percent lower than the first. In both cases,
»civil« means the figure excludes people who are em-
ployed by the military.>



Critics have constantly voiced the objection that un-
employment figures are distorted. As it is impossible
to directly measure »willingness to work«, it should
be taken into account that people may register as un-
employed in order to claim unemployment benefits but
have no intention of taking a regular job. In the event
of job offers or job interviews they try to convey the
impression that they are not cut out for this particular
kind of work. As a result, the official unemployment
rate is too high. Others claim that the official rate is
too low because it does not include the majority of
those people who are indeed looking for work but
who do not register as unemployed because they do
not need to claim unemployment benefit. These might
include mothers who have taken a ten-year break to
bring up their children but who now want to return to
work, or self-employed people who have had to give
up their businesses.

There is anecdotal evidence to support both of these ar-
guments, but there is little statistical proof. However, it
should be conceded that the criteria of »reasonableness«
in relation to taking a job have been raised over time,
which has helped to counteract the risk of abuse.

In this respect, we will take a brief look at the question
of measurement using administrative data and measure-
ment in accordance with the ILO concept. It is under-
standable if the more precise concept of administrative
measurement is used for the purposes of national em-
ployment policy. For the purposes of international com-
parison and in order to give the EU Commission an idea
of the situation in the individual Member States, it is of
course sufficient to use a concept that can be used fairly
equally in every country (see diagram on p. 44).

Key secondary indicators of
unemploymentt

As previously mentioned, it is important to know how the
potential of employable people can be defined alongside
the official unemployment rate. In addition, the number
or rate of short-time workers and the ratio of advertised
vacancies are of interest when assessing the problem of
unemployment.

Short-time working is a very useful tool in German
employment policy. In a nutshell, it allows companies
to retain a portion of their workforce in times of crisis
by shortening their working hours by up to 50 percent.
Workers do not lose all their wages, and a large part of
the difference is made up by the Federal Employment
Agency.
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This instrument has been shown to be very beneficial.
Once the crisis is over, companies are not left standing
wringing their hands because they urgently have to find
skilled staff, and workers do not lose too much of their
income, so overall demand is stabilised and the neces-
sary skills are not lost.

Other key indicators for assessing the employment
issue are the number of people taking early retirement,
the success rate of job creation schemes and retraining
schemes, the female employment rate and time spent
studying.’

Another indicator is the often yawning gap between
the number of advertised job vacancies and the number
of people out of work. This is also due to the fact that
the advertisement of job vacancies is often poorly man-
aged because companies do not use placement services,
particularly when looking for highly-skilled staff. In
general, the severity of the unemployment problem can
be seen from the »gap«, because this signals difficulties
in the matching process.

The matching process

The labour market has the task of matching labour
supply and demand. This has become more difficult
over recent years, partly because of the pressures
caused by globalisation. Increasing competition places
great demands on companies and workforce alike.
Businesses are constantly being urged to innovate, and
workers are expected to be extremely flexible, in terms
of both their physical location and mental attitude.

It is clearly time to find smart ways of linking together
the following policy areas: research funding, competi-
tion, regional relocation, education and welfare. How
to plan practical job creation schemes in conjunction
with businesses, create jobs that are gender-equitable,
offer suitable jobs to graduates without allowing
academic education to turn into nothing more than
narrow vocational training — these are all problems
that have to be resolved as part of the aforementioned
interlinking, in order to achieve permanent levels of
high employment. The inherent difficulties can be seen
in the problem of the retirement age.



The problem of finding the right
retirement age

Early retirement is a tool of labour market policy that
was particularly popular during the 1980s and in the
early days of reunification as a means of expediting
much-needed restructuring and providing young people
with work opportunities*. However, in the light of de-
mographic change, it no longer plays any meaningful
role. Indeed, the opposite is true. If statutory social secu-
rity contributions are not to be overextended in view of
increasing life expectation, for reasons of international
competitiveness and the solidarity of the working popu-
lation, then it is necessary to increase the retirement age
and indeed this has already been legally set in motion.
This is not only a problem for social scientists but also
an important element of the matching process. It goes
against the principles of freedom to impose a retirement
age that remains unchanged since the days of Bismarck
upon people who are able and willing to work. The link
between increased life expectancy and demographic
shrinkage also makes it advisable to raise the retirement
age. Two diametric tendencies place a huge burden on
matching process policy in this area. The first of these
is the difficulty of changing »social achievements« such

HARMONISED UNEMPLOYMENT RATES
%
13
12
11

10

1995 1997 1999 2001

Source: OECD

2003

as the retirement age and salary levels. The second is the
still inadequate availability of jobs that are suitable for
the potentially declining powers of older workers. Both
of these have become unhealthily intertwined and have
resulted in major problems for both of Germany’s main
parties, the SPD and the CDU/CSU, though more for one
than the other. Other countries in Europe are facing the
same problems. Violent protests broke out when France’s
former president, Nicolas Sarkozy, approved the raising
of the retirement age from 60 to 62 in the autumn of
2010. During his election campaign, the country’s new
president, Francois Hollande (who was elected in May)
promised to reverse and not implement this reform.

Responsibility for labour and
employment policy

As these illustrations show, achieving and securing the
goal of high employment is a major task for those who
bear the responsibility for or who are involved in labour
and employment policy, as so many areas have to be
interlinked.

2005
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The unemployment rate is defined by the ratio in percent of unemployed to employed people. The diagram shows the criteria set by the International
Labour Organisation (ILO) for the harmonised unemployment rate. The figures have been seasonally adjusted. Whereas the unemployment rate in
Germany has dropped over recent years, it still remains high in much of the rest of Europe.
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For historic reasons, agreements that are made without
state intervention on wages and salaries, including
regulations on pay for holidays, breaks and training,
are accorded great importance. The right to collective
bargaining is enshrined in the European Charter of
Fundamental Rights (article 12, paragraph 1 EUCFR).
In the German constitution, this right is guaranteed in
article 9, paragraph 3. The responsibility for negotiating
employment contracts is placed in the hands of those
who are most familiar with the problems of particular
industries and businesses. This is why the founding
fathers of the Social Market Economy, Ludwig Erhard
and Alfred Miller-Armack, were not only supporters of
collective bargaining but indeed regarded it as an essen-
tial element of the Social Market Economy.

Nevertheless, we can still make a critical examination
of the right to strike that is derived from collective bar-
gaining (article 28 EUCFR). This has a historical justi-
fication because from the beginnings of the Industrial
Revolution until well into the 20™ century, capitalists
were generally more able than workers to exercise their
rights to freedom and to alter a legal relationship. It is
difficult for individuals to defend themselves in the event
of disputes and the collective withdrawal of labour be-
comes their only option. This is designed to cause losses
to employers and force them to back down.

This becomes problematical when employers are also
represented at state level. In this case, they do not
dispose of their own income and do not themselves
suffer any losses. Wage concessions and strikes then
affect the taxpayer and uninvolved third parties. The
same is true of value chains that are closely intertwined.
A strike by just a few specialists can affect third parties
and wreak economic havoc.

So strikes should not only be viewed as a last resort
that is tied in with strict conditions. In this increasingly
connected 21st century, surely it is time to think about
finding new mechanisms for resolving conflicts. This idea
suggests itself because the management-labour partner-
ship can be threatened if, as in our previous example, a
few specialists can win through blackmail while large,
strong organisations on both sides can make agreements
that are to the detriment of third parties. These might be
medium-sized, unionised suppliers who then have to bear
the cost of wage concessions.

It is clear that John K Gailbraith’s theory of »counter-
vailing power« also contained some erroneous ideas.’
He accepted the need for a strong capital side, because
this is the only means of achieving the necessary in-
vestment in the design and manufacture of quality
products. The power bestowed by this must of course
be balanced out on the labour side by similarly strong
union power that can represent the interests of the
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otherwise powerless workforce. The unions must also
have the legal right to make credible threats; the right
to strike must be coupled with a credible ability and
willingness to strike.

However, history has shown that the concept of coun-
tervailing power leads to cartel-like structures in the
area of collective bargaining, where both sides seem to
have little permanent desire to make each other’s lives
difficult. Instead — as has been empirically proven — there
is a tendency to make agreements that are to the detri-
ment of third parties. Cost increases caused in this way
are often passed down to small and medium-sized sup-
pliers and the central bank finds itself faced with the
problem of having to carry out a degree of quantitative
easing that is not beneficial in the medium-to-long term

(> H).

Therefore it falls to labour market and employment
policy legislators (in Germany the government and
parliament, and at European level the EU Commission,
Council and Parliament) to configure the above-
mentioned areas in a meaningful way and also to set
necessary limits on the power of the social partners.

NOTES

1 | Cf. Regina Konle-Seidl: Erfassung von Arbeitslosigkeit im
internationalen Vergleich. Notwendige Anpassung oder unzu-
lassige Tricks? IAB summary report (Institut fur Arbeitsmarkt-
und Berufsforschung/Institute for Employment Research),
no. 4/2009

2 | The exclusion of the military goes back to the Cold War era
when it was necessary to keep the number of soldiers secret. As
part of its reunification, Germany publicly stated the permitted
maximum level of its armed forces, so this figure is no longer
secret. But in the past any intelligence service worth its salt
would certainly have known the exact numbers.

3 | There are two possible reasons for the fact that there are
fewer working women in Germany than in many other European
countries. The first of these may be down to conscious deci-
sions made within households. Everyone has the right to self-
determination, so these decisions should be respected and the
state should not make use of subtle (or not so subtle) incentives
or coercion mechanisms to influence people’s freedom to make
decisions. However, it can be a sign of »hidden« unemployment,
because of an inadequate supply of jobs that make it possible to
combine family and career.

Excessively long study times are not only, and certainly not pre-
dominantly, a result of deficiencies on the part of universities
(although this is often insinuated in conjunction with calls for
university reform), but they are also influenced by worries about
whether it will be possible to find a job once the exams are over.
If in doubt, many people choose to put off their graduation or
study for a higher qualification rather than end up as an out-of-
work academic.



4 | There is no hiding the fact that some companies have had
a tendency to focus on recruiting young staff. A neglected side-
effect of this has been the collapse in the number of engineering
students. After all, how many 52 or 55-year-old fathers who have
just been shown the door are going to encourage their univer-
sity-age children to study engineering? Just a few years later,
this has led to a real shortage of engineers.

5 | Theory developed in his book, »American Capitalism. The
Concept of Countervailing Power«, 1952
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THE GOAL OF EXTERNAL BALANCE WITH
A HIGH EXPORT QUOTA,

because free international trade can contribute to
international understanding; because it provides the
freedom to look out beyond our own national borders;
because it provides new stimuli and is able to increase
the prosperity of the nations involved, in this way
helping to safeguard peace.
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International trade — a path to
peace

Of course, the creators of the European unification pro-
cess after the Second World War based their ideas on
common values. However, they did not hide the fact that
they were also trying to make use of the economic, cul-
tural and political cross-linking of the Member States
of the European communities (from the European Coal
and Steel Community to the EEC, the EC and finally the
EU) to push the opportunity costs of military conflict so
high that negotiated solutions would be found before it
reached this stage.

What does the goal of external
balance really mean?

Everything a nation consumes, gives away, distributes or
redistributes, so the economic »pie« — the national income
or national product (Y) — first has to be »baked« or pro-

duced.

A nation can be austere by keeping the pie small and
making it with local ingredients. In economic terms,
this represents a »closed economy«. If we turn it into an
equation, the letter C represents the volume of consumer
goods and services for private households, I represents
the volume of capital goods and services for businesses
and G represents the volume of public services. It is also
useful to illustrate this: the national income (Y) as the
volume of vehicles, TVs, loaves of bread, machine tools
or buildings that are manufactured and built. But the
impossibility of comparing apples and oranges means
that these letters hide the total value of all consumer
goods, capital goods and public services expressed in a
monetary unit (e.g. US dollars or euros). So our defini-
tion takes the form of the following equation:

Y=C+I+G

There can be no objections if the majority of the popu-
lation are happy with their country’s own products and
want to be self-sufficient as a nation. However, they have
to realise that their nation will have low levels of pros-
perity if it has few of its own raw material resources.
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But many citizens are not enthusiastic about pure self-
sufficiency. To put it in everyday terms, they are happy
to drive French or Japanese cars and start their day with
a glass of freshly-squeezed orange juice or a slice of pine-
apple or kiwi fruit. Many people have travelled abroad
and are keen to repeat the experience.

Clearly people benefit from these kinds of foreign im-
ports. So the »pie« is also filled with imported goods (M).
Of course other countries cannot just give us these goods
and services — we have to offer something in return. These
are export goods (X), goods that are produced domesti-
cally and that are in demand elsewhere. Here too, it is
only possible to compare the wide range of exports and
imports in a monetary way, expressed in US dollars, euros
or other currencies. So in equation (2), exports are given
a plus sign and imports a minus sign. Actual exports are
sent abroad, while the exporting country receives foreign
exchange, so foreign currencies! in return (hence the plus
sign), whereas actual imports enter the country while for-
eign exchange flows out (hence the minus sign).

Y=C+[+G+(X-M)

Free trade creates a greater variety of products and hence
higher quality of life, as stated by Paul Krugman,?> who
was obviously — consciously or unconsciously — leaning
on Adam Smith when he proposed that the prosperity-
enhancing principle of the division of labour should also
be used on a global scale, which is why the call for »free
external trade« was a key element of Classical Liberalism
(~ IDEGEENEEEN ). This also corresponds to the prin-
ciple of cost minimisation in the production of the
desired goods and services. This should not be under-
stood in the rather deprecatory sense of simply maxi-
mising profits. »Cost minimisation« also means mini-
mising use of resources without compromising quality.
This is a goal that is directly tied in with the goal of
protecting the environment.

Without delving further into these issues, we should men-
tion that the concept that is today known as »globalisa-
tion« also includes the previously outlined idea of »free
international trade« in the sense of (predominantly) fin-
ished products but also goes way beyond this. The poli-
tical will to work with international partners and the new
possibilities created by the latest information and commu-
nication technology have led to transaction costs® sinking
to such a degree that cross-border value chains can also be
profitable. In other words, semi-finished products, often
including modules* are manufactured in various countries
by various companies and then brought together for as-
sembly in a particular location. Design drawings, software
developments, telephone hotlines, reservations — all these
and more can now be executed in far-off countries and



used by other countries in the blink of an eye. Global cor-
porate networks mean that problems can be worked on
24 hours a day. New hybrid types of businesses have also
emerged. For example, businesses may compete with each
other in the market with their end products, but also work
together in the pre-production stages in order to save on
development costs.

Ludwig Erhard: External balance
with high export quotas

The exchange of exports and imports can balance out at
a very low level, which of course does little to increase
the prosperity of the nations involved. In geographical
terms, Germany is a small country with few raw mate-
rial reserves but a population that is now around 82
million. In order to achieve and maintain an acceptable
level of prosperity, it is necessary to import substantial
amounts of raw materials such as oil, gas, ore, rubber
and timber, along with luxury items such as coffee, tea,
foreign wines and exotic fruits. All this can only be paid
for if we in turn can offer a range of quality products. In
this respect, we would point to the »Made in Germany «
quality stamp that has been valued all over the world
for decades.

The Stability and Growth Act sets the goal of »external
balance«, but of course we should add the phrase »with
high export quotas«, as Ludwig Erhard formulated it
many years ago. Only an appropriate volume of export
goods can bring in the foreign exchange that is needed to
buy the imports outlined above.

Strictly speaking, the goal should
be: balance of the consolidated
current account and transfer
payments

Citizens and companies within a nation may have a di-
verse range of economic relationships that go beyond the
external trade that is described above. For example, they
may buy properties abroad, build factories or sell foreign
securities. They may also make private money transfers
across borders. Countries and their governments are
also part of this activity. All the monetary flows that are
triggered by these actions are part of the balance of pay-
ments, which is broken down according to the type of
action into various sub-sections.
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One of these sub-sections is the current account and
transfer balance sheet, which includes four sub-accounts:

Current account and transfer
balance sheet

1. BALANCE OF TRADE - visible trade balance;
monetary summary of exports and imports of
goods

INVISIBLE BALANCE — a monetary summary of
cross-border shipments, financial services, patents,
licences and tourist services (in Germany this is the
largest single item)

3. FACTOR INCOME —a monetary summary of wages
and salaries that flow into or out of a country;
income as a result of foreign debt securities or
foreign asset ownership

TRANSFER BALANCE SHEET - a summary of
transfers made for no return: transfers by migrant
workers, emergency aid, reparations, payments to
international organisations, development aid

» Exportweltmeister« (world export
champions) and » Vizeweltmeister «
(world export runners-up) are
commonly used expressions in
Germany and, when examined more
closely, they refer to the balance of
trade.

It is possible to make a more concrete definition of the
goal of »external balance« when viewed in this context.
Of course it is illusory to believe that each of these sub-
accounts balance at the end of each accounting period.
The aim is rather to ensure that the bottom line of these
accounts balances at the end. So the consolidated cur-
rent account and transfer balance sheet should no longer
show a bottom line.



Each year, different circumstances constantly result in Balance via the capital account
readjustments in size. On average, the last decades in

Germany have produced a negative invisible balance. The We should of course concede that for many years the
main reason for this is the Germans’ love of travelling. surplus in the balance of trade has been so large that it
The balance of the transfer balance sheet is also clearly is unable to balance out the negative results of the other
negative. The balance of factor income fluctuates from sub-accounts. Then the consolidated current account
time to time but generally stays around zero. This sug- and transfer balance sheet is in the black. In this case,
gests that the overall current account and transfer balance a balance is achieved through a capital export, which
sheet can only be balanced if the balance of trade is in the can be carried out in a variety of ways. In simple terms,
black. » Exportweltmeister« (world export champions) one part of the surplus is used for direct investment: set-
and » Vizeweltmeister« (world export runners-up) are ting up production facilities abroad or acquiring shares
commonly used expressions in Germany and, when ex- in foreign companies. If there are no promising direct
amined more closely, they refer to the balance of trade. investment opportunities, then it can be used to buy for-

eign debt instruments. Of course foreigners also make
The size of the balance of trade surplus that is required direct investments in Germany and buy German debt
to balance the current account and transfer balance instruments. The resulting monetary flows are included
sheet depends on the size of the national income and the in the capital account as a sub-section of the balance of
bottom line of the sub-accounts. For many years, the payments. In general, the capital account is in the red if
rule of thumb has been that a balance of trade surplus the current account and transfer balance sheet is in the

has to be between 0.5 and 1 percent of GDP in order to black.
achieve a balance.

EXPORT QUOTAS (1995 -2011) IMPORT QUOTAS (1995 —2011)
% %

60 60

55 55

50 50

45 45

40 40

35 35

30 30

25 25

20 20 -

95 97 99 01 03 05 07 09 11 95 97 99 01 03 05 07 09 11

Source: Eurostat. Exports and imports of goods and services in relation to GDP at 1995 prices

The term export quota means the ratio of a country’s exports to its GDP. The import quota represents the ratio of imports to GDP. Increasing
It gives information about the volume of trade within the economy. The import quotas mean countries are increasingly reliant on the foreign
export quota is used to measure an economy’s degree of openness. supply of goods. Increasing globalisation of trade leads to greater
In Germany, export volume as a ratio of GDP is between 40 and 50 division of labour, and hence not only to an increase in exports, but
percent. also in imports.
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The problem of Germany’s surplus

The consolidated current account and transfer bal-
ance sheet were only in the red for a short period after
German reunification. Before this, it had been mainly
positive, and a short time later it was once again in the
black and capital exports increased.

When looking for the reasons for this, we have to
frankly admit that it not only depends on the perfor-
mance of German businesses but also on the under-
valued » German euro«, which has fuelled additional ex-
port demand. The expression » German euro« is perhaps
a little irritating. It means that the exchange rate mecha-
nism between the members of the eurozone has ceased
to exist since the introduction of the euro. But of course
this does not stop the economies of the various countries
growing at different rates. If those countries that have
become weaker fail to balance out sinking unit labour
costs, and those that have become stronger fail to bal-
ance out increasing wages in particular, then the prod-
ucts of the weaker countries become relatively more
expensive and those of the stronger countries relatively
cheaper.

This is precisely the situation that has existed in the euro-
zone for some time now. As a result there has been some
strong criticism, for example from Economic Sciences
Nobel Prize winner Paul Krugman,® but also from Peter
Bofinger, member of the German Council of Economic Ex-
perts and other voices in the eurozone that are concerned
about this skewed situation. An oft-heard proposal is that
wages should be increased in order to strengthen domestic
purchasing power. The »sixpack«® even intended penalties
to be incurred if the surplus or deficit exceeded four percent.”
Apparently these came down to the transfer union that was
hotly disputed in Germany, in which the countries with sur-
pluses should pay compensation to countries with deficits,
similar to the financial equalisation scheme in operation bet-
ween Germany’s federal states.

These criticisms were well-founded. If we think the situa-
tion through to its logical conclusion, it would mean that
the countries with surpluses would own the majority of
production facilities and sites over and above the capital
exports. Of course this is only the case if the surpluses
can be invested in real terms. If this is constrained for
whatever reason, then the only option is to buy debt
instruments. Of course the debt of countries with weak
economies can be fraught with risks, as has been shown
in the examples of Argentina and Greece. Transfers also
flow in the event of state bankruptcy (Argentina) or com-
pulsory haircuts (Greece), but they are unregulated and
have unforeseen consequences for distribution.
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Unilateral assignments of guilt to countries with sur-
pluses are wholly inappropriate. In the case of Germany,
a large proportion of its exports go to those markets
where they face strong global competition. Technical in-
novations and modest wage increases are therefore the
result of strong competition and not aimed at outdoing
the eurozone’s southern members. It has certainly not
been easy for the unions to agree to such a modest level
of wage increases, so they should be praised all the more
for their understanding of the global context.

Countries with stronger economies should not be
blamed for the fact that other countries have done the
exact opposite by using public debt for consumption
rather than investment, with the resultant higher wages.
Whether this was a result of a certain Mediterranean
mentality or an attempt by governments to win votes is
not a question that we will be examining in this report.

A new concept for reducing
external imbalances

The reduction of external imbalances is of course one of
the principles of the Social Market Economy. Permanent
imbalances between the economic union’s partners are
detrimental to ongoing plans for political integration.
Transfers can only be used to a very limited extent. They
do not help to relieve the pressure if they become the
norm and swallow up ever larger sums.

Reducing imbalances requires a very comprehensive
concept with a view to the medium term.® It should not
only be geared towards wage increases in stronger eco-
nomies but must also incorporate national economic
structures. To put it in more concrete terms, if the Ger-
mans have more money in their pockets, should they buy
an additional German car or should they buy German
cars instead of foreign-made cars? What happens if car
manufacturers have to shut down 10 to 15 percent of
their capacity because neither the Germans — despite their
wage increases — nor their foreign customers want to buy
these cars which have now become more expensive? Can
this underused capacity be used to produce more bread
or sausage —just in case there is a sudden surge in demand
for these items?



NOTES

1 | Calling foreign exchange »foreign currency« is initially irri-
tating in terms of the flows of money that are set in motion by
exports and imports in the eurozone. However, the fact remains
that currency has to be earned, if possible through exports, in
order to pay for the imported products. Euros that flow out into
neighbouring European countries also have to flow back; in our
interconnected world this may be an inflow from a eurozone
country. The external balance does not always have to be bet-
ween two countries, it can be balanced via a clearing house that
involves three, four or more countries.

2 | For source see Franke (2010), p. 161, fn. 1.

3 | The collective term »transaction costs« describes all costs in
an economy that are incurred by the initiation, contracting, exe-
cution and termination of a concrete transaction or business rela-
tionship. They increase the actual price of the goods or services
and may be borne by either the buyer or the seller. If the trans-
action costs are too high, then part of the mutually beneficial
exchange does not take place or shifts to the shadow economy.
Both options result in a reduction in prosperity. Examples of trans-
action costs are transportation and insurance costs, but also
publicly incurred costs such as customs duties, import licences,
retrofitting regulations, etc. Political will (in the EU and the WTO)
and global digital networks have led to these costs falling consi-
derably, as previously mentioned.

4 | Modules refers to similar components or preliminary products
that are produced cheaply and in large quantities and then used
in a range of finished products. Examples from car manufactu-
ring include: chassis, engines and seats.

5 | Paul Krugman proposes that the eurozone should accept 3 to
4 percent inflation in order to kick-start growth and reduce imbal-
ances (for example in his interview with the weekly magazine
Die Zeit (www.zeit.de/wirtschaft/2010-06/krugman-interview).
Of course this is a recommendation that sits awkwardly with
the principles of the Social Market Economy, and experience has
shown that target inflation rates are impossible to maintain. This
is why Eucken and Erhard placed more emphasis on price stability

-~ E.

6 | A set of regulations passed by the European Parliament in
September 2011 based on six reports and opinions, hence the
name »Sixpack«). They stipulate the tightening of the Stability
and Growth Pact, stricter budgetary controls and movement
towards the coordination of economic policies.

7 | After strong objections on the part of German Finance
Minister Wolfgang Schauble, the Commissioner responsible inter-
preted the relevant regulation in such a way that in this case only
warnings and recommended corrections would be given.

8 | In the above-quoted interview, with his strong opinion on
inflation (see fn. 5) Paul Krugman estimates that the time needed
to develop a joint fiscal policy and a European health and pen-
sions system would be some 100 years. Even with the EU’s
drawn-out and complicated decision-making processes, this is
a little too long.
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THE SOCIAL MARKET ECONOMY STANDS FOR ...

STEADY AND MODERATE ECONOMIC
GROWTH,

because it provides the basis for the overall well-being
of a nation’s citizens, enables people to live together in
prosperity, makes it easier to introduce necessary domestic
reforms, contributes towards protecting the environment
and encourages peaceful co-existence. In other words,
growth is a major prerequisite for economic and political
freedom.
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The concept: an initial approach
and critical examination

Economic growth means that more goods and services
are being produced and made available from one pe-
riod to the next. Resources (in the broadest sense of the
word) are used and consumed in the production and
supply of these goods and services, so it is also neces-
sary to ensure that capital stock such as production fa-
cilities and equipment are appropriately maintained and
expanded. In other words, economic growth requires
the existing capital stock to be cared for and expanded
through reinvestment and expansion.

Critics of economic growth draw on a range of social,
political and environmental arguments. These argu-
ments would be valid if economic growth were under-
stood simply as meaning »business as usual« and »more
and more of everything«. However, such an under-
standing of the term cannot be imputed to either the
ordoliberals or to representatives of the Social Market
Economy. In 1965, Ludwig Erhard warned about the
need for »moderation«.! The fact that economic growth
should be understood in a differentiated way and in
relation to »well-being« was already made clear in the
Stability and Growth Act of 1967, before the first report
by the oft-cited » Club of Rome« (1972).

A detailed look at the term as
used in the Stability and Growth
Act (StWG)

In § 1 of the German Stability and Growth Act (StWG)
it is stipulated that economic growth should be steady
and moderate. The term »steady« is easy to explain.
It means that economic growth over the years should
stay as even as possible; sudden surges in growth should
not alternate with drastic slumps because, although
this might produce an average increase in growth when
measured over the years, it also brings with it some sig-
nificant disadvantages. Skyrocketing growth may lead to
inflation and overemployment, whereas drastic slumps
may cause deflation and unemployment.

The adjective »steady« is also easy to justify because
nothing is stipulated about the rate of annual growth.
So we should now examine the second adjective that is
used to describe the measurement of economic growth.
This is of course an undefined legal term that has to be
repeatedly interpreted interpreted in economic, social and
political discourse.

There is unanimity about the three main ways of inter-
preting the term. Economic growth should be:

54

= SOCIALLY RESPONSIBLE,
" ENVIRONMENTALLY RESPONSIBLE AND
= BALANCED.

Economic growth is socially responsible when the pro-
cess of growth and the associated changes to the eco-
nomic structure does not overburden people’s physical
and mental mobility. Of course the workforce is re-
quired to have a certain degree of mobility. However,
even in this age of globalisation, value creation is still
generally carried out regionally. Most people do not
want to be nomads but prefer to have social ties to their
non-work surroundings. Physical and psychological ties
therefore go hand-in-hand.

In this respect it is also necessary to address the need for
lifelong learning, an area that is undoubtedly of great
importance. However, the idea of lifelong learning does
not mean that people are constantly attending courses
and training sessions without being able to put what
they learn into practice for any reasonable length of
time.

And finally, it is important to ensure that economic
growth does not lead to the less able being excluded from
work and society.

»Environmentally responsible« means that it is necessary
to observe the qualitative aspects of economic growth.
From the point of view of the Social Market Economy,
quantitative and qualitative growth are not contradic-
tions in terms. On the contrary, the ordoliberals were
concerned with environmental protection, and this, along
with the principle of competition, requires the frugal use
of resources in production (= H).

»Balanced« means the creation of an economic struc-
ture that is as varied as possible. External shocks that
generally only affect a few products can be more easily
absorbed.? Of course economic growth also means
that certain industries will boom while others slump
or disappear totally from the market, along with their
products. Such kinds of structural changes always have
an impact on the labour market, which is why »bal-
anced« means that economic growth should take with
it as many industries and regions as possible. Where
structural change takes place, the economic process
should be set up in such a way that people can find
jobs in their region in flourishing or new industries.



And finally, the adjective »balanced« also refers to
the »level factor«. This means that even the desired
»steady « growth is accompanied by lower growth rates
over a longer period of time. In theory, constantly high
growth rates lead very quickly to exponential functions
that can no longer be implemented in practical terms.
In other words, growth rates of 8 to 10 percent, as is
the case in China, are already very high but possible.
With its high levels of economic output, Germany can
be happy if it attains economic growth of 2 percent.’
The diagram on page 56 shows German economic
growth over the last 60 years. The continuous growth
in GDP has contributed to a significant increase in pros-

perity.

The link between prosperity and
well-being

Economic growth is an important route to a nation’s
prosperity. Prosperity is normally indicated as per-
capita GDP. In simple terms, GDP is the total of all
final goods and services produced within a country,
expressed in a monetary unit. Of course it only in-
cludes those goods and services that are marketed and
given a price. There has been a great deal of criticism
of this indicator because it does not include non-
market activities such as housework or child-rearing
and does not take account of the environmental da-
mage that often results from the production of these
goods and services. It is also argued that this indicator
does not reflect people’s sense of wellbeing and hap-
piness. The Easterlin Paradox is often referred to in
this respect. This states that people’s levels of happiness
have largely remained the same, although (statistical)
per-capita incomes have grown four or even six-fold
(see also Franke, 2010a).* The Stiglitz Report took up
this criticism and recommended that the prosperity of
nations should be measured in a more comprehensive
way. In December 2010, this report led to the German
Bundestag setting up an investigative committee that —
according to its chair, Daniela Kolbe — would calculate
the value of growth in the economy and society, create
an all-encompassing indicator to measure prosperity
and progress and investigate the potential and limita-
tions of uncoupling growth, resource consumption and
technical progress.
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It seems that it is time to reinvent the wheel. Prosperity,
in the sense of high pro-capita GDP, is certainly a fun-
damental element of well-being, but it has never been
believed that this indicator is the be-all-and-end-all. In-
dividual and collective prosperity is measured by regular
income and the availability of large volumes of quality
goods and services that are produced in a way that is
socially and environmentally responsible. In addition,
in terms of the individual, future prosperity depends on
commensurate ownership of assets and savings. In col-
lective terms, it depends on good quality capital stock
that must be maintained and expanded. GDP is the
yardstick for this, but it should not be considered an
absolute amount. More precise information on factor
costs is obtained from the net domestic product (also
known as national income) that includes the necessary
reinvestment and corrects government influence on
value added (via indirect taxation, subsidies and em-
ployers’ social security contributions).

It should also be noted that well-being not only depends
on the quantitative component but also to a large extent
on the economic, social, environmental and political cir-
cumstances of a country and its surroundings. Here we
are reminded of Ludwig Erhard, who tried to express
this and inspire people with his idea of the formed society

(> MEEEIE ).

The individual aspects of this situation are measured
with the aid of social indicators. Without claiming to
be exhaustive, the following areas will be examined and
described in more detail:

1. Conditions of employment (individual and collec-
tive): do employees enjoy collective bargaining and
the right to strike? How long is the working week
and how many weeks are worked per year? Do
employees receive paid holidays and if so, how many
days or weeks? Do employees receive sick pay? What
kind of industrial safety measures are in place?

2.  What is structure of the country’s economy? Is it
primarily a monostructure that is dominated by one
or just a few products? Or is it multi-layered, with a
wide range of products and services and no signifi-
cant regional neglect?

3. Is there adequate social security and how is it or-

ganised? Is there a social security system (including

unemployment benefits)? Do people have access to
welfare and is other emergency assistance available

(housing benefits, legal aid)?

With regard to the healthcare system, along with

the question of funding are there any other indica-

tors that provide information on numbers of doc-
tors, hospital beds, infant mortality, life expectancy
and inoculation rates?



What is the state of the country’s education and What is the situation regarding political co-deter-
training system? This includes questions about mination in the country? Is the constitution based
the school system, compulsory school attendance, on democratic principles? Are the people included
literacy rates, number of high school graduates, in its realisation? Is the constitution legitimised by
number of university graduates and the vocational the people on an ongoing basis? What is the state of
training system (e.g. combined academic and voca- the country’s electoral law? Is there a party system,
tional training). It is also necessary to examine the free elections and protection of minorities? What
opportunities for further education and whether role is played by the principle of subsidiarity (such
the government provides funding. as in local self-government?), an independent judi-
Considerations of fairness require the provision ciary and press freedom?

of data about inequalities in the distribution of in-
come and wealth in addition to information about The Federal Statistical Office and Eurostat, the
access to the healthcare and education systems European Union’s Statistical Office, have carried out
[see points (4) and (5)]. This includes the question

about the state of the country’s taxation system.

studies and provided a host of regular information on
all these points for some years now. So the criticism
7. From an ecological viewpoint, indicators of water, can hardly be raised that the »growth target« is only
air quality and ground quality are of significant, directed at prosperity. The GDP or national income
indicators have to be weighted using the social indica-

tors derived from the above-mentioned areas.

along with information on biodiversity (particu-
larly diversity of species) and noise pollution.

GROSS DOMESTIC PRODUCT — YEAR-ON-YEAR CHANGES IN PERCENT (1950 —-2010)

Average
1950-1960: 8.2

Average

Average 1980-1991:

6 1960-1970: 4.4 JAverage

1970-1980: 2.9

Average
2000-2010: 0.9

Average
1991-2000:

-0.4

Source: Hamburg Institute of International Economics (HWWI)

The diagram shows annual growth rates of the German economy and their 10-year averages over a period of more than 60 years. Economic growth
is understood to mean the increase in GDP, so the total value of all goods and services produced in an economy, from one period to the next.
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This weighting may differ depending on cultural area,
nation and current levels of prosperity. It should be
emphasised that — unlike in GDP - all the known and
deducible social indicators do not cluster in one di-
mension. So there is also a problem of communication.
On the news, the GDP growth rate is simply given as
a percentage. If the presenter were also to read out 20
social indicators it would soon become incomprehen-
sible to many viewers, who would probably quickly
change channels. Of course this does not mean that
the data gathered should simply be processed and filed
away. As the example of environmental policy shows,
it is studied by the department responsible and taken
into account during the political decision-making pro-
cess.

The United Nations Development Programme (UNDP)
has now for many years produced a »Human Develop-
ment Index« (HDI), which combines pro-capita income
and the three areas of health, education and living stan-
dards into one formula. The rankings that are published
are not necessarily easy to understand. For years, Iceland
topped the rankings, often in first place, until it became
clear that the country’s standard of living was largely
based on dubious credit transactions.’

In this respect, it is necessary to mention several inter-
connected issues. Firstly, it is clear that in the struggle
between social and political forces there is a need for
compromise when it comes to the weighting between
GDP and the desired characteristics of the social indica-
tors. Secondly, we also have to be aware that it is not
possible to compare apples and oranges in one indicator.
The attempt to develop a comprehensive indicator of
prosperity and progress ignores this impossibility or
wants to permanently include ideas in the indicator that
are based on ideology.

And finally, as mentioned above, we should clearly point
out that qualitative factors are involved in the produc-
tion of GDP, and that precisely the development of these
factors requires a certain degree of quantitative growth.
Examples of these include the movement towards alter-
native energy, more childcare places, more and better
education, better health care and care for the elderly,
which all require new buildings, better equipment and
trained specialists who of course also have to share in
the products that they do not themselves produce. So
from all this we can conclude that quantitative growth
and qualitative aspects of well-being go hand-in-hand.
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NOTES

1 | How the times are changing: at the time, Erhard was mocked
by many academics because of his calls for moderation. Today,
many are calling for limits on growth for environmental reasons
and for the sake of fairness towards third world countries.

2 | To cite a drastic example: many years ago 80 percent of the
Nigerian national budget came from oil revenues. So the country
suffered great difficulties when oil prices slumped.

3 | The high growth rates of certain emerging nations are some-
times seen as a challenge. However, we should not allow our-
selves to be misled by this, as foreign trade and globalisation
only contribute to increased prosperity for all if there are no
permanent imbalances (= ). Emerging nations still have a
great deal of catching up to do in this respect. And pronounced
differences in growth rates mean no fast equalisation of per-
capita incomes. If the initial situation of the countries is very
different it may even lead to an even greater spread.

4 | The author believes that the Easterlin Paradox is a hollow
theory. Every society experiences a certain degree of dissatis-
faction because — regardless of absolute income levels — there
are always economic agents who earn less than the average
income. They do not compare their situation with the much
more spartan lives of their parents or grandparents but with the
incomes of those who are above them.

5 | The 2011 ranking also shows some interesting results:
Greece takes position 29, just one place behind the UK. In 7t
place, Ireland is ranked ahead of Germany (9*"), and at 88, Iran
is ahead of the candidates for EU entry, Turkey (92).
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THE SOCIAL MARKET ECONOMY STANDS FOR ...

FAIR DISTRIBUTION OF INCOME,

because a distribution of income that is generally
considered to be »fair« is one of the key elements of the
general social value of justice and because the material
foundation is a prerequisite for exercising the value of
freedom. The »fair« distribution of income contributes
to individual security and prosperity. It reduces social
tensions and contributes to fundamental acceptance of
the market economy.
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The concepts of income and
wealth distribution

Income distribution relates to the share of households in
the annual national income. It is perceived as »fair« if it
allows appropriate »prosperity for all«, to quote Ludwig
Erhard. The second part of Erhard’s formula,»property
for all«, relates to having a share in the economic cap-
ital stock, i.e. wealth distribution. Income may either
flow from active participation in the annual production
process, be based on ownership of capital stock such
as share ownership, or may be legitimate transfer in-
come such as unemployment benefits, housing benefits
or grants.

The yardsticks of fairness:
absolute and relative fairness

The sociopolitical value of fairness always includes com-
parisons in which something has to be »equal« in order
for it to be considered »fair«. First we need to examine
the terms »absolute« and »relative« equality.

1. Absolute equality means that everyone is equal in
the eyes of the law.

2. Relative equality wants to treat »equal things
equally « and »unequal things unequally depending
on the particular circumstances«, or »appro-
priately«. The question arises of what should be
considered as equal, what is unequal and to what
extent differentiated treatment is allowed based on
inequalities.!

If we relate this concept to equal opportunities, it seems
simple and plausible that they should be viewed in terms
of absolute equality. So, for example, in Germany there
are no restrictions on who may enrol in schools or uni-
versities. However, the arguments about the »right«
kind of schools have still not run their course because
there are a wide range of different ideas about how
equal opportunities should be interpreted. A purely
formal interpretation is insufficient because domestic
circumstances often lead to children having different
social skills when they start school at the age of six, and
this can have an impact on their future success. This can
be countered with the argument that gifted children or
children who are early developers suffer if they are not
given more challenging tasks at the right time.?
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Benchmarks for remuneration

With regard to remuneration, the following benchmarks
are important:

= Fairness linked to performance and
= Fairness linked to need.

Fairness linked to performance is based on the principle
that everyone should be paid in accordance with their
performance. But the question is — who or what mea-
sures this performance? In a market economy, the prin-
ciple means that everyone receives their share based on
the market’s supply and demand.

With a slight alteration, we can also deduce that remu-
neration depends on market outcomes.® These market
outcomes may of course be distorted by unequal
power structures. For the sake of greater precision, it is
necessary to add that it should be a rules-based market
economy in which competition prevents the emergence
of harmful influences that dominate the market (= H ).
In contrast to this, the concept of fairness linked to
need postulates that everyone should be remunerated in
accordance with their need.

Clearly - if they are implemented in an unadulterated
fashion — the basic principles of fairness linked to per-
formance and fairness linked to need do not correspond
with the basic principles of the Social Market Economy.
This is the result we take a closer and more critical look
at the ideas of fairness linked to performance and fair-
ness linked to need.

Fairness linked to performance: can performance really
be assessed only in accordance with market criteria?
How do we include public provisions that are not sub-
ject to market assessments when calculating perfor-
mance-related income? Is it necessary and justifiable
to reduce performance-related income if the state has
intervened in the market’s structure? How do we deal
with weaker performers in this system?

Fairness linked to need: who determines need and
what are the criteria? According to Marxist precepts,
everyone generally has the same needs. If we transpose
this to a monetised economy with the division of labour,
then everyone should receive the same income, irre-
spective of whether or not they are employed and their
type of employment. What repercussions can we expect
absolute equal income distribution to have on social
and economic systems? Is there any point in striving for
private ownership of the means of production and for
assuming responsibility?



Would private companies pay their married employees
significantly more than their single or childless col-
leagues, in line with their needs?

This catalogue of questions shows that both unbridled
distribution of income in accordance with market cri-
teria alone and absolute equal income distribution are
not realistic options. The first could lead to extreme in-
come inequality and the fragmentation of society with
lasting consequences for internal security. The second
option would result in a lack of motivation to perform,
the flight of capital, a brain-drain, an increase in moon-
lighting and a reduction in the national income that
is available for distribution. It is also not »fair«, and
prosperity as the basis of the country’s well-being would
crumble. Finally, it should be noted that the fair partici-
pation of retirees in growing prosperity also results from
a combination of fairness linked to income and fairness
linked to need.

Income distribution policy in the
Social Market Economy

Therefore there is a clear need to find a compromise
between fairness based on performance and fair-
ness based on need that is appropriate for all. This is
the focus of income distribution policy in the Social
Market Economy, and its main characteristics are out-
lined below. Firstly, income distribution should be tied
to market outcomes in accordance with fairness linked
to performance (known as primary distribution). With
the aid of a sophisticated taxation and transfer system,
fairness linked to need is then taken into account and
primary distribution is adjusted accordingly (known as
secondary distribution). This is illustrated by the simpli-
fied formula:

Gross income (according to targeted income on
the market; fairness linked to performance) =
primary distribution

° Income/income tax — horizontal fairness:
takes into account family situation, number of
children, exceptional burdens, etc.; then pro-
gressive introduction of vertical fairness, which
is meant to over-proportionately burden the in-
crease in taxable income up to a top tax rate.

@ Transfers - child benefit, grants, housing
benefit, additional job centre services, unem-
ployment benefit, welfare payments.
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(-] Employer social security contributions — in line
with the solidarity principle: same percentage of
wages (up to a maximum)

e Net income or disposable income
e Secondary distribution

Alongside other aspects (e.g. the promotion of
culture), the principle of fairness linked to need
justifies certain preferential treatment, such as
reduced entry to public parks, theatres, mu-
seums, swimming pools etc. for senior citizens
and students.

Because society and the economy are in a constant state
of flux, the political lines of compromise have to be con-
stantly shifted and politically fought over. This must not
result in people feeling they are being forced to »cough up«
or that there is no point having a regular job because they
can live on benefits.

Indicators of success: functional
and personal income distribution,
wage and profit shares, Gini
coefficients

First of all, we need to look at the distribution of annual
value added among production factors (labour, land,
capital and dispositive factor). If we take the total of
wages and salaries (w) and set it against national income
(Y), then after multiplying by 100 we are left with the
wage share in percent [w/Y]100]. Normally the income
from all other factors (G for the dispositive factor = cor-
porate profits; r for land = debt securities, leases; i for
capital = interest, dividends) is added together, divided
by Y and multiplied by 100: {[(G+r+i)/Y]100}. Although
this includes several factors, the result is shown as profit
share. Obviously Y is the sum of all value added, so that
the result is always: wage share plus profit share = 100
percent.

In a comparison over the 20 years from 1991 to 2011,*
the ratio of wage share to profit share ranged between
71 to 29 and 65 to 35. However, the fact that wage
share has fallen does not mean that employees are at a
disadvantage compared to companies. Firstly, it should
be noted that the profit share includes small businesses
with small profits that are less than the incomes of



some employees. Secondly, it should be applied to total
household income, as an employee may hold shares
and property (possibly inherited) and have a variety of
sources of income. In this case, part of the employee’s
income is included in the wage share and part in the
profit share.

The Gini coefficient can be used to express the results
of the above-mentioned compromise between fairness
linked to performance and fairness linked to need. It
measures the relative inequality between absolute equal
distribution and absolute unequal distribution. The
Gini coefficient always lies between zero and one. The
smaller it is, the more equal the distribution; the closer
it gets to the figure one, the more unequal the distribu-
tion.’

In its 2009/2010 annual report, the German Council of
Economic Experts stated: »In Germany, the Gini coef-
ficient of income before tax and transfers is 0.51, higher
than the average of all OECD countries. This would sug-
gest an unequal distribution of income. However, it is
clear that income inequality in Germany is unremarkable
after the redistributive effects of the tax and transfer
system are taken into account. Then the Gini coefficient
corresponds to the OECD average of 0.31«

The Gini coefficient for income after tax and transfers is
lower in countries such as Denmark and Sweden, while
it is higher in Portugal and the USA (see diagram).

When compared to the situation in the mid-1980s, there
has been an increase in inequality in Germany and many
other OECD countries. This increase applies to incomes,
tax and transfers.®

Reasons for the increase in income inequality in
OECD countries (cf. OECD, 2011; Arndt, 2012).

= The integration of the goods and financial markets
has not had any proven effect on inequality.

= In contrast, capital flows and technological
advances have increased inequality. Outflowing
investment capital has only heightened dispari-
ties within higher incomes, whereas technological
advances have had an effect on income distribution
as a whole.

= The expansion of education has countered this
development.

GINI COEFFICIENTS OF INCOME DISTRIBUTION FOR SELECTED OECD COUNTRIES
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Source: German Council of Economic Experts, Annual Report 2009/10, p. 320

The diagram shows the Gini coefficients of income distribution for selected countries. In Germany, the Gini coefficient of income before tax and
transfers is 0.51, higher than the average of all OECD countries (left). However, it is clear that income inequality in Germany is unremarkable
after the redistributive effects of the tax and transfer system are taken into account (right).
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= Increased labour market flexibility in the OECD
has led to higher employment, but also to the po-
larisation of wages. The inequality-reducing and
inequality-increasing effects of these two processes
cancel each other out.

= The number of hours worked has generally in-
creased in the higher wage groups and reduced in
the lower wage groups.

= The trend towards smaller households and the
increase in men’s market income have slightly in-
creased inequality. However, the increased partici-
pation of women in the workforce has mitigated this
inequality.

In all the above data, individual households are falling
back to the average. At the same time, it should be
conceded that the tangled mass of millions of indi-
vidual pieces of data is not particularly informative.
More useful conclusions can be drawn from looking at
households grouped according to specific sociological,
regional and economic criteria. Such categories are
normally based on type and level of education (aca-
demic studies, vocational qualifications), age (work-
force entrants, middle-aged people, retirees), region
(city, rural areas) and sector (financial, industrial,
commercial, etc.). The results of these studies provide
us with probability statements.

It is a case of finding a compromise
between fairness linked to performance
and fairness linked to need.

It is no surprise that graduate employees are at less risk
of unemployment than non-graduates or those who
have no qualifications of any kind. Retiree households
generally have less income than working households.
Students and the unemployed have low incomes.
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The insights gained from these statistics are not evidence
of a growing income gap, but may provide a signal to
individuals that will motivate them to improve their
skills, change their profession or job or even move to
another area. But above all, this data is important for
the creation of sophisticated economic, social and edu-
cation policies because it shows where action needs to
be taken.

The influence of taxation

INCOME TAX

As previously mentioned, income tax plays a critical
role in the transition from primary distribution to
secondary distribution. Income tax is a direct form of
taxation. It is applied when the income is generated
and cannot be passed on. In Germany, in simple terms
it is collected in three ways: as income tax, as a tax on
wages in the narrower sense, and finally as a flat rate
tax (on income from investments). The first two are
generally applied progressively, so once the minimum
living wage is exceeded, a disproportionate tax contri-
bution is demanded until the top rate of tax is reached
for the income gain.”

At first glance, the progression in income tax contributes
to narrowing the gap between different levels of primary
income. But this only applies to a limited extent, because
the tax rate is relatively quickly adjusted to income gains
and to the inflation rate. However, for fiscal reasons, the
adjustment generally requires some time, resulting in
»bracket creep« and »cold progression«. » Bracket creep«
refers to a reduction in net income in relation to tax in
the lower and middle tax brackets when in real terms all
income levels increase at the same rate. The lower and
middle income groups have to pay a disproportionate
amount of this increased income in tax, whereas people
in the higher tax bracket are spared additional payments.
This becomes even more annoying when »cold progres-
sion« kicks in. This is where taxpayers are shifted into
higher tax brackets because of inflation rather than be-
cause their real incomes have grown.



For fiscal reasons, there is unlikely to be any quick fix in
»normal times«. For governments, relatively high levels
of sovereign debt result in the pleasant side-effect that
its liabilities become gradually devalued due to fixed tax
scales and inflation.

The oft-heard and oft-implemented suggestion that the
top rate of tax should be increased to a greater or lesser
extent is problematic for many reasons. Admittedly, there
is no economically justifiable fixed limit for the top rate
of tax. However, a rate of 50 percent seems to constitute
a psychological barrier for the acceptance of taxation. If
this is exceeded, it results in reactions such as legal tax
avoidance, tax evasion and moonlighting. It also leads to
offshoring and a reduced willingness to invest. A reduc-
tion in GDP then also affects the lower and middle income
brackets.

In addition, increasing the top rate of tax can also have
a detrimental effect on the lower and middle income
brackets. A simple example of this is if the top rate of
tax is increased but the level of taxable income that at-
tracts the basic rate and the top rate of tax remains the
same. This necessarily results in a steeper progression.
It is unlikely that the basic rate of tax and taxable in-
come within this bracket will remain the same while the
top rate of tax is increased along with the taxable in-
come at which this rate takes effect, because the amount
the treasury would lose from the majority of taxpayers
who are in the lower and middle brackets would not
compensate for the relatively small numbers of top-rate
taxpayers.

In general terms, the correlation outlined above can
be described as follows. Depending on whether and to
what extent changes are made to the top rate of tax and
the taxable income that falls within this bracket, and on
whether the basic tax rate and the tax-free allowance re-
main at the same level or are changed, then the progres-
sion may include a large proportion of the lower and
middle income brackets. This produces the oft-quoted
»middle bracket bulge« effect [German: Mittelstands-
bauch]. The »top earners« and »millionaires« are used
as an excuse, and billions of euros flow into the state
coffers from the middle income bracket.

In simple terms, high and top incomes are created either
by outstanding marketable ideas or by cartel-like insu-
lation. Patent law, effective competition and education
policies that provide opportunities for advancement are
all more liable to influence the distribution of income
than debates fuelled by envy, increases to the top rates
of tax or discussions about inheritance tax.

64

INDIRECT TAXATION

Income tax in the broadest sense is not the only way the
state gains access to the income of its citizens. As previ-
ously mentioned, it is applied when income is generated,
so it is called a direct tax. According to the terminology
of Gunter Schmélders and Karl-Heinrich Hansmeyer, it
is also an »observable tax«, meaning that the amount is
immediately obvious when people look at their monthly
pay slips or income tax prepayment statements. How-
ever, the high levels of government expenditure in a

However, at 0.31 in the OECD
comparison, it is clear that income
inequality in Germany is unremarkable
after the redistributive effects of the
tax and transfer system are taken into
account.

modern, largely anonymous industrial society based on
the division of labour requires a level of income that
cannot be met by income tax alone, even when public
works and public spending are carefully planned. The
progression has to take on a scale that would not be
immediately obvious to the wider public. This is why
almost all tax systems include a combination of direct
and indirect taxation. Irrespective of the reasons behind
different legal categorisations, indirect taxes are only
applied when income is actually used, i.e. spent. It is
not possible to collect indirect taxes from consumers,
so they are imposed on companies which then know-
ingly pass them on to consumers through increased
prices. For reasons of practicality, these taxes also have
unchanging proportional tax rates.

General value added tax is the most well known of these
indirect taxes. There is also a whole series of other indi-
rect taxes that apply to purchases of particular products
(petrol, coffee, tea, alcohol, cigarettes, etc.) and that are
levied on certain services (building extensions, conver-
sions and repairs) and on insurance premiums. People
are seldom aware of the real level of the associated tax
burden because it is included in prices.



This is why Schmolders/Hansmeyer referred to them as
»unobservable taxes«. But caution is advised: indirect
taxes soon become »observable« if changes to tax rates
are made too abruptly or if they are clearly shown on
bills, as is usual among tradespeople. Tax rates that are
too high tempt people to commit tax avoidance (by post-
poning or neglecting repairs) or even tax evasion (per-
haps through unbilled work).

For empirical and methodological reasons it is difficult
to fully understand the effects of indirect taxes. In addi-
tion, the extent and type of spending habits have to be
known and categorised in terms of income level and so-
ciological group. But it seems likely that indirect taxes
have a tendency to be regressive, so the burden becomes
less in percentage terms as incomes rise. The reason is
clear: lower income levels (such as students, basic ben-
efits claimants and low earners) are forced to spend a
higher percentage of their income on basic necessities
than people in the middle and upper income brackets.
In economic terms, they have a high marginal propen-
sity to consume and a low marginal propensity to save.
Therefore they are also proportionately more affected
by indirect taxes.

The EU has set out minimum and maximum tax rates
for a limited number of luxury goods (alcohol and to-
bacco), petrol and general VAT. This was with a view
to achieving greater harmonisation but also take into
account the different systems that have grown up over
the years. However, it is noticeable that countries such
as Germany that have traditionally imposed lower
levels of VAT are now justifying increases in the rate by
saying that it is still below the maximum of 25 percent.
But there is no mention of the fact that social security
contributions are almost unheard of in countries such
as Denmark, where almost the whole social security
system is funded through general taxation.

Relatively high levels of indirect taxation, particularly
VAT, bring with them other disadvantages in addition
to the tax avoidance and tax evasion that were men-
tioned earlier. If taxes are not passed on for reasons
of competitiveness, this results in lower profits and
reduced potential for investment. And price increases
caused by high indirect taxation lead to real consump-
tion being pared down, particularly in the lower income
brackets, with the resultant risk of poverty.
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The problem of measuring and reporting
on poverty

The aim of distribution policy within the Social Market
Economy is to allow everyone to share in society’s in-
creased prosperity and thus achieve the targets it has set
itself. As we have repeatedly stressed, it is not just about
»prosperity« but about the contribution that it makes
towards higher social and sociopolitical goals. And of
course these include preventing poverty in society as far
as possible.

But first we need to define the meaning of poverty.
In absolute terms, it refers to a level of income that
still guarantees survival. In 1990 the World Bank
stated that the poverty line stood at around 400 US
dollars, or just over one dollar a day. This is still the
case for some of the poorest emerging nations, for ex-
ample large swathes of the Indian population live on
around 1.25 US dollars a day. This problem will not
be resolved through monetary action alone. Develop-
ment aid programmes have to be set up with a view to
the long term and tackle a wide range of problems in
parallel. Along with concrete economic aid, these in-
clude improving the education and healthcare systems,
fighting corruption, containing tribal feuds and stem-
ming population growth.

Simple survival is not the only aspect of poverty.
People are considered to be poor if, due to lack of in-
come, they have a short life expectancy, are unable to
afford health care, are illiterate, have very few mate-
rial possessions and as a result of all this are generally
excluded from society.

Absolute poverty either does not exist or is rapidly van-
ishing in advanced welfare states. So in these countries we
need to consider how to measure relative poverty. This
is normally linked to the gap between people’s income
and the average income. This is based on a household’s
relative income. If several people live in a household, it
is assumed that their needs are less than people who live
alone and have to provide for themselves. Age and the
employment situation are also taken into account. In the
EU and Germany, a household is considered to be poor
if it earns less than 50 percent, or sometimes 60 percent,
of the average income. The problem with this is that even
high rates of growth that benefit all households equally
are not able to wipe out poverty all over the world. Along
with issues of data privacy and methodology, there is also
a certain limitation on the poverty reports published at
intervals by the EU and the German government.



But this is not to dispute the fact that the danger of relative
poverty exists. One of its causes is »structural unemploy-
ment« which can arise when governments, management
and unions do not react adequately to the pressures of
globalisation (= H). This is just one more proof that —
as Walter Eucken said — the individual principles are all
tightly bound together. One of the principles of distribu-
tion policy in a Social Market Economy should be under-
stood as a combination of education, social and economic
policy.

NOTES

1 | Differentiation refers to situations where there are objective
reasons for meting out different treatment. Privileges or discri-
mination refer to situations where advantages are given without
any objective reason or where disadvantages have to be tole-
rated without any objective reason.

2 | The problem could be resolved — without ideology and accu-
sations — if more attention were paid to expanding second-
chance learning.

3 | As there is generally no market for public services, it is dif-
ficult to determine costs, prices and profits. For example, anyone
who has studied law and gone on to work in the tax office rather
than the private sector will have some idea of what they could
earn in private practice. However, some of the difference is
balanced about by the benefit of job security.

4 | Cf. data from the Deutsche Bundesbank, seasonally adjusted
economic figures.

5 | The Gini coefficient is named after Italian statistician Corrado
Gini (1884-1965). This coefficient is derived from the Lorenz
curve (named after the American mathematician Max Otto
Lorenz (1876—1959). If the cumulative number of households
in a country (from O to 100 percent) is plotted on the abscissa of
a coordinate system and the ordinate shows cumulative income
(from O to 100 percent) the result is a straight line with a posi-
tive ascent of 45 degrees, because the dimension is the same in
both cases. This straight line, or in mathematical terms, curve
shows the notional situation of absolute equal distribution within
a society. If we now use the data to calculate the actual distribu-
tion within a society we will see that the lowest 10 or 20 percent
of households receive significantly less income than their mag-
nitude in terms of percentage, while the top 10 percent receive
significantly more. When this is plotted in the coordinate system
with absolute equal distribution as the yardstick, the result is a
curve of actual income distribution that deviates more or less
significantly from the absolute equal distribution. Generally
speaking, we can tell from the size of the »bulge« in the curve,
i.e. from the maximum deviation of actual income distribution
from absolute equal distribution, how equal or unequal is the
income situation in society.

The rough estimate is expressed more precisely by means of
the Gini coefficient. It constitutes the integral between the curve
of absolute equal distribution and actual distribution and sets
it against the total integral below the equal distribution curve.
As previously mentioned, the smaller the value, the more equal
is the actual income situation in a country, and vice-versa: the
larger the value, the larger the income discrepancies.

6 | German Council of Economic Experts, Annual Report 2009/
10, p. 320
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7 | For 2011 and 2012 the following rate applied pursuant to §
32 a of the German Income Tax Act EStG): Tax-free allowance
(minimum living wage):8,004 euros; basic rate of tax: 14 per-
cent; end of the progression zone: 52,882 euros; top rate of tax
from 52,883 euros: 42 percent; additional 3 percent above a
taxable income of 250,737 (thus making the top rate of tax 45
percent). The above-mentioned incomes always relate to taxable
incomes (taking into account allowances for children, extraordi-
nary costs, etc.) and for the basic allowance. The married couples
allowance applies to the joint assessment of tax. In this case,
contributions are doubled. Taxes may be increased in accordance
with article 106, paragraph 1 no. 6 GG by an additional income
tax payment. This is currently the »solidarity tax«, whose reve-
nues belong solely to the German federal government, whereas
revenues from income tax flow to both the federal government
and the regional governments.
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THE SOCIAL MARKET ECONOMY STANDS FOR ...

FAIR DISTRIBUTION OF WEALTH,

because a share in the economy’s capital stock raises
awareness of economic correlations, heightens the sense
of responsibility and because it is a matter of human
dignity for people not to have to be solely dependent
on aid from society or the state if they find themselves
unable to work. Assets include a share in the economy’s
productive assets, along with property for own use, the
purchase of national debt instruments or shares and
legally guaranteed later payments (such as pensions).
These kinds of assets all form part of security for
people’s old age.
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Meaning of the term

The goal of fair distribution of wealth relates to the sec-
ond part of Ludwig Erhard’s formula, »property for
all«. First of all, as mentioned in the chapter heading, it
is a matter of giving households that do not own busi-
nesses the opportunity to have a share in the economy’s
capital stock. In addition, the purchase of private homes
for own use should be encouraged for reasons of social
security. It is also beneficial if people are encouraged to
make provision for their retirement. When this is done
by purchasing shares or other company holdings, this
corresponds to a share in productive capital. However,
people often take out life insurance policies, buy fixed-
interest securities or acquire safe government bonds.
They also have savings accounts or simply hold cash.!

Who does the economic capital
stock really belong to in a market
economy?

Firstly, economic capital stock can be broken down into
private and public capital stock. The private part con-
sists of factory sites, factory buildings, machinery and
all other durable means of production that are in private
hands. The public part constitutes the public infrastruc-
ture in the broadest sense. This includes the road, rail
and canal network, airports, local public transport, but
also the railway operator and much more.?

Against this backdrop, it is easy to answer the question
about ownership of economic capital stock. It can be
split into three rough sections: Capital stock belongs to:

1. Private business owners
2. Private shareholders or partners
3. All citizens.

1 and 2 obviously relate to the private portion of capital
stock, while 3 refers to the public portion.

68

Problems that arise when broad
sections of the population have a
share in capital stock

Clearly the majority of the population cannot be self-
employed, so increased participation in the economic
capital stock is only achievable by encouraging people
to buy shares or other holdings in private companies.
This is easier said than done, as acquiring sharehold-
ings always involves a certain degree of risk. If the
company involved makes losses or even goes bankrupt,
then shareholders generally lose most of their invest-
ment. Even when seemingly safe public companies
enter the stock market, nothing is guaranteed, as was
shown by the VW low-priced share offer in 1961 and
the Telekom share offer in 1996. Many people lost sig-
nificant amounts of money, including a large number of
employees who were hoping to secure their retirements.

Therefore private participation in the capital stock by
the general public at moderate levels of risk is something
that requires careful consideration. Without going into
more detail, the solution can only be in creating funds
with portfolios consisting of shares in carefully selected
companies. The general public can then invest in these
funds and the risk is significantly mitigated.

Of course the state would still have a duty to supervise
the stock exchange in this case to prevent insider trading
that would be detrimental to shareholders, but for rea-
sons of competition it would not be allowed to give any
advice on buying and selling (= H). So it would be left
to individual investors to decide whether and how much
they wanted to invest in the fund. This requires a basic
amount of economic knowledge. Schools, the chambers
of commerce and industry, independent advisors, foun-
dations and unions should all be in a position to provide
training in this area, perhaps with state subsidies. And
finally it should be noted that the mentality of the ma-
jority of the German population is (still) not open to
holding shares over a longer period and then benefiting
from them later in life.> There is still some work to be
done to convince them in this respect.

We can muse over why it has not been possible to
change these attitudes over the last forty or fifty years.
Clearly the desire for yearly income gains (and income
distribution) — which is also encouraged by the unions —
is more pronounced than the desire to have a long-term
share in capital stock.



The Gini coefficient of wealth
distribution — a sign of general
inequality?

Against this background it is hardly surprising that the
Lorenz curve of wealth distribution shows pronounced
inequality and is much larger than the distribution
statistics for income (= H). According to the German
Institute for Economic Research (DIW)*, the total
gross assets of private households in Germany in 2007
amounted to 8 billion euros. Of this, land and property
ownership made up the lion’s share, at 5.3 billion euros.
This figure grew by over 1.1 billion euros compared to
2002. The liabilities of private households — mainly con-
sumer credits and mortgages — amounted to 1.4 billion
euros in 2007.

After deducting these liabilities, the net assets of private
households amount to 6.6 billion euros. These net assets
are unequally distributed: if people are categorised into
ten equal-sized groups (deciles) according to their net as-
sets, in 2007 the richest tenth owned over 61.1 percent
of total assets. The top 5 percent owned 46 percent and
the top 1 percent owned 23 percent of total wealth (see
diagram).

DISTRIBUTION OF TOTAL NET ASSETS OF PRIVATE HOUSEHOLDS IN GERMANY, 2002 AND 2007
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The diagram shows the concentration of total net assets in the amount of 6.6 billion euros in the respective deciles. In 2007 the richest tenth of
society owned 61 percent of total net worth (right bar). This concentration had increased since 2002 (left bar). It is clear that there is a pronounced
inequality in wealth distribution, which is more significant than the inequality in income distribution.
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On the other hand, 27.0 percent of the adult population
own no assets or are in debt. Compared to 2002, the
concentration of net worth in the upper decile increased
in 2007, while it dropped in every other decile. In 2007
the average net worth of every person over 17 years of
age was 88,000 euros.

However, the wealth distribution median, so the figure
that separates the richer half from the poorer half, stood
at just 15,300 euros. In other words, half of all adults
had assets of less than 15,300 euros and the other half
had assets of more than 15,300 euros. This unequal dis-
tribution of wealth is also demonstrated by a relatively
high Gini coefficient. For 2007 this stood at 0.799,
making it closer to the maximum value of 1 than the
figure for 2002 (0.777).

Germany does not come out too badly in comparison
with other countries, occupying a middle position in the
wealth inequality rankings. Very few countries have a
Gini coefficient for wealth distribution of less than 0.5.
The main asset that forms part of total net worth in
Germany is owner-occupied property. In 2007 it made
up 59.3 percent of total net worth, followed by other
property holdings with a share of 22.1 percent. Mon-
etary assets made up 13.8 percent of the total net worth
figure for 2007, and private insurance policies made up
13 percent.’

Wealth tax as an effective tool of
wealth distribution policy?

Finally, we will examine the repeated demands wealth
taxes of varying robustness. A few remarks:

= Firstly, it is useful to consider what is meant by
wealth tax in different countries. In Anglo-Saxon
countries, the »property tax« tends to refer to taxes
on land and property and often even includes waste
disposal. So in Germany a property tax exists in
terms of land tax, waste disposal fees and water
charges.
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= It is necessary to examine whether and to what

extent there is a relationship between income tax
and wealth tax. At the end of the day, all taxes are
paid on current income or assets. For its part, the
German Federal Constitutional Court and its fa-
mous »part division clause« [Halbteilungssatz] did
not entirely rule out wealth tax (as a category it
is still contained in article 106, paragraph 2 GG),
but it simply indicated that the total burden of in-
come tax and wealth tax should not be allowed to
significantly exceed the 50 percent figure.® The fact
that wealth tax has to be levied on current income,
if there is not to be a diminution of capital, has
at times been accounted for in a limited way by
linking wealth tax to the basic principles of income
tax assessment.

If wealth tax is also levied on business assets, this
leads to further problems. In so far as this burden
cannot be passed on in prices because of the pres-
sures of global competition, it reduces profits
and hence investment capacity. If they are indeed
passed on, this affects customers who are largely
in the low to middle income brackets and who
generally also have little in the way of assets.

The wide range of what can be classified as assets
also leads to difficulties in terms of definition and
assessment. Book values and realisable values ra-
rely tally, and the value is only realised when they
are actually sold. The value that is then realised
depends on supply and demand at that particular
time.

The wealth tax or »millionaire’s tax«” that is de-
manded for reasons of »social justice« generally
does not increase the share of capital stock held
by »non-owners«. It simply increases tax revenue,
but this cannot be earmarked for specific purposes
because of the principle of general budget appro-
priation. The parliaments are free to decide how it
should be used (in the case of wealth tax these are
the respective state parliaments, pursuant to article
106, paragraph 2 no. 1 GG). Generally it is used for
consumption, and at best it is used to fund part of
the public infrastructure. The same is true of reve-
nues from wealth taxes. According to reports, the
revenues should be used for »environmental pro-
jects« and educational undertakings (praiseworthy
in itself), and many other projects. However, there
is no talk of changes to wealth distribution, and it
is also not well known that wealth distribution in
Germany was much more equal when wealth taxes
were levied.



» Recently there has been talk of interest-bearing
compulsory loans or even compulsory levies on
high levels of wealth. The idea is that people in the
top bracket should contribute in this way to resol-
ving the national debt problem. Without going into
the legal ramifications and economic difficulties as
mentioned above, it is unclear how the national
debt is to be reduced by piling on yet more debt
through these interest-bearing compulsory loans.

In constitutional terms, another highly questionable
idea is the suggestion (that may be discussed later) that
the compulsory loan or a part thereof could be con-
verted into a permanent charge or set against a future
wealth tax.

In comparison with other countries,
Germany occupies a middle position in
the wealth inequality rankings.

For compulsory levies, it is necessary to define the per-
centage level of the one-off payment and the level of
wealth that will trigger this state intervention. If it is
set at a relatively low level — a sum of 250,000 euros
was discussed in summer 2012 — then it will affect large
swathes of the population who have saved for their re-
tirement and their children’s education. But if the level
is set high, this will have an above-average effect on
business assets. The result will be a negative effect on
investment capacity, competitiveness and the jobs that
go along with this.

NOTES

1 | For an up-to-date review see Der Spiegel, No. 23, 04 Jun
2012, pp.78-81 (Wohin mit all dem Geld?), particularly p.79
[based on data from the Deutsche Bundesbank].

2 | Some areas of the public infrastructure, such as Deutsche
Bahn AG, have since then been privatised. However, they should
here be allocated to the public sector because the state is still
often the majority or even sole owner of these companies.

3 | The source quoted in footnote 1 shows that private house-
holds have only invested 395 billion euros of its monetary assets
in investment certificates and 222 billion euros in shares, while
1,928 billion euros is kept in cash and 1,393 billion euros is kept
in deposits and insurance policies. The total volume of monetary
assets amounts to some 4,715 billion euros. In comparison, GDP
for 2012 was in the region of 2,570 euros. Cf. also »Geldvermo-
gensbildung und Finanzierung im Jahr 2011«. Sektorale Ergeb-
nisse der gesamtwirtschaftlichen Finanzierungsrechnung. Press
notice released by the Deutsche Bundesbank, Frankfurt am Main,
24 May 2012 (Deutsche Bundesbank, extracts from press articles
no. 23, 30 May 2012, p. 32).
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4 | Grabka, Markus (2009): Gestiegene Vermogensungleichheit
in Deutschland. Weekly report of the DIW Berlin, no.4/2009
www.diw.de/documents/publikationen/73/93785/09-4-1.pdf

5 | German Council of Economic Experts, Annual Report 2009/
2010, p. 322 et seq, www.sachverstaendigenratwirtschaft.de/
fileadmin/dateiablage/download/ziffer/z482_z522j09.pdf

6 | The verdict of the German Federal Constitutional Court
demonstrates the desperate search for a legal standard for the
psychological barrier of 50 percent that exists in taxation, and
particularly income tax, as mentioned in (- H). To quote from
article 14, paragraph 2 GG: »Property entails obligations. Its use
shall also serve the public good«. Here the word »also« does
not just mean a coincidence of actions and effects, but it limits
taxation to around 50 percent (in the sense of »in equal pro-
portions«) (German Federal Constitutional Law [Bundesverfas-
sungsgesetz, BVerfGE], 93, 121).

7 | See for example Hans-Christian Strobele: Millionérssteuer oder
WiedereinfuhrungderVemogensteuer, 7.Nov2003 (www.stroebele-
online.de/themen/debatte/21220, printed: 6 Jun 2012). This has
since been called for by the Left party, the Greens and a number
of citizens.
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THE SOCIAL MARKET ECONOMY STANDS FOR ...

CARING FOR THE ENVIRONMENT,

because, taken as a whole ecological and biological
system, the environment not only makes the lives of
today’s population more pleasant and healthy but because
it is important to keep it intact in order to pass it on to
future generations. It is a matter of human dignity that we
should handle our stewardship of the whole of creation in
a responsible way. Therefore the social market economy
recognises the national goal set out in article 20 a GG
that calls for the state to protect the natural foundations
of life and animals as part of its responsibility to future
generations.’
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Historical and liberal roots of

environmentalism

As mentioned in the introduction to the individual ar-
guments, protection of the environment — whether for
reasons of self-interest, respect for creation or a sense of
responsibility to our children and children’s children — is
an ongoing concern of the Social Market Economy and
it is an issue that has historical and liberal roots. Even
in ancient times, poisoning the well — the deliberate or
neglectful contamination of ground water and drinking
water — was a serious crime. Ancient burial rituals were
also based on the need to keep ground water and the
earth clean because of their importance to life. In the
Middle Ages, people were very aware of the importance
of trees for producing oxygen and providing fruits, so
damaging or felling trees without permission attracted
the severest penalties. Although the ordoliberals were
not familiar with the terms environment, environmental
protection and environmental policy, they were very
familiar with the issue, as is shown by their warnings
against the »ruthless exploitation of nature«. And
finally, the term »sustainability« [German: »nach-
haltiges Wirtschaften«] was first coined by the German
mine captain Carl von Carlowitz (1645-1714).

Environmental protection
within the concept of the Social
Market Economy

As mentioned in the introduction, environmentalism
has always been included in the concept of the Social
Market Economy. In brief, the term »social« includes
the elements of an intact environment in the broadest
sense. Regardless of this, Miiller-Armack (1969, 225)
went straight to the point when he said that many parts
of the public infrastructure, including the area of en-
vironmental protection, had not kept pace with the
overall growth of personal prosperity. It should also be
emphasised that even a century earlier — so before there
were any green parties or organisations — he highlighted
the need for clean air and water, regulated town and
country planning, pedestrian zones, traffic routes that
did not cut straight through urban districts and resi-
dential areas and the establishment of national parks
as being the central aims of the formed society (Miiller-
Armack, 1959, 128; 1960, 138 et seq, 145).2

It is clear that the Social Market Economy provides a
basis and also a direction for environmental policy. It
is not simply rushing to retrospectively graft ecological
issues onto its key principles.
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The main principles of environ-
mental policy: restorative and
preventive environmental policy

Severe environmental damage has clearly been inflicted
in the past, partly out of ignorance (for example the
use of chlorofluorocarbons [CFCs] as propellants in all
kinds of aerosols); partly as a result of overestimating
nature’s ability to regenerate; partly out of lack of re-
spect for nature and also out of the quest for short-term
profits.

Of course it is now necessary to as far as possible deal
with the damage than has been inflicted over time and —
because of the lasting effect of some pollutants — with
the damage that is still being inflicted. Steps include re-
forestation, restoration and soil decontamination. These
elements all form part of restorative environmental
policy.

This is of course a very important area, but even more
vital is the need to prevent new environmental damage
being inflicted. This is the domain of preventive envi-
ronmental policy, which is primarily based on the pre-
cautionary principle. A central concern of preventive
environmental policy is encouraging the development of
technologies that will prevent harmful substances being
produced during production processes. If existing con-
taminants are simply contained using better filter sys-
tems (known as »end of pipe« technology), we would
not be going any further than restorative environmental
policy, as the problem of how to dispose of the filters
filled with contaminants would still remain.

The precautionary principle, which lies at the heart of
preventive environmental policy, addresses one of the
key legal principles of environmental policy that will be
briefly outlined below.

Legal principles of environ-
mental policy and special rules of
sustainability

The key principles of German environmental policy in-
clude the polluter pays principle, the common burden
principle and, as mentioned above, the precautionary
principle.

The polluter pays principle is the main legal principle.
This is understandable, in that it is an important part of
environmental law. Anyone who uses the environment
to the extent permitted by law (air, water, earth, per-



haps as a means of disposal) or extracts its resources, is
expected to pay for this use. Any illegal use or damage
incurs a penalty (fines or imprisonment).

It is often difficult to ascertain who caused damage in
the past, or the culprit cannot be prosecuted because
such action was allowed at the time. In these cases, the
common burden principle applies. This involves the
costs of dealing with this damage being paid for from
the public purse, and — somewhat contentiously — from
general taxation.

The precautionary principle aims to prevent damage
in the future. Therefore any potentially harmful con-
sequences of new technologies have to be carefully as-
sessed. As a rule of thumb, even technologies with a low
risk of damage should be rejected or significant con-
straints should be imposed if potential damage would
be extraordinarily serious and affect large areas of the
country and its people. Examples of this are the MCA
for nuclear plants or mass epidemics that may be caused
by new drugs or feeding technologies. The problem is
that the precautionary principle is used as justification
for doing nothing and stonewalling, which allows Lud-
dism to thrive under the mantle of environmentalism.

Subsidiary principles include the user pays principle and
the cooperation principle. The user pays principle has to
be approached particularly cautiously because it actu-
ally turns the polluter pays principle on its head. In this
case, the polluter is not held liable, but the user pays
the polluter when they cease their damaging actions or
is required to share the costs of mitigating the damage
if the damage is unavoidable and it is not possible to
hold the polluter liable (e.g. noise insulation panels on
motorways).

The cooperation principle utilises the detailed knowledge
of those who are affected. In a highly complex world,
with all the will in world governments cannot have the
detailed knowledge that is the domain of experienced en-
gineers who have worked in their field for many years. In
addition, it is easier to gain the cooperation of industry
in implementing environmental measures if it has previ-
ously been consulted and is given a certain amount of say
when laws are being drafted. This is usually achieved by
involving the professional associations.

Environmental damage does not stop at national bor-
ders, so it makes sense for environmental policy to be
directed towards Europe as a whole. Of course the
above-mentioned key and subsidiary principles play an
important role at EU level, and we should also men-
tion an additional three specific European principles. In
accordance with the subsidiarity principle, the EU pro-
vides general guidelines on environmental policy, but
implementation is left to the individual Member States,
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with the EU only stepping in to assist when required.
This is linked to the origin principle that generally for-
bids shipping waste to other countries and strictly for-
bids shipping hazardous waste to developing nations.

The integration principle and the cross-cutting principle
mean that any planned laws in the area of economic
policy must be examined for their potential effect on the
environment.

Environmental policy that is aligned to the legal princi-
ples outlined above should increase sustainable devel-
opment. So we now need to look at the special rules on
sustainability that need to assume concrete legal form.

1. The substitution rule means that finite resources
must as far as possible be replaced by non-finite
resources (such as oil).

2. The extraction rule means that nature’s capacity to
regenerate must be respected when using renewable
resources (such as timber and fish).

3. The assimilation rule means that the nature’s ca-
pacity to absorb pollutants into the air, water or
earth must be respected (such as emission limits,
preliminary sewage treatment).

4. The preservation rule means that intangibles must
be preserved. These include biotopes, rare plants
and animals and even landscapes that may not
be spoilt by erecting constructions. This is a par-
ticularly tricky rule because it relies on politicians
making decisions about the value of these things.

Enforcing market mechanisms in
terms of the environment

Environmental policy is a key example of how market
mechanisms work within the framework of state regu-
lations that are made based on liberal and social prin-
ciples. There must of course be prohibitions that entail
penalties in the case of materials or technologies that are
detrimental to health. Limits have to be set and moni-
tored. However, even with environmental goals, market
mechanisms should be given priority over excessively
complex and strict regulations and prohibitions.?> These
include emissions certificates and green taxes, which will
be examined in the next section. Subsidies (particularly
stimulus subsidies) need to be used with great caution.
They can result in companies failing to seek out alterna-
tives, as is typical of a competitive system, because they
are focused solely on the solution that politicians believe
is worth subsidising. It is also necessary to warn against
the misuse of environmental protection as an argument
for protectionist policies (Rexrodt, 2000, 266).



A word on »green taxes«

Experts have long been discussing how to use taxes to
achieve environmental goals. These green taxes gained
greater attention when the SPD/Green coalition levied
them in certain areas. In principle, green taxes should
be welcomed, as their aim is to internalise damage to
the environment. This is achieved either by reducing
demand for certain primary or end products, by influ-
encing the use of a certain product or by targeting a
particular manufacturing process. They are accordingly
divided into product taxes, emission taxes and process
taxes. But these taxes also entail side-effects alongside
their intended main effect. For example, if taxes on
petrol have the effect of reducing demand for oil and
this non-renewable resource is conserved, at the same
time this has positive effects on air quality, because every
litre of petrol or heating oil that is not burned reduces
emissions. But on the other hand, it is doubtful whether
very high taxes on vehicles that do not comply with
the latest emission standards always have a positive ef-
fect. For example, if the vehicle ends up in a developing
country, then pollution is not reduced, particularly if it
is replaced with a new vehicle that used significant re-
sources in its production. The global environmental bal-
ance sheet then has to account for the harmful emissions
caused by the old vehicle, the resources used to produce
the new vehicle and the harmful emissions produced by
the new vehicle.

So in brief, it is clear that green taxes can be a useful
market-oriented tool of environmental policy. But they
have to be carefully tested for potential side-effects and
knock-on effects. If they are only used under the mantle
of environmental protection in order to produce income
that can be used to fund other systems (such as subsi-
dising pensions), then different allocation systems will
be mixed up and the credibility of environmental policy
will be undermined.
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Environmental policy in a
globalised world

It is a truism to say that environmental problems do not
stop at national borders. Such problems include species
extinction, climate change, marine pollution and associ-
ated issues of global distribution.

This is why the Social Market Economy is also committed
to global environmental policies. It is therefore necessary
to be both diplomatic and dogged when presenting envi-
ronmental policies at global environmental summits, and
it is important to accept responsibility. Consequently,
even back in the 1980s, the CDU/CSU-FDP ruling coa-
lition brought up the issue of environmental protection
at G 7 summits. And production of the aforementioned
harmful CFCs was halted in Germany in early 1994, and
German pressure resulted in the EU also banning their
production after 1995.#

Global environmental policy also means giving concrete
assistance to developing and emerging countries. Here
we should mention the use of »debt-for-nature-swaps«,’
and the fact that the International Tribunal for the Law
of the Sea is based in Hamburg.

Environmental policy in a globa-

lised world and the importance of
the green economy for the Social
Market Economy

The United Nations Conference on Environment and
Development (UNCED), held in Rio de Janeiro in 1992,
was a milestone in the fight against these environmental
problems.

In Germany, the results of this Rio summit were imple-
mented very conscientiously by drawing up strategies
for sustainability, setting challenging climate protection
targets and by passing a resolution to accelerate the shift
towards alternative energy (20 June 2011). At the same
time, Germany is one of the world’s leading industrial
nations. This convergence of seemingly divergent goals
can be particularly ascribed to the ordoliberal concept
of the Social Market Economy that has created an ap-
propriate framework in Germany with proven success.
From this, we can draw some important conclusions for
the debate on sustainable development and in particular
the current debate on the green economy.



Public awareness of the idea of sustainability was al-
ready growing by the time the Club of Rome published
its study entitled »Limits to Growth« in 1972. In the
same year, the United Nations came together for the first
time to discuss the environment and set up the United
Nations Environment Programme, based in Nairobi,
Kenya. The Brundtland Commission then drew up the
first detailed reports and concepts for sustainable de-
velopment. The political high point was the Rio Earth
Summit in 1992, where a global programme on sus-
tainable development was agreed that called for global
initiatives on issues such as the Framework Conven-
tion on Climate, and also local initiatives as set out in
Agenda 21.

Twenty years on, there are now a wide range of mul-
tilateral, governmental, non-governmental, civil society
and private sector institutions that are tackling the idea
of sustainability in a wide variety of different ways.
The positive side of this is that a wide range of opin-
ions are represented, but even today we can see that it
brings with it the danger of the concept becoming over-
inflated. The introduction of a new concept, the »green
economy«, with more specific features and therefore
less room for interpretation, is therefore a logical next
step. But at the same time it is a move away from the
abstract discussion of sustainability towards a practical
call for sustainability in the economy. However, a closer
look shows that public debate about the meaning of the
»green economy« is in full spate and the outcome is still
unknown.

The United Nations Environment Programme was
one of the first to try to define the meaning of the term
»green economy«. It defines it as an economy »that re-
sults in improved human well-being and social equity,
while significantly reducing environmental risks and
ecological scarcities. In its simplest expression, a green
economy can be thought of as one which is low carbon,
resource efficient and socially inclusive«.® As part of an
initial study, UNEP also proposed that changing to this
kind of economy should be achieved through an invest-
ment of two percent of global GDP in ten core sectors,
including agriculture and energy supply. In this, it sees
no contradiction between economic growth and sustain-
able environmental protection, so increased GDP can
go hand-in-hand with reduced consumption of natural
resources. UNEP sees the major prerequisites for imple-
mentation as being the recognition of the value of nat-
ural resources, the dismantling of subsidies, the replace-
ment of »brown economy« jobs with new approaches
to work, preferential treatment for public investment, a
mix of regulatory instruments and global environmental
governance.
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In the Social Market Economy, the principle of sustain-
ability is not explicitly mentioned, but it is one of its fun-
damental components based on some of the core princi-
ples that have their roots in its ordoliberal background
and values. The traditional heart of the Social Market
Economy lies in the ordoliberal principles of Walter
Euckens, the integration of social issues on the basis of
Christian values by Alfred Miiller-Armack and their po-
litical implementation by Ludwig Erhard. There were
also a series of international and domestic developments
that presented a constant challenge to the Social Market
Economy and finally led to its development. In view of
the roots of global sustainable development in terms of
environmental policy, the main point of contact seems to
the orientation set by Klaus Topfer in 1988 with his idea
of an »ecological and Social Market Economy«.

When studied even more closely, the precautionary prin-
ciple demonstrates the closest ties to sustainability. It ba-
sically involves the ideas of generational justice, which in
turn corresponds to sustainability. In the narrower con-
text of environmental policy, the polluter pays principle
(which Eucken termed the liability principle) is also very
important, because it allocates environmental damage
to the polluter and thus creates a voluntary incentive to
avoid such damage. In their subsidiary implementation,
both principles allow and guarantee scope for personal
responsibility and individual initiative, which in turn
forms the basis of sustainable development.

Another important component of the Social Market
Economy is the need for it to have an equalising effect
with regard to a range of social goals such as economic,
social and environmental goals. When the Social Market
Economy was developing, it was clear that the political
realisation of the market economy as a tool also had to
take into account social needs if it was to gain wide-
spread acceptance in society. The equalisation of dif-
ferent social goals within and with the aid of a regula-
tory framework is a fixed element of the Social Market
Economy.



This also applies to society’s ecological preferences,
which are becoming ever more important. Solidarity en-
sures that the market economy has to constantly legiti-
mise itself through its orientation towards the common
good. For a Social Market Economy, this means that the
principle of sustainability is there from the start and that
the economy provides a particularly suitable framework
for sustainable development.

From the viewpoint of the Social Market Economy, the
term »green economy« may firstly be seen as a tardy in-
sight into the fact that the market economy is an appro-
priate instrument for sustainable development. How-
ever, it remains doubtful whether, after many decades of
debate on sustainability, actual development in terms of
content is wanted or whether an attempt will simply be
made to gain appreciation in the media for the idea of
sustainability dressed up as the economy. It may also be
that by focusing on an economy that uses few resources,
broader social issues such as welfare benefits or jobs will
be afforded lower priority. If sustainable development
is to succeed, the focus should instead be on creating
a binding constitutional framework for ownership and
competition that in turn leads to a stable economic
system. The latter should then be measured on its long-
term results. In environmental, social and fiscal terms,
sustainability is one of the most important criteria for
success and an expression of generational justice. A legal
system that is based on responsibility and liability serves
to strengthen sustainability.

NOTES

1 | In this respect the CDU early on made a number of policy
statements pointing out that the »social« part of the market eco-
nomy also included major environmental components that had
to be developed. Cf. for example Chapter Ill in the CDU’s party
platform for Germany: »Freedom in Responsibility«, 5" party
conference, 21-23 Feb 1994, Hamburg, which expressly men-
tions the »ecological and Social Market Economy«. See also CDU
report 22/1995, »Our Responsibility to Creation« (as at: 10 Jul
1995) and Ost (2000), pp. 569, 76.

2 | Muller-Armack (1948, 110 et seq) showed an intense interest
in market/social-oriented building and land use planning, even
before the Federal Republic of Germany was established.

3 | See also German Environment Minister Peter Altmaier in an
interview with Der Spiegel (Der Spiegel, no.23, 04 Jun 2012,
p-38).

4 | Cf. chapter entitled »Sonne ohne Reue« in: CDU: Schépfung
bewahren (CDU-Bundesgeschéaftsstelle, HA Offentlichkeitsarbeit,
[ed.] 50/026 order no.2130, Bonn, no year.)

5 | »Debt-for-nature swaps« are agreements in which developing
countries are released from a portion of their debt if they stop
behaviour that damages the environment (e.g. cutting down the
rainforest).

6 | www.unep.org/greeneconomy/AboutGEI/WhatisGEl/tabid/
29784/Default.aspx
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THE SOCIAL MARKET ECONOMY STANDS FOR ...

EUROPEAN INTEGRATION
WITHIN A PEACEFUL WORLD
ORDER,

because international trade in goods and services

(= B ) increases the population’s prosperity in the
countries involved; because lifting trade barriers also
helps people to learn more about and respect the culture,
customs and mentality of other peoples; and because
this understanding of differences and commonalities can
lead to peaceful conflict resolution.
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The Council of Europe: at the
heart of new European ways of
thinking

When the Council of Europe came into force on 5 May
1949, this laid the groundwork for reflection about
common European values with a view to finally leaving
behind the conflicts that came to a terrible head during
the First and Second World Wars. In September 1929,
French Foreign Minister Aristide Briand made a speech
to the League of Nations in Geneva in which he sug-
gested a European union. By this he of course did not
mean a supranational entity like today’s EU, but rather
close cooperation between European countries within
the League of Nations. Unfortunately, after the assas-
sination of Germany’s Foreign Minister Gustav Stre-
semann in October 1929 and the death of Briand in
March 1932, this idea was allowed to drop.

European integration based on the
Treaty of Rome

The goal of European cooperation took on a concrete
form with the founding of the European Coal and Steel
Community, ECSC, in 1952" and the Treaty of Rome
on the creation of the EEC and the EAEC in 1958. As
agreed in the Treaty of Rome, the close economic ties
have gradually also created a basis for stronger political
ties. As we know, the EEC has since then become the EC
and finally the EU, in line with the desire for political
unity. The areas covered by the ECSC also passed to the
EU with the expiry of the treaty in July 2002.

The constitutional conditions for European cooperation
and the strong coalescence of European countries were
laid down by three politicians, who are often known as
the »European triumvirate«: Alcide De Gasperi (Italy),
Robert Schuman (France) and Konrad Adenauer (Ger-
many). From the original six countries (Italy, France,
Germany and the Benelux states), the community (EU)
has now grown to 27 Member States, a number that will
increase to 28 when Croatia joins in 2013. It fosters in-
ternational political and economic cooperation through
the European Neighbourhood Policy, the Union for the
Mediterranean, countless Association Agreements and —
along with the memberships of its individual states —
membership of international organisations such as the
World Trade Organisation (WTO).
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Also for Europe: private owner-
ship, competition, price stability,
open borders, personal responsi-
bility and welfare assistance

Of course a host of other committed Europeans were stan-
ding behind the three great European statesmen, De Gas-
peri, Schuman and Adenauer. In Germany, Ludwig Erhard
deserves special mention. From the start, his foreign trade
policies were consistently oriented towards European and
transatlantic cooperation. Very early on, he made a pas-
sionate plea for the necessary integration of Europe, but at
the same time he wanted to avert the danger that Europe
would become isolated and bureaucratically levelled out
because of protectionist measures.? Instead, he was inter-
ested in allowing competition into the integration process
in order to increase the prosperity of Europeans and at the
same time consolidate the core values of the Social Market
Economy.

Erbard made a passionate plea for the
necessary integration of Europe, but
at the same time he wanted to avert

the danger that Europe would become

isolated and bureaucratically levelled out
because of protectionist measures.

Article 5 of the Treaty establishing the European Coal
and Steel Community included the issue in accordance
with the subsidiarity principle, stating that there should
be no direct action relating to production unless abso-
lutely necessary. The principle is characteristic of fed-
erally structured states, but also of supranational com-
munities such as the EEC, EC and EU. Consequently,
the subsidiarity principle is explicitly mentioned in the
Single European Act in primary European law. How-
ever, it should be frankly admitted that some countries
are unenthusiastic about the subsidiarity principle for
historical reasons and because of their centralistic struc-
tures. The same is true of the EU Commission. Former
Commission President Jacque Delors is credited with
working very hard to promote the subsidiarity principle.
However, in terms of practical EU policies, things often
turn out the opposite of what is intended. Even the es-
teemed Jacques Delors jokingly asked whether there was
anyone who could actually tell him what the principle
meant and how it could be put into practice.



If we sift through the series of European treaties from
the Coal and Steel Community to the EEC to the EU
(Maastricht, Amsterdam and Nice), along with addi-
tional treaties such as the Stability and Growth Pact, it is
clear that a large proportion of Social Market Economy
principles have gradually been included and had an ef-
fect, but also that the European Union has gradually
changed from being a classic international organisa-
tion to being an »unfinished federal state«, (Bergmann,
2012, 619). However, it has scrupulously avoided the
German understanding of the Social Market Economy
as an »export item« that the European Union is obliged
to transpose on a one-to-one basis. It has been repeat-
edly stressed that the Social Market Economy represents
a dynamic model of an open society that has the scope
to mould itself to meet the specific circumstances, chal-
lenges, socio-cultural traditions and attitudes of the in-
dividual countries (Schlecht, 1994, 789).

The four central freedoms that were already contained
in the Treaty of Rome when the ECC was established
were the basic forerunners of this path. The key element
that is repeatedly highlighted in the treaties is an »area
without internal frontiers« with free competition (cf. for
example article 2, point 1 of the Treaty of Amsterdam).
The necessary regulation means that the internal market
is constantly under construction, even if the oft-cited
»Cassis de Dijon« verdict led the way to the free mo-
vement of goods on the internal market.> This is not
meant as a criticism! It would underestimate the inno-
vative capacity of a dynamic economy if new products,
production processes and distribution channels were not
constantly being opened up. This may - intentionally or
unintentionally — open new potential for discrimination,
something that the EU has to constantly guard against by
monitoring and adapting the regulations on an ongoing
basis.

In contrast, the free movement of services is lagging be-
hind somewhat, but clear progress has been made in the
telecommunications market, the electricity market and
to some extent in the financial services market (Franke,
2012, 84 et seq).

The Schengen area has expanded the free movement of
persons, which originally was primarily linked to the
free movement of workers and freedom of establish-
ment, to include almost every kind of movement of per-
sons, whatever the motivation (Franke, 2012, 85 et seq).
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Progress and dangers of the
Treaty of Lisbon

The principles and their underlying values based on the
Social Market Economy can be clearly seen in the Treaty
of Lisbon (including the Treaty on European Union in
the version of 17 December 2007 and the Treaty on the
Functioning of the European Union (TFEU) in the ver-
sion of 17 December 2007). First of all, it should be
noted that the European Union — and the EC/EEC be-
fore it — stands for the fundamental principles of human
dignity and a free democracy under the rule of law (ar-
ticle 2 of the Treaty on European Union). And article 6 of
the Treaty on European Union expressly recognises the
values set out in the European Convention on Human
Rights and refers to the EU Charter on Fundamental
Rights.* Along with intellectual property rights, it speci-
fically safeguards the right of ownership and the freedom
of economic activity that is inextricably tied in with free
but rules-based competition. This is concretised in Eu-
ropean Union competition law, which is primarily based
on Title VII of the TFEU and corresponds to a call for
a Social Market Economy with rules-based competition

(~8).

The explicit use of the term »Social Market Economy «
in the text of the Lisbon Treaty (2009, article 3, para-
graph 2) should, however, not lead us into euphoria.
The goal of competition is somewhat watered down.
The interdependency between a competition-oriented
economy and the positive consequences of price sta-
bility and high levels of employment and growth is no
longer clear. Instead, it says that the Union will work
for »the sustainable development of Europe based on
balanced economic growth« (article 3, paragraph 3,
line 2 of the Treaty on European Union). This wording
opens three gateways for interventionist activity.
Firstly, the verb »work for« may be interpreted to
mean the formulation and monitoring of regulations
aimed at competition, but also could be understood
as a call for decisionistic intervention. Secondly, the
word »sustainable« is open to many interpretations,
and thirdly the word »balanced« opens the door to dis-
cussions about the right tools to use.



The fact that government action not only involves set-
ting and monitoring legislation but also actually cre-
ating certain economic areas is set out in the Maas-
tricht Treaty on the establishment of the European
Union (now article 173 TFEU). With regard to the
aims of »industrial policies«, it refers to »consulting,
coordinating, taking initiatives, guidelines, indica-
tors, best practice« and »specific measures« (article
173, paragraphs 2 and 3 TFEU), that open up broad
potential for intervention that spans economic, social
and territorial issues, research and development, space
flight and tourism (see Titles XVIII to XXII TFEU).
However, here we seek in vain for the competitive func-
tions that form the basis of freedom and the control of
power as the foundation of European order (Lambert,
1997, 175). A current example is that of the crisis in
the French automotive industry, where these kinds of
policies have over the years had a significantly detri-
mental effect on competitiveness (Hawranek/Hilsen,
2012).

With reference to the Treaty of Maastricht, Clapham
(2004, 23) had already diagnosed a significant potential
for tension in terms of regulatory policy between the
concept of an open market economy with free competi-
tion and the concept of intervention.

It is also disquieting that the goal of »a high level of em-
ployment« (article 2, first point of the TEU, Amsterdam)
is replaced with the words »full employment« (article
3, paragraph 3 of the Treaty on European Union).
Although article 146 TFEU once again only refers to
a high level of employment, if it came down to an ar-
gument about whether the actions that the EU should
demand of the Member States go far enough or are ap-
propriate, then the wording of the Treaty on European
Union would no doubt take precedence over that of the
Treaty on the Functioning of the European Union.

The fact that the European Union places great value on
the »social« aspect should on the one hand be welcomed
because it is in line with the intentions of the Social
Market Economy. But on the other hand, we can deduce
from the host of direct taxation measures and the fact
that the Social Market Economy is given equal priority
with other goals such as growth, full employment, price
stability, welfare, industrial policy and the environment)
that it is no longer considered to be a system that is able
to achieve all these goals (Biinger, 2007, 7). There is a
clear tendency to overextend the harmonisation pro-
cesses in areas such as taxation, welfare, science and the
environment. As a result, the necessary competition in
the system unfortunately falls by the wayside (Clapham,
2004, 23; Franke, 2003, 234 et seq).
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From a European perspective, it is certainly right that
there should be minimum welfare standards, but this
should suffice (see Schlecht, 1994, 796). This provides the
temptation that countries that have excessively high wel-
fare costs in relation to their economic capacity — for his-
toric reasons and for reasons linked to attracting votes —
will be inclined to establish these as minimum standards
at EU level and thus contribute to raising rivals’ costs
(Biinger, 2007, 5).

There is only incidental mention of the criticism that
the EU Commission can largely tackle any issue that
it thinks is in need of regulation (despite the require-
ment for subsidiarity). The effect of surprise means that
national parliaments are always on the back foot and
often are left to simply announce the required changes
via their governments. Of course the executive bodies —
the EU Commission and Council on the one hand and
national governments on the other — find this very con-
venient because it makes it difficult to ascertain whether
and to what extent there is a silent agreement between
the executive bodies, as Enzensberger believes (2011,
53). In any event, it is true that citizens are now barely
able to identify democratic responsibilities.

A brief look ahead: »Ordnungs-
politik« as a challenge for the
whole of Europe

The Social Market Economy is not an isolated concept
that relates only to the economy. Rather, it is integrally
linked to the whole social system that includes eco-
nomic, welfare-related and social aspects, as is shown by
Erhard’s and Miiller-Armack’s explanations about the
formed society. In this sense, the Social Market Economy
follows the liberal tradition in taking the values of the
Enlightenment and applying them to modern societies
based on the division of labour.

So Ordnungspolitik has to take on the same significance
as environmental policy, not only for Germany but for
the whole of Europe. In Germany this task could be
taken up by the Federal Economics Ministry, which still
needs to be strengthened. (- ENETENEE).



NOTES

1 | The initial members of the European Coal and Steel Com-
munity (ECSC), the European Economic Community (EEC) and
the European Atomic Energy Community (EAEC) were Germany,
France, Italy and the three Benelux countries.

2 | Cf. »Ludwig Erhard und die européische Integration«, Ludwig-
Erhard-Stiftung, Bonn: In plain text. Informationen zur Sozialen
Marktwirtschaft, 05/2012.

3 | Because regulations have developed over time and become
deeply embedded, it would be a never-ending task to seek to
create an internal market through the almost complete harmo-
nisation of respective norms. In contrast, the 1978 verdict by
the European Court of Justice proposed the following route: if a
product has been legally produced in one of the Member States,
then it may be traded not only in that state but also in every
other Member State. This does not exclude a limited degree of
discrimination against the state’s own nationals. A country may
to a certain extent demand special laws for products that are
manufactured within its borders. A good example of this is the
famous German Purity Law of 1516 for beer (Franke, 2012, 82
et seq).

4 | The EU Charter of Fundamental Rights has still not been
ratified and does not form part of the Lisbon Treaty. However,
by being referred to in article 6, paragraph 1 of the Treaty on
European Union, it has achieved a certain amount of legal force.
A protocol has given the UK and Poland the right to opt out, and
this is to be extended to the Czech Republic.
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»>ORDNUNGSPOLITIK« AS A CHALLENGE

FOR THE WHOLE OF EUROPE

The Social Market Economy and the
German constitution

The term »Social Market Economy« is not to be found in the German
constitution. At an early stage, Nipperdey (1960, 1961) was of the opinion
that the free development of the personality pursuant to article 2, paragraph
1 GG and the principle of a social federal state as set out in article 20, para-
graph 1 GG cover and substantiate the Social Market Economy in terms
of constitutional law. However, the German Federal Constitutional Court
and authoritative notes on the constitution repeatedly emphasise the eco-
nomic neutrality of the constitution. The only agreement was that funda-
mental freedoms must continue to be protected and that a distinct command
economy is not permitted (see also Franke, 2010c, slides 9 et seq).

However, the Social Market Economy is officially mentioned in the »State
Treaty«.! According to the preamble and article 1, paragraph 3, it provides
a basis for further economic and social development and in article 11, para-
graph 1 the former GDR committed to »formulate its economic and financial
actions in such a way that they are in harmony with the Social Market Eco-
nomy«. However, during the changes that were made to the German con-
stitution as a result of reunification, this was not incorporated into the con-
stitution as a fundamental aim.? This is somewhat surprising in light of the
fact that another national objective that was also included in the preamble
and in article 1, paragraph 3 of the State Treaty — environmental protection —
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did in fact make the leap to being included in the constitution (article (20a
GG). It may be argued that this was not necessary, because environmental
protection is already included in article 1, paragraph 1 (human dignity) and
in the statement that Germany is a social state in article 20, paragraph 1 GG.

The significance of the text of the constitution
in the political sphere

We may ask why the Social Market Economy has still not been incorporated
into the constitution, in light of the clear statement in the State Treaty and
the reference in article 5, third point of the Unification Treaty to the fact
that national objectives may be incorporated in the constitution. On the one
hand, it is certainly absurd to claim that politicians are flirting with a com-
mand economy. However, it should be conceded that there is an aversion to
clear legal parameters. Norms that either do not exist or that are in need of
interpretation provide room to manoeuvre, which can be put to good use by
political parties in their quest to win votes.

Another argument rests on the fixed (with good reason) requirement that
changes to the constitution must be approved by a two-thirds majority in
the Bundestag and the Bundesrat (article 79, paragraph 2 GG). If it is not
possible to win this majority in favour of explicitly incorporating the Social
Market Economy into the constitution, then it is necessary to take the ar-
duous route of persuasion and to repeatedly carve out an exemplary policy
as is implied in article 2, paragraph 1 and article 20, paragraph 1 of the
constitution.

As previously mentioned, this is an arduous task, especially as the Constitu-
tional Court is unlikely to deviate from its view that the constitution has to
remain neutral in terms of the economy and only excludes the formation of
a socialist controlled economy. Potential interpretations in this context take
place in the political sphere. Obviously, the various economic, social and po-
litical actors all have their own particular agendas. However, persistence can
bear fruit. As already mentioned in the introduction to the individual argu-
ments, former SPD Economic and Finance Minister Karl Schiller led German
social democracy down the path of the market economy. Even if there are
different interpretations of the Social Market Economy — as a goal, a tool
or a mixture of both — none of Germany’s major parties oppose the market
economy or are interested in introducing elements of a planned economy.

Wiggle room and dangers at European level

If it is not possible to lay down clear constitutional norms for the So-
cial Market Economy within our own sphere, then it is hardly likely to
be achieved at European level. The historical development of the 27 EU
Member States (which will grow to 28 when Croatia joins in 2013) has led
to a range of different social and economic structures, although they are all
based on the common acceptance of fundamental freedoms. It is therefore
understandable that the process of European unification has led to a host
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of different aims initially being given equal importance — as in the Treaty
of Lisbon — but then necessarily and repeatedly resulting in compromises
because of the speed of change in an era of globalisation. So it depends on
the powers of persuasion of the political directions that are represented in
the European bodies to decide whether and to what extent certain interpreta-
tions are given temporary or permanent priority.

However, if the EU signals that it wants the disciplining power of the markets
to have no or limited effect, at least in key areas, then it is no surprise if those
involved feel all the writings and political statements have little credibility.
An example of this is the EU’ sovereign debt crisis. It not only threatens the
existence of the euro as a common currency but it is also increasingly causing
strife between Member States.

The euro was introduced with a promise of monetary stability. It was for-
mally agreed that neither the EU nor the Member States would be respon-
sible for the liabilities of other Member States (»no bail-out«; article 125,
paragraph 1 TFEU).> And in June 1997 in Dublin the European Council
approved the Stability and Growth Pact with the stipulation that sanctions
would be imposed in the event that permitted debt levels were exceeded. In
terms of the market economy, the logic is clear: if other states do not jump in
to help, then the state that has high levels of debt is obliged to pay higher in-
terest rates on new borrowing. When combined with the threat of sanctions
as contained in the Stability and Growth Pact, this ensures tighter budgetary
discipline.

However, the protagonists questioned their implementation, because the
sanctions were linked to the approval of a qualified majority in the Ecofin
Council. »Sinners, or at least potential sinners, get to sit in judgement on
sinners.« In the end, every breach of the debt criteria has gone unpunished,
and there has even been no comment on the fact that Brussels was presented
with false figures. And France and Germany have come together to ensure
the dilution of the 2005 Stability and Growth Pact.

It also does not exactly build trust when the Treaty on the Functioning of the
European Union stipulates that a state can be given assistance in the event
of »exceptional occurrences beyond its control«. In terms of legislation, it is
somewhat remarkable that what was intended to be an exception is starting
to become the rule (article 122, paragraph 2 TFEU).*

So against this backdrop it is hardly surprising that the chronically indebted
members of the eurozone have been able to borrow at favourable interest
rates. The true market interest rate will continue to be afforded little sig-
nificance, firstly because the rule and the exception to the rule (article 125
paragraph 1 and article 122, paragraph 2 TFEU) continue to be inverted,
and secondly because although the Stability and Growth Pact has been tight-
ened up verbally, there are still questions about the imposition of sanctions.
Indeed, sanctions should be imposed by the Commission after the inverted
approval procedure, if the Council does not veto them within ten days, but
there are countless opportunities to exert political influence before such a
proposal is made. Just as in the past there has been no approval of the impo-
sition of sanctions, in future there will also be no approval of the prevention
of sanctions imposed by the Commission.
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Finally, the new clause 3 in article 136 of the TFEU which states that a per-
manent »crisis mechanism« (European stability mechanism [ESM]) will be
introduced also serves to deprive the bail-out ban of all credibility; indeed
it serves to find a way of circumventing market-driven interest rates. There
is also cause for mistrust in that article 32 of the ESM scheme is not subject
to any administrative, judicial or legal controls. The value of an audited and
published annual report is also moot if the ESM is allowed to appoint its
own auditors.

The fact that the deactivation of meaningful market indicators in the long
term leads to reduced competitiveness, weakens other economic sectors and
brings with it negative effects on distribution has been clear for many years
in the extreme way that agricultural policy has been pursued. In addition,
long-standing, established institutions will fight hard for their survival. But
there is no point in just complaining. There is no question that the sovereign
debt crisis has to be tackled and replaced with a well thought-out concept be-
cause of its lasting impact on the financial sector, the economy and welfare,
particularly pensions. Of course the problem arises when a long-term institu-
tion is created that experience has shown is almost impossible to break up.

Improving competitiveness as a
cross-sectional regulatory task

In light of the aforementioned dangers, it is essential that unbiased, free
competition be afforded greater priority. It lies at the heart of the market
economy which, when understood properly, is »social« in itself. It reflects
all the values of the Enlightenment. It is based on democratic principles, is
enlightened and liberal, efficient and eco-friendly, social and hence deeply
ethical (for more details see Franke, 2010, 78 et seq). (- INIGEENSIEN).

Awareness of the function of the Social Market Economy as a form of fair-
ness that is inherent in competition has to be constantly and repeatedly
raised through education and training. This starts small in schools, colleges
and seminars and moves on to bigger initiatives. To once again turn to Karl
Schiller: his idea of »concerted action« that is anchored in the Stability and
Growth Act but that has been ignored for many decades did in fact point in
the right direction. It may be that he initially underestimated the stubborn-
ness, self-interest and indeed fear of officials, but he was right when he said
»that [...] >concerted action« at least offered a guarantee that economic poli-
cymakers could show the organised groups [...] the overall economic limits
of their actions« (Schiller, 1984, p. 17). For some time now, the idea has been
gaining new popularity in the form of job summits, round tables and high-
level talks, although in an ad hoc and largely uncoordinated form that looks
at individual problems but fails to focus on the big picture. It would be desir-
able to revive this in a more organised and institutional form, then it would
reflect Miiller-Armack’s »Ireneformula« (= [IEENSIEN).
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If this were to succeed, then attention could be turned to the next step of
affording competitiveness the same significance as equality, non-discrimina-
tion, environmental protection and animal welfare. In pursuit of these aims,
articles 8, 10, 11 and 13 of the TFEU act as integration or cross-sectional
clauses which the Union has to use to measure the extent to which its pro-
posed policies tally with the aforementioned aims. The argument that it is
not necessary because Title VII dedicates a whole series of articles to compe-
tition is not valid. Even a fleeting glance reveals that undertakings are gener-
ally prohibited from making agreements (article 101 Abs. 1 TFEU) and the
Member States are not allowed to favour certain consumers or undertakings
(article 107, paragraph 1 TFEU). However, this does not preclude the Union
as a whole from giving competitiveness less priority than other goals when
formulating policy.

It is clearly an ambitious goal to establish an regulatory cross-sectional
clause at European level. But it is worth persisting and continually striving
towards this goal, as this is the only way to win back the trust of everyone
involved. In the long run, the market economy and democracy depend on
trust (Franke, 2011, 11 et seq).

GLOBAL COMPETITION
BETWEEN ORDER SYSTEMS

Order systems: the concept and its expression

The term »order system« combines two sub-topics that to some extent
describe the intersection between »system« and »order«. In brief, a system
describes an underlying and unadulterated principle of order within a so-
ciety. So a system comparison is then an abstract diametric presentation
of different systems. With regard to politics, we should point to the con-
trast between »democracy « and »dictatorship«, whereas with regard to the
economy there is a typical contrast between the »market economy« and the
»centrally planned economy«.

The word »order« describes the specific characteristic of a »system«.
Specific orders are located on a particular point in the continuum be-
tween the principles of abstract systems. They are dependent on socio-
cultural characteristics, values and traditions and may be postponed
depending on current conditions (cf. Schlecht, 1994, 789). However, if
specific thresholds are exceeded, this changes the basic systemic quality
of an order. To illustrate this with an example: the order of a country
still remains oriented towards democracy and the market economy ir-
respective of whether it is Friday, Saturday or Sunday that is generally
chosen as the day of rest, or even if there is no particular specified day.
Irrespective of this day of rest, the quality of the system changes if sud-
denly political parties are banned or if free market activities are only
possible in fringe areas.
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The social order of a country in the broader sense is demonstrated in three
areas: political order, social order and economic order. In anonymous mass
societies based on the division of labour these orders can be broken down
into further sub-orders such as competition, ownership, labour market,
welfare, etc. (Eucken, 1975, 14 et seq, 341 et seq). Eucken (1975, 332)
also stressed the central aspect of the interdependence of orders. Different
system principles in the various orders and sub-orders lead to contradic-
tion and conflict and hence to sub-optimal results, because the economic
agents, regardless of which order they are part of, act in accordance with
different rationalities: in the words of Herder-Dorneich (1983), they fall
into »rationality traps« that they find are difficult to escape (Franke, 2000,
79-82).

Linked to this is a broader social concept that is characterised by a con-
sistent connection between the foundation of a regulatory framework, cen-
tral social aims and values and the necessary means and tools to implement
them. From this we can deduce that the Social Market Economy is not only
an economic but also a social concept in the broadest sense that sets out
clear principles with its plea for the linking of a free democracy under the
rule of law and a free rules-based market economy. In this is is reacting to
practical necessities but always has to be careful not to lose sight of the
basic principles that provide its »compass« (Miller-Armack, 1959/1966,
257 et seq; Schlecht, 1990b, 607).

More recent manifestations of order:
a number of »third ways«?

Taken to its extreme, we can say that any specific order that does not present
itself as a totally unadulterated translation of a system is a »third way«.
Seen in this way, the concepts of democratic socialism and ordoliberalism
can both be described as third ways. The term »the third way« gained par-
ticular attention thanks to the ideas of Czech economic reformer Ota Sik,’
whose work had a major influence on the Prague Spring. With his »humane
economic democracy« he wanted to give socialism a human face (Sik, 1967;
1971;1972; 1979).

Later, Giddens (1999), for many years Director of the London School of
Economics and Political Science, seized on the idea of the third way in order
to combine socialism and democracy.

The idea of the third way had of course been used previously by German
thinkers in their work on the revival of liberalism. Riistow (1949, 446 et
seq), one of the pioneers of ordoliberalism, described the implementation
of total competition as a third way. By this he meant competition that is not
distorted by monopolies, subsidies and protectionism, so free, rules-based
competition.®
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The Social Market Economy has also been described as a third way. But
caution is advised. Miiller-Armack (cf. Konrad-Adenauer-Stiftung [2010;
2012]) and Schlecht (1990a; 1990b, 600) emphasised that this should not
be understood as a mixture of order systems in the sense of a random point
on a continuum, as is repeatedly the case in the works of Sik and Giddens.
The Social Market Economy is and remains based on the principles of
an undistorted free market that allows decentralised decision-making on
price mechanisms and rejects the subordination of people to centralised
economic planning.

Recently the terms »Capitalism 2.0« and the very similar »Capitalism 3.0«
have heralded some new ideas that have in fact been discussed at the Eco-
nomic Forum in Davos. Proponents insist on the importance of competitive
structures and reject dirigiste state interventions. One of the central ideas is
reform of the financial system in order to once again revisit the uncoupling
of the financial economy and the real economy. The financial economy has to
take on a function that serves the real economy and hence society as a whole.

Other aspects of the »new capitalism« aim to create greater ethical aware-
ness in order to prevent excesses such as the explosion in top executives’ pay
and bonuses and the view of workers as simply being cost factors.

In the cold light of day, this provides a modern label for the aim of disman-
tling and preventing monopolies and cartel-type structures and — based on an
economy that is fundamentally oriented towards the market and competition —
giving sociopolitical goals more priority, as was intended in the idea of the formed
society (Heuser, 2010; Lindbeck, 2007; Scharmer, 2010; Friedrich-Ebert-Stiftung,
2009).

The interplay of specific economic orders
in a global world

The World Trade Organization (WTO) has over 150 members comprising
around three-quarters of all the countries in the world. Its members include all
the industrialised nations, the emerging nations and many developing nations.
So we can conclude that »the real, existing global economic order [...] [is] the
result of the interplay of different economic orders« (Eisele, 2011, slide 11).
Eisele divides the main national economic orders into six categories (2011,
slide 12), though there are of course some intersections:

1 MARKET ECONOMIES,

2 COMMAND ECONOMIES / STATE ECONOMIES,
3 FEUDAL ECONOMIES,

4 CORPORATIVE ECONOMIES,

5 PATRIARCHAL ECONOMIES AND

6 OLIGARCHIC/CLAN ECONOMIES.

All these orders reflect the value system of a society (degree of enlightenment,

attitudes towards people, religious traditions) and the way that power struc-
tures have evolved over time.
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The USA and UK continue to follow a market economy model that is closer
to classical liberalism than the German model of the Social Market Economy.
However, particularly in the USA, protectionist tendencies continue to arise,
something that does not tie in with classical liberalism.

On the other hand, China has allowed largely unbridled competition while
at the same time trying to increase future prosperity through state regulation,
which has also now for some time focused on environmental protection.
Therefore the system has a patriarchal structure. It is a matter for debate
whether this system is better described as a »socialist market economy«, a
»hierarchical market economy« or »state capitalism«.

In India — which still has a strong caste system — the corporative economy
still predominates, whereas several of the Arab states have a mixture of a re-
ligiously motivated patriarchal economy and a feudal economy. Developing
countries often have oligarchic and clan economies.

Promotion of and competition between order
systems

The multiplicity of order systems and their cultural, religious and historical
backgrounds have here only been outlined in brief. A free democracy under
the rule of law linked to a Social Market Economy would be the best guar-
antee of the peaceful co-existence of nations and increased prosperity for
their people. But it is clear that we have to be very cautious when promoting
this kind of social order. Germany can be a role model but must not be
tempted to wag the finger. And promoting the Social Market Economy on a
global scale is many times more difficult than current attempts to promote
it in the EU.

Instead, it seems likely that the competition between order systems will result
in the Social Market Economy beginning to stand out from the rest. The
idea is that mobile production factors seek out the most favourable location
and so cause politicians to »design and implement more attractive institu-
tional value-for-money offers« (Wohlgemuth, 2008, 679). But at this point
the interdependency between the economic system and the political system
becomes clear. The reaction to mobile factors relies on two main policies.
Firstly, domestic and international mobility must be possible, and secondly,
politicians must react appropriately and not decide to forcibly restrain mo-
bility.

The example of the forcible suppression of the Prague Spring in 1968 shows
that economic freedom is always threatened when there is no political
freedom. This may be conciliatory in tone but in terms of the promotion of
human rights it is a basic requirement for the competition of order systems.

92

A free democracy under the
rule of law linked to a Social
Market Economy would be the
best guarantee of the peaceful
co-existence of nations and
increased prosperity for their

people.



NOTES

1 | Treaty on the Establishment of Monetary, Economic and
Social Union between the Federal Republic of Germany and the
German Democratic Republic dated 18 May 1990 (State Treaty).

2 | Treaty on the Establishment of German Unity between the
Federal Republic of Germany and the German Democratic Repu-
blic (Unification Treaty).

3 | See the Treaty of Maastricht, Art. 104b, paragraph 1

4 | This »exception« is also given priority over the rule in the
Maastricht Treaty: Art. 103a, paragraph 2. The first bail-out for
Greece expressly refers to Art. 122, paragraph 2 TFEU, while the
objection made by the Advisory Council of the German Economic
Ministry was ignored. The Council argued that it was not the
budget that had resulted in Greece losing control but rather that
the difficulties lay in behaviour that consciously contravened the
treaty.

5 | Ota Sik (1919—-2004) was a Czech economist and for a short
time deputy prime minister of Czechoslovakia. He coordinated
the economic reforms during the time of the Prague Spring. In
August 1968 the Soviet Union and its Warsaw Pact allies used
force to end this experiment. Sik was in Belgrade at the time and
he then moved to Switzerland where he gained citizenship. He
later took a professorship at the University of St. Gallen. Towards
the end of his life he devoted more of his time to his passion for
painting.

6 | Recently there have been several studies on the »common
good economy« as a third way. We will not be going into this
here because the arguments cannot answer the objection that it
is ideology that determines what constitutes the common good.
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group exhibitions in Kiel (2011), Rostock, Karls-
krona and Danzig (2012), Frankfurt/Oder (2013);
travel scholarships to the USA (2009) and Japan

(2012).
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THE SOCIAL MARKET ECONOMY STANDS FOR ...

...sound national finances.

> Any attempt that is rooted in a sense of benevolence
to spend more money on putative well-being than the
income that is flowing into the treasury is a contraven-
tion of sound and proven principles.{ (LUDWIG
ERHARD)

...recognition of the social part-
nership and collective bargai-
ning. Workers and employers are
in better position than the state
to organise their industrial rela-
tions.

M Everything must [...] be done in order to once again
shift the emphasis of responsibility for life from the state
to the place that clear thinking and experience have
shown is its natural home, [...], decentralised non-gov-
ernmental organisations [...]. {L{ (WILHELM ROPKE)

...functioning competition
between businesses, wherever
possible without the distortion
of subsidies. Competition is a
guarantee of innovation.

M If there is no or insufficient competition, this com-
promises the steering power of market prices as envis-
aged in the constitution. The production and distribu-
tion of goods is steered in the wrong direction. But this
faulty steering of economic cooperation is not the key
issue. More serious is the disturbance to social justice
within the free market economy.{ (FRANZ BOHM)

...fair participation in a merito-
cracy. This affects opportunities
in the labour market, the pos-
sibility of advancement through
education and integration assis-
tance for migrants.

D An essential element of a positive family policy is to
give our youth equal opportunities for their lives and
for advancement that suit their inclinations and tal-
ents and that are not linked to their parents’ income or
wealth.{ (LUDWIG ERHARD)
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...valuing the family and civic
engagement.

> We believe there are an infinite number of things that
are more important than the economy: family, com-
munity, country, every single form of social integration
[...]. (€ (ALEXANDER RUSTOW)

...open markets that — in a globa-
lised world — are not regulated by
duties or trade restrictions.

> 1In foreign trade we strive for the greatest possible
freedom, in order to re-emphasise the principle of the
global division of labour that is to the benefit of all. {
(LUDWIG ERHARD)

...an independent monetary policy
that concentrates on the main-
taining price stability.

DAl attempts to create a competitive system are in
vain if a certain degree of monetary stability is not guar-
anteed. So monetary policy is the key element of a com-
petitive system.{{ (WALTER EUCKEN)

...a »strong« state that sets guide-
lines but that does not interfere
in every area of people’s lives.

>>But now a strong state is not one that inter-
feres in everything and draws everything to it. On
the contrary, a truly strong state is not characterised
by interference but by the independence of interest
groups and the unyielding assertion of its authority
and dignity as the representative of the people.{(
(WILHELM ROPKE)



...providing a safety net for life’s
risks while upholding the prin-
ciple of subsidiarity.

> Economic freedom and compulsory social security
do not go well together. So it is necessary for the prin-
ciple of subsidiarity to be recognised as one of the most
important principles of social security and that self-help
and personal responsibility should wherever possible be
given priority. Therefore compulsory state protection
has to stop at the point where individuals and their fam-
ilies are once again in a position to take responsibility
and look after themselves. ¢ (LUDWIG ERHARD)

WALTER EUCKEN
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FRANZ BOHM

LUDWIG ERHARD

ALFRED MULLER-ARMACK

...the acceptance of differences in
income, as long as the gap bet-
ween rich and poor does not yawn
too widely. This is when state
distribution policies take over.

> It became clear that distribution of the national
product through the price mechanism [...] is better than
distribution based on the random decisions of private
or public bodies. [...] But even this distribution mecha-
nism is open to question and requires adjustment. [...]
Income inequality leads to the production of luxury
goods while the urgent needs of low-income households
remain unfulfilled. This is where distribution within the
competitive system requires adjustment. {{ (WALTER
EUCKEN)

WILHELM ROPKE

According to the founding fathers, the Social Market Economy is based on a competitive system whose constituent princi-

ples include the guarantee of private ownership, rules on liability, freedom of contract and economic freedom, monetary

stability, free market access and reliable and principled economic policies drawn up with a view to the long term. In a Social

Market Economy it falls to the state to adjust the institutional framework so that microeconomic activities do not come into

conflict with social aims and the freedoms of others.
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...protecting nature, sustainable
business and resource conserva-
tion.

D> The need to protect the public against environmental
damage means that the economy recognises and fulfils
its obligation to develop new technologies that protect
people from harm.{ (LUDWIG ERHARD)

...a fair taxation system that asks
individuals to make a contribution
to the community in accordance
with their performance.

> For example, it is extremely contradictory
when citizens complain about their intolerable tax
burden while at the same time expecting the state
to provide the assistance that in turn gives it the
moral justification to raise taxes still further.{(
(LUDWIG ERHARD)

...strong free enterprise and
commitment to small and
medium-sized businesses. The
assumption of responsibility and
risk is a major force in driving
society forward.

> The assumption of responsibility [...] implies a
system in which business-owners not only safeguard
their economic livelihood but at the same time fulfil an
economic duty, even if this is not always obvious to the
individual. The business-owner is not even aware of
this economic duty, but still fulfils it if the freedom to
set prices and the driving force of competition are pro-
tected and vibrant within a free market economy. {
(LUDWIG ERHARD)

...a flexible way of thinking that
does not interpret freedom and
social equity as opposites.

>> The market economy is the most good-natured,
strong-stomached and vital economic system that can
be devised. As long as certain minimum conditions are
met, it is astonishing how long it somehow continues to
deal with poisons, foreign bodies and heavy loads. [...]
But I would add that the digestive power of this strained
system is not limitless. The longer the strain continues,
the more obvious the damage becomes and in the end
the system can no longer bear the load. {(

(WILHELM ROPKE)
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...fundamental considerations of
»Ordnungspolitik« that should be
enforced at European and global
level in the interests of a stable
economic system.

M If we successfully exercise the Social Market
Economy in Europe, then at the same time we must pass
on to other countries our inner sense of social respon-
sibility, for which we have found solutions on a human
scale.{ (ALFRED MULLER-ARMACK)

...an ethical foundation for the
economic and social system.

D Self-discipline, a sense of justice, honesty, fairness,
chivalry, moderation, public-spiritedness, respect for the
human dignity of others, strong moral values — these are
all things that people have to bring with them when they
enter the market and compete with each other.
(WILHELM ROPKE)

...belief in people’s talents and
abilities, i.e. their capacity for
freedom. This starts with the
principle of personal responsibi-
lity, the protection of property,
freedom of contract and decentra-
lised decision-making.

M Civic freedom is an illusion unless it is rooted in the
basic economic freedoms of the free movement of capital
and labour, and the right to private ownership and to se-
cure honest profits. {{ (ALFRED MULLER-ARMACK)
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The Konrad-Adenauer-Stiftung is committed to the
promotion of these principles — in Germany, Europe and

around the globe.
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