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I

s a result of the defeat of Hitler’'s Germany in Word War II,

there were 10 million refugees living on a significantly

reduced German territory; 40 percent of the population was
bombed-out (the population of Cologne, for instance, had declined
from 750,000 to 32,000) and 60 percent was undernourished.

In those territories occupied by the Western Allies, initially the
economic system inherited from the Nazi regime—a command-war-
economy—was retained. Almost all consumer goods were rationed,
all-around price and wage controls remained in effect, and imports
and exports were strictly regulared by the military administration.
Black markets and barter trade were ubiquitous. Due to general price
maxima and an expansionary supply of paper Reichs marks, no goods
were to be found and money was largely useless.? Black-market prices
experienced a highly inflationary development and substitute curren-
cies like coffee, cigarettes, and butter emerged. German output in
1946 was less than one-third of what it had been in 1938. Chaos and
desperation were the mark of the day.

In respone to the beginning Cold War between the Allies, in
particular the United States and the Soviet Union, the Western
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Powers in 1947 changed their policy toward Germany. While their
previous goal had been the de-industrialization of Germany—the
industrial production was supposed to be frozen at 50-55. percent of
Germany’s 1938 output level—so as to permanently impoverish the
German population, it was now decided to further the economic
reconstruction of the Western occupied territories in order to build
up an economic power base for the new strategy of containment and
roll back.?

From 1948 through 1952 the three Western zones recelved $1.5
billion in Marshall aid. More importantly, in. May of 1947 the
British and American occupied zones were merged, and the eco-
nomic administration of the unified region was largely put back
into German hands, and on March 2, 1948, Ludwig Erhard, former
economic minister of Bavaria, was elected director. Erhard, whose
economic philosophy had been heav1ly influenced by the neo-liberal
Freiburg school of Walter Eucken and Franz Bohm, which had in turn
been influenced by the Austrian school of Ludwig von Mises,” initi-
ated a currency reform on June 20, 1948, and consequently pursued
a hard-money policy. As long as the monopoly of note issue rested with
the Allies—who had set up a central banking system modeled after
the United States Federal Reserve—the money supply remained
drastically expanded (by more than 150 percent), with ‘almost
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immediate inflationary consequences. However, after October 1948
a continuously tight monetary policy was put into effect (in the
beginning, the minimum reserve requirements and the discount rate
were actually raised, while taxes were lowered), which quickly estab-
lished West Germany as one of the world’s least inflationary countries
and the deutsche mark as one of the hardest currencies (during this
13-year period from 1948-1961 the consumer price index rose by a
‘mere’ 14 percent).

More importantly, contrary to the advice of American and British
economic experts, who were taken completely by surprise, and
‘against the prevailing public opinion in Germany, on June 24, 1948,
only 4 days after the currency reform, Ludwig Erhard implemented
a radical—although by no means flawless’—free-market reform. In
accordance with the precepts of the ‘new’ Keynesian economics and
the practice of the ruling British Labor Party, foreign experts and
German public opinion had favored a policy of macro-economic man-
agement, of socialized investment, and a sector of nationalized
‘basic’ industries.® Instead, with one stroke Erhard abolished almost
all price and wage controls and allowed almost complete freedom of
movement, trade and occupation, thus radically expanding the rights
of private-property owners.”

Less than one year later, on May 23, 1949, the Federal Republic
of Germany (FRG) was founded and the framework of the soziale
Marktwirtschaft (Socialist Market Economy) created by Ludwig Er-
hard, became ratified as West Germany’s economic constitution.®

From the outset, the development in the Soviet-occupied territo-
ries of Germany took a different course.? In 1945, with its first order,
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the Soviet Military Administration nationalized all banks. In the
same year, all farms of more than 250 acres were seized (50 percent
of all land used for agriculture), and all property of actual and alleged
Nazis and war criminals was confiscated. When on November 7,
1949,—a few months after the Western Allies had licensed the new
West German government—the new East German state (GDR) re-
ceived its license from the Soviet Union, the Soviet practice of large-
scale expropriation was elevated to a constitutional principle: “The
economy of the German Democratic Republic is a planned socialist
economy.”’® By 1960, more than 90 percent of all agricultural land
was in the hands of socialized producer co-ops. By 1950, more than
60 percent of all productive output was produced in socialized firms.
By 1960, more than 80 percent of East German output originated
from socialized production; and by the early 1970s the expansion
of the socialized sector had reached 95 percent (i.e., a mere 5
percent of productive output originated in state-licensed private
enterprises).”

In addition, from 1945 through 1953, during the Stalin era, East
Germany was forced to pay heavy reparations (45 percent of the
productive equipment of 1945 was dismantled and confiscated by the
Soviets vs. 8 percent in the West). To facilitate centralized economic
planning, a one-stage central banking system was set up. The central
bank became the monopolistic note issuer and central commercial
bank at the same time, with regional and local banks as its branches
(rather than separating both functions and leaving the commercial
banking function in private hands, as in West Germany and the
United States). Three days after the West German currency reform,
on June 23, 1948, a new East German currency—initially with an
official 1:1 exchange rate against West Germany’s deutsche mark—
was introduced. However, a continuing policy of monetary expansion,
combined with price maxima for all ‘basic’ consumer goods, quickly
led back to the phenomenon of “repressed inflation,” i.e., an excess
supply of anesthetized money. In response, in 1957 a second currency
reform was carried out: All banknotes in excess of 300 East marks
per person were declared invalid. But to no avail: the excess supply
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“Interestingly, the speed of East German socialization was significantly slower
thanin all the other Soviet-licensed states of Eastern and Central Europe except for
Poland, where agriculture remained largely in private hands. See Jirgen
Hartmann, Politik und Gesellschaft in Osteuropa (Frankfurt/M., 1983), p. 169.
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of money again swelled to an estimated 150 billion Marks (about
10,000 per person). The steady supply of anesthetized money entered
the black, private markets, where prices drastically increased and
the East German currency continually depreciated against the
deutsche mark. Increasingly, the deutsche mark outcompeted the
East mark as a medium of exchange on the black markets (“good
money drives out bad”) and soon became East Germany’s second
currency: its unofficial but “real” money.

From 1949, at which time the West and East German states were
founded, until the dramatic events of 1989, a controlled social exper-
iment was conducted. A homogeneous population, with a common
history, culture, character structure, work ethic and above all lan-
guage, was subject to two fundamentally different economic consti-
tutions and institutional incentive structures.

II

The difference in the results has been striking. Yet no social experi-
ment was necessary to find this out. Naturally not all empirical
details, but the fundamental outcome of the German experiment
could have been predicted with certainty by those familiar with the
principles of economic theory, and in particular the theoretical eco-
nomic analyses of socialism by the Viennese (Austrian) school, most
notably Ludwig von Mises’s. In his famous Die Gemeinwirtschaft:
Untersuchungen iiber den Sozialismus, of 1922,' Mises irrefutably
demonstrated what the East Germans were forced to find out the
hard way: that socialism must end in disaster.

Wealth can be brought into existence or increased in three and
only three ways: by perceiving certain nature-given things as scarce
and actively bringing them into one’s possession before anyone else
has seen and done so (homesteading); by producing goods with the
help of one’s labor and such previously appropriated resources; or by
acquiring a good through voluntary, contractual transfer from a
previous appropriator or producer. Acts of original appropriation turn
something which no one had previously perceived as a possible source
of income into an income-providing asset; acts of production are by
their very nature aimed at the transformation of a less valuable asset
into a more valuable one; and every contractual exchange concerns
the exchange and redirection of specific assets from the hands of those

2The first English translation appeared in 1936 under the title Socialism: An
Economic and Sociological Analysis. The latest edition was published in 1981 by
Liberty Fund. See also Mises’s Human Action, chaps. 25 and 26, in which he provides
a definitive answer to criticisms of his earlier work.
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who value their possession less to those who value them more.

From this it follows that socialism cannot but lead to impoverish-
ment:'?

(1) Under socialism, ownershlp of productlve assets is assigned
to a collective of individuals regardless of each member’s prior actions
or inactions in relation to the owned assets. In effect, then, socialist
ownership favors the non-homesteader, the non-producer, and the
non-contractor and disadvantages homesteaders, producers, and con-
tractors. Accordingly, there will be less original appropriation of
natural resources whose scarcity is realized, there will be less pro-
duction of new and less upkeep of old factors of production, and there
will be less contracting. All of these activities involve costs. Under a
regime of collective ownership the costs of performing them is raised,
and that of not performing them is lowered.

(2) Since means of production cannot be sold under somahsm no
market prices for factors of production exist. Without such prices,
cost-accounting is impossible. Inputs cannot be compared with out-
puts; and it is impossible to decide if their usage for a given purpose
has been worthwhile or has led to a squandering of scarce resources
in the pursuit of projects with relatlvely little or no importance for
consumers. By not being permitted to take any offers from private
individuals who might see an alternative way of using some given
means of production, the socialist caretaker of capital goods simply
does not know what his foregone opportunities are. Hence; perma-
nent misallocations of production factors must ensue:

(3) Even given some initial allocation, since input factors and the
output produced are owned collectively, everysingle producer’s incen-
tive to increase the quantity and/or quality of his individual output
is systematically diminished; and likewise, his incentive to use input
factors so as to avoid their over- or under-utilization is reduced.
Instead, with gains and losses in the socialist firm’s capital- and
sales-account socialized instead of attributed to specific, individual
producers, everyone’s inclination toward laziness and negligerice is
systematically encouraged. Hence, an inferior quality. and/or quan-
tity of goods will be produced and permanent capital consumption
must ensue.

(4) Under a regime of prlvate property, the person who owns a
resource can determine independently of others whatto do with it. If

BBgee also Hans Hermann Hoppe, A Theory of Socialism.and Capitalism: Econom-
ics, Politics, and Ethics (Boston: Kluwer Academic Publishers, 1989); idem, “Why
Socialism Must Fail,” in Llewellyn H. Rockwell, ed., The Free Market Reader (Bur]m- i
game, Calif.: Ludwig von Mises Institute, 1988).
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he wants to increase his wealth and/or rise in social status, he can
only do so by better serving the most urgent wants of voluntary
consumers through the use that he makes of his property. With
collectively owned factors of production, collective decision-making
mechanisms are required. Every decision as to what, how and for
whom to produce, how much to pay or charge, and who to promote or
demote, is a political affair. Any disagreement must be settled by
superimposing one person’s will on another’s view, and this invari-
ably creates winners and losers. Hence, if one wants to climb the
ladder under socialism, one must resort to one’s political talents. It
is not the ability to initiate, to work, and to respond to the needs of
consumers that assures success. Rather, it is by means of persuasion,
demagoguery, and intrigue, through promises, bribes, and threats
that one rises to the top. Needless to say, this politicalization of
society, implied in any system of collectivized ownership, contributes
even more to impoverishment.

The German experiment provides the sad illustration for the
validity of economic theory.

Erhard’s free-market reforms quickly generated what has become
known as the West German Wirtschaftswunder (economic miracle).
After a short—and unsurprising—increase of unemployment, peak-
ing at a rate of 8 percent in 1950, unemployment began steadily to
decrease. By 1962, at the height of the Erhard era, the unemployment
rate had fallen to 0.2 percent, and the number of employed persons
had increased by some 8 million (more than 60 percent). The total
wage sum tripled during the period from 1948-1960, and wage rates
more than doubled in constant terms. In the same time, total indus-
trial production increased fourfold, GNP per capita tripled, and the
" West German rate of economic growth far surpassed that of all other
West European nations and the United States. By the early 1960s,
West Germans ranked among the world’s most prosperous people,
and West Germany had become one of the foremost industrial na-
tions, with products made in West Germany increasingly in demand
worldwide (in 1960 West German exports made up 10 percent of world
exports: nearly twice the world market share of 1937)."

Predictably, the economic development of East Germany took the
opposite direction. After 40 years of West German soziale
Marktwirtschaft versus East German socialism, the visitor going
from West to East enters an almost completely different and impov-
erished world. Life is characterized by permanent shortages of all
sorts of consumer goods (from meat to housing), endless mismatches

14G¢e Ludwig Erhard, Wohlstand fiir Alle.
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of complementary factors of production, an inferior, shoddy quality of
almost everything produced, and a pervasive black market struggling
to alleviate the mess created by the official economy. Indicators of
misallocation and capital consumption are omnipresent. Insuffi-
ciently maintained, deteriorating, unrepaired, and rusting property
is common, and vandalism of production factors, machinery, and
buildings is rampant. Within the official economy, negligence, lazi-
ness, despair, cynicism and sheer incompetence abound, and wide-
spread hidden unemployment exists. Environmental damage has at
many places reached catastrophic dimensions (socialization of nega-
tive externalities). Economic illiteracy among the population is per-
vasive. In world export markets East Germany is reduced to the rank
of a third-world country that cannot sell anything except raw mate-
rials, half-finished products, or basic, simple consumer goods.

In the mid-1950s the East German per capita consumption al-
ready lagged an estimated 40 percent behind West Germany’s. In the
late 1980s, average wage income in East Germany was less than
half of that in West Germany assuming a 1:1 currency exchange
rate, and less than 1/10th if, more realistically, the black-market
exchange rate between the East mark and deutsche mark is taken as
the conversion ratio. Nominally, the average wage income in East
Germany was somewhat lower—and in real terms more than 5 times
lower—than the typical unemployment subsidy in West Germany.
Nominally, average old age pensions in East Germany were 3
times—and in real terms 15 times—lower than in West Germany; and
East Germany’s minimum welfare handouts were nominally nearly
50 percent—actually more than 7 times—less than those paid in the
West.

However, most revealing is the voting-by-feet-statistic: While all
socialist countries of Eastern Europe have been plagued by the
emigration problem of people wanting to leave for the more prosper-
ous West, and while they all gradually had to establish tighter border
controls in order to prevent this outflow, the case of Germany is a
most striking one. With language differences, traditionally the most
severe natural barrier for emigrants, nonexistent and West Germany
automatically granting citizenship to all East German immigrants,
the difference in living standards between the two Germanys proved
to be so great that East Germany was from its very inception con-
fronted with a massive wave of emigration. Following the industrial
revolts of 1953, and their suppression by the occupying Soviet mili-
tary forces, emigration reached such proportions—more than 3.5
million individuals had already deserted the East and this number
increased by more than 1,000 per day—that on August 13, 1961 the
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socialist regime in East Germany desperately had to close its borders
to the West. To keep its population in, it erected a containment system
the likes of which the world has never seen. A system of walls, barbed
wire, electrified fences, mine fields, automatic shooting devices, and
watchtowers almost 900 miles long were constructed, for the sole
purpose of preventing the East Germans from running away from
socialism. From 1961-1989 the problem was thus contained. How-
ever, beginning in the summer of 1989, when socialist Hungary began
to open its border to Austria, and even more so since the dismantling
of the East German wall in November of 1989, the wave of East
German emigration immediately resumed. Since then, each day more
then 2,000 East Germans have packed and left socialism behind."

’

11t is interesting to note how American comparative economic systems textbooks
have treated the case of East versus West Germany. Apart from ignoring migration
statistics and not mentioning the “Wall” at all, or merely in passing, they rely almost
exclusively on official government statistics. Based on these they reach conclusions
which can only be called perverse, and illustrate at best that economic statistics have
very little to do with reality as perceived by acting individuals. The most scandalous
example of this is Andrew Zimbalist, Howard J. Sherman and S. Brown, Comparing
Economic Systems (New York: Harcourt Brace Jovanovich, 1989). After mentioning that
from the outset East Germany was relatively disadvantaged by having to pay heavy
reparations and because of massive population losses (but why did it lose its popula-
tion?) they write: “During the 1950s, the economy of West Germany grew at a rate close
to 7 percent while—in spite of its initial disadvantages—the growth rate for the East
German economy was around 6.5 percent. On a GNP per capita basis, between 1960
and 1979 West Germany grew at 3.3 percent per year and East Germany grew at 4.7
percent. In West Germany real GNP grew by 1.8 percent in 1980 and fell by 0.3 percent
in 1981; in East Germany, real national income grew by 4.2 percent in 1980 and
increased by 4.5 percent in 1981. Thus, according to CIA estimates. . . . East German
per capita income had risen to 87.6 percent of West German per capita income. The gap
continued to narrow during 1982 and the first half of 1983. The conclusion appears
uncontestable that over the entire post-war period East Germany has experienced more
rapid growth per head than West Germany” (p. 468). Further, there was “a stronger
dynamic efficiency in East Germany. . . . in West Germany the average annual increase
in total factor productivity was 3.0 percent, and in East Germany it was 3.4 percent.”
Moreover, “East Germany has had greater economic stability [i.e. ‘absence of excessive
inflation and unemployment’l throughout the post-War period” (p. 469). In addition,
while the “environmental quality is superior in West Germany,” East Germany has less
than half of the former’s income inequality and “in all areas of life [East German]
women have achieved a much higher degree of equality with men than have their
counterparts in West Germany” (p. 470).

After reading this one must surely wonder why people did not move from West to
East, and why an economic success story such as East Germany’s ended with its total
collapse! But the authors have an answer to this: “Finally, although we have been
concerned only with economic performance, it is difficult to overlook the more desirable
democratic political system in West Germany” (p. 470). Not much better is the analysis
by P. R. Gregory and G. C. Stuart, Comparative Economic Systems (Boston: Houghton
Mifflin, 1985), pp. 402-14. Largely irrelevant is also the earlier study by Wolfgang F.
Stolper, The Structure of the East German Economy (Cambridge: Harvard University
Press, 1960).






