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Foreword

t iswidely recognised that Audrdia will have to undertake further

comprehensive reforms in the 1990s to unlock its considerable

economic potential and to avert the growing disillusionment and
alienation of young people with a dirigiste economic and political
regime that leaves them too few freedoms and opportunities.

Of the many experiments with comprehensive reform, we
should better acquaint ourselves with the West German reforms that
EconomicsMinister Ludwig Erhard implemented in the late 1940sand
1950s, since these reforms produced adurablesuccess. The Centrefor
Independent Studies is therefore pleased to publish this Occasiond
Paper, whichshowsthe relevancedf theintellectual foundations of the
German reform program. These were laid by a group of economists,
lawyers and social philosophers who were centred on Freiburg
University and who became known as the 'Freiburg School'.

In the face of the failure of the Weimar Republic and the rise o
National Socialism, the members of the Freiburg School went back to
the liberal principles o the writersdf the Scottish Enlightenment such
as David Hume and Adam Smith, and adapted their ideas to a modern
industrial society with its pressure groups and the temptations of
redistributionist politics. The Freiburg School concluded that certain
fundamental ingtitutions were crucia to shaping individua decision-
making and therefore prosperity. They argued that the state, through
the law, had the task of maintaining and defending basic ingtitutions
such as property rights, free competition, stablemoney and liability for
the consequences of one's free decisions. Mgority rule and mere
hopesfor a spontaneous order alone would not suffice to guarantee a
durable free order.

German ordo liberalism differs from the British, American and
Austraian liberal traditionsin that it puts more faith in constitutional
law to safeguard basic freedoms and in well-designed government
ingtitutions to create a durable framework for a free and prospering
society. Thisisof coursean arguable position, but the historic German
success adds some weight to the 'Freiburg position’. Although the
welfarestate and industrial pressuresgradually eroded the ordo liberal
concept in Germany after the mid-1960s and led to a slide into the
'social market economy' and poor growth, Germany ill has some
institutions which are based on ordo liberalismand which are sources
of enduring resilience. In view o the ease and speed with which
collectivist conservative politicians emasculated the Reagan and



Thatcher reforms, and given the inconsistencies and costly reversals of
the New Zealand reforms after 1985, it may indeed be useful to discuss
an ingtitutional-legal underpinning of reformsin Austraia and New
Zealand. The concepts of ordo liberalism offer inspirationfor durable
and effective reform.

Much will depend on whether Austraian and New Zealand
reformerswill be able to concentrate on the fundamentals needed to
underpin a free and spontaneously prospering society. This will
require clear leadership and modesty as to what politicians and
collective action can achieve. It will aso require that people of good
will concentrate their efforts on discussing not so much whether
government is good or bad, but what constitutesgood government.

For dl this, the policy-testedideasdf the Freiburg School can offer
some directionand inspiration. The Centrefor Independent Studiesis
pleased to present thisintroductionto a body of liberal ideasthat is not
well enough known in this part o theworld. It iswritten by Wolfgang
Kasper of the University of New South Wales, along-time associate of
the CISand an advocate of comprehensivereform in Australiaand New
Zealand, and by hisfriend and colleaguedf many years, Manfred Streit,
who now holds the chair in economicsat Freiburg University held by
F.A.Hayek in the 1960s. It isamodest but effectivesummary of some
of the mgjor ideas of the Freiburg school and is a good start to a more
comprehensive examination of ordo liberal ideas and their applicabil-
ity to the political economy of Australiaand New Zealand.

Greg Lindsay
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L essons from the Frelburg School

The | nstitutional Foundations
of Freedom and Prosperity

Wolfgang Kasper and M anfred Streit

. INTRODUCTION

In recent years, the 'Freiburg School' of law and economics, which
developed a specificaly German brand of liberalism, known as ‘ordo
liberalism', between the 1930s and the 1950s, has attracted growing
international attention. A representativesample of the key writings of
the Freiburg School has been published in Englishfor thefirst timein
the late 1980s (Peacock & Willgerodt, 1989a) and the Freiburg contri-
bution has been discussed widely from an Anglo-Saxon view point
(Peacock & Willgerodt, 1989b). Many reformersin Eastern Europeare
now loolting to the Freiburg School's ideas about a free and effective
SOCi 0-economic system.

The Freiburgers — so named because the central concepts of
German neo-liberalismwere devel oped in the University of Freiburg in
south-west Germany — drew on the basic philosophy of the Scottish
Enlightenment to develop aliberal policy designfor amodernindustria
democracy. They stressedtheimportance of underlyinginstitutiona and
legal arrangementsfor sustaining freedom and prosperity. They distin-
guished between competitive market processes and the ingtitutiona
framework (‘order’) withinwhich marketsfunction: whichiswhy they
caled themselves ordo liberals. The ordo libera position was that the
government should help to shape and defend the social and economic
order, but should leave the market processes to competing individuals.
The concept of order thus refers to the set o rules that constrain
individual economic behaviour, and to an approach to policy malting
that sets down general rules, but does not attend to specific conse-
quencesand outcomes. If, for example, a competitor prices himsdf out
of the market, it isnot the respongbility of government to attend to the
consequent unemployment. ‘Order’ of course embraces unplanned,
informal ordering norms (like ethica rules) that may evolvein the light
of experience, and rules that are designed by legidation. The German
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neo-liberals focused primarily on the formal legal-institutional aspects,
andon how different styles of legislationand regul ation affect economic
prosperity and individual freedom.

Early Anglo-Saxon Reactionsto Ordo Liberalism

Ordo liberalism was highly influential in shaping the economic and
social policies of West Germany in the late 1940s and 1950s. Y,
although it formed the intellectual basisfor West Germany's post-war
economic success, it remained largely an academic product that was
not traded internationally. This had a lot to do with the prevailing
international intellectual fashion in the 1950s and 1960s, which fa-
voured Keynesian demand management and selective interventionism
where 'market failures were diagnosed. The ordo liberal preoccupa-
tion with underlying institutional arrangements, like property rights,
genuine competition and the rule of law, and the effect of these
arrangements on the supply side of the economy, was largely dis-
missed internationally as idiosyncratic at best and economically dan-
gerous at worst. When one of the central works of the Freiburg School
— Eucken’s Foundationsof Economics — was published in Britainin
1950, an anonymous reviewer in the Times Literary Supplement held
Eucken responsible ‘for mass unemployment and social inequality
unparalleled even under the Nazis (Eucken, 1992:2), and prominent
Oxford economist Thomas (later Lord) Balogh castigated Erhard's
reformsaiming at a smoothly functioning market system as dangerous
and irresponsible (Balogh, 1950).

Admittedly, for a considerable time the Germans did not absorb
Keynesianism, partly because the ordo liberals had cautioned against
artificial demand stimulation on the grounds that such policieswould
gradually erode aliberal economic order based on the responsibility of
the individual and spontaneous, self-correcting processes (Eucken, in
Peacock & Willgerodt, 1989a:43-5). Now, of course, we know that
they were far ahead of their time in pointing out that demand
stimulation erodes long-term job creation and undermines the rules
that make for long-term stability. Instead of following the fashion of
the 1950s, at atime when most other nations fought supposed 'secular
stagnation' and the perceived dangers of unemployment with loose
fiscal and monetary policies, West German economic policy concen-
trated on freeing up markets, maintaining a stable currency and
pursuing conservative fiscal and monetary policies. German policy
concentrated on malting the supply apparatus responsive to market
changes by creating a favourable framework for individua initiative,



drawing heavily on the teachings of the ordo liberals. This proved a
resounding success. Between 1950 and 1960, real output in West
Germany more than doubled (8.8 per cent growth annually), tota
employment went from 20 to 25 million, the number o unemployed
fell from 1.9 million to less than 300 000 despite a massive influx of
refugees and the return of prisoners of war; labour productivity rose
on average by 5.7 per cent annually. Ten years after the introduction
of the new deutschmark currency and an independent central bank in
1948, full international currency convertibility could be introduced.
Capital could again be moved into and out of Germany without
government controls, and Germany was able to promote international-
trade liberalisation by unilateral tariff cuts. Mot foreign observers
failed to see the close connection between the simple, reliable
competitive order and the commitment to a stable currency based on
central-bank independence on the one hand and the new-found
dynamic efficiency of the German economy on the other. Most
preferred not to treat the evidence seriously, consigning it instead to
the realm of the irrational and labelling it an 'economic miracle.
Relatively few writers bothered to explain Germany's institutional
innovations to the outside world (the exceptions include Sohmen,
1959, and Erhard, 1960).

TheBdated I nter national Discovery of Ordo Liberalism

Matters have changed greatly since then. The breakdown of socialism
and the ensuing struggle to transform the failed socidist system have
focused renewed attention on economic systems. The ordo liberal focus
on the functional properties of society's ingtitutional arrangements
attracts growing attention among the reformerswho are trying to come
to grips with the transformation in eastern Europe. In the West, the
creeping failure of democratic societies with long-standing market
economies — from the United States to Austrdia — has given rise to
renewed questioning about the institutional underpinningsof individual
economic activity (for example Hayek, 1979; Buchanan, 1988). The
initia thrust of microeconomicreform has been to cut back theinfluence
of thegovernment. But increasing attentionis moving from the negative
message — reduction of state influence — to the search for a positive
message — what roles the state must fulfil in afree, prospering society.

It is becoming increasingly obvious that the capitalist market
economy will not deliver the desired results in terms of individual
opportunity, material security and independence and an overall dy-
namic performance unless the basic institutional underpinnings are
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repaired and unless the system, which has been gradually obliterated
by cumulativelegisativeand regulatory interventions, issimplified and
liberalised. Numerous political effortsare now under way to renew the
system by creating consistent frameworks of institutions and rules that
are more conducive to self-reliance, competition and economic dyna-
mism. In thefast-growing East Asian economies, the 'soft' institutional
infrastructure that reconcilesindividual rivalry with social cohesion by
well-understood, shared rules has received considerable attention. A
growing number of observers (for example, Chen, 1988; Kasper, 1990)
are stressing the importance of a ‘neo-Confucian economic order' for
rapid economic development and for the reduction of social conflict.
Worldwide moves to transform and reform economic systems
(Scobie & Lim, 1992) therefore have much to gain from the earlier, and
policy-tested, intellectual work of the German neo-liberals.

H. THE FREIBURG SCHOOL'

The Leading Members

The neo-liberal Freiburg School developed itsinitial intellectual thrust
from the spontaneous cooperation of economists and lawyers who
happened to join the University of Freiburg in the 1930s. They shared
certain views about the serious economic failures of the Weimar
Republic and soon developed shared (hostile) attitudes to the Nazi
regime. The Freiburg jurists and economists discovered that they
shared a commitment to liberty from which sprang similar methodo-
logical positions, and they chose complementary research topics.
One central figurewho had come to Freiburg in thelate 1920swas
theeconomist Walter Eucken (1891-1950), theson of the philosopher
and Literature Nobel Prize winner, Rudolf Eucken. The younger
Eucken’s early academic work was inevitably influenced by the

1. For more detail d the theoretica and methodol ogical foundations of the
Freiburg School and its development since the 1930s, see Streit, 1992b. In
thisessay, 'Freiburg School' re ates primarily to thesocia scientistsworking
a Freiburg University. After World Wer 11, the Freiburg philosophy gained
many followers in other parts o Europe, mainly the German-speaking
countries. This group is sometimes labelled 'the Freiburg School’, but
should more accurately be cdled ether ‘the ordo liberds or 'the German
neo-liberals. As this essay makes clear, it is wrong to equate (as some
British writers do) ordo liberd theoiy with the practice o the 'socid
market policy' which was developed in Germany, especially after themid—
1960s, and which many ordo liberals have opposed.



Historical School then dominant in Germany.? Yet even his early
(1923) study of the German inflation problem already documents a
commitment to clear theoretical analysis. To him, it was unacceptable
that economists of the Historical School had nothing to offer by way of
explanation and policy advice during the German hyper-inflation after
World War I. Eucken continued his research in monetary theory,
frequently drawing out the implications of his research for applied
monetary policy. His theory of interest and capital (1934) was based
on the analyses by the Austrian economist Eugen von Bohm-Bawerk
and the Swedish economist Knut Wicksell.

In 1933, Hans Grossmann-Doerth (1894-1944) joined the
Freiburg faculty as a professor of civil and commercial law. Soon after
his arrival, he and Eucken initiated a joint seminar in law and
economics dealing primarily with problems of the underlying eco-
nomic order and itslegal underpinnings. Not only students but other
professors attended the seminar. It became the organisational nucleus
of the Freiburg School until political pressure forced it to closein 1936.
This did not prevent the members of the seminar from meeting in
private, continuing their opposition to the Nazi regime and making
plans for the period after its demise.

The third central personality of the Freiburg School was Franz
Bohm (1895-1977). He came to the faculty from service as a public
prosecutor and in the Cartel Office of the Ministry of Economics at
Berlin. Eucken and Grossmann-Doerth had been appointed to assess
his thesis on competition and monopolisation (1933), which was to
gain him access to a university career. Bohm stayed at Freiburg as an
assistant professor until 1936, when he moved toJena. In 1939 he was
dismissed from university servicefor hiscriticism of theregime's policy
towards Jewish fellow citizens. After a tria, he was reinstated, but
forbidden to teach. He returned to Freiburg in 1945, became a full
professor and served as Vice-President of the university before moving
to Frankfurt in 1946. He kept close contact with Freiburg and Eucken,
with whom he founded the yearbook Ordo, which is gtill a focal
European platform for research on problems of economic order and
the ingtitutional framework of afree society.

The Freiburg School attracted a number of bright scholars and

2. The German Higoricd School advocated the recording d historic detail
and was critical of using theoretical abstractionto uncover general lawvs o
economic behaviour. It rejected the normetive approach to economicsthet
considers economic policy asameans d attaining such values as freedom

or growing prosperity.
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established an intellectual network in Germany and beyond. Among
them was the economist Friedrich A. Lutz, who started as an assistant
of Eucken, and later made important contributions to the theory and
policy of money, businesscyclesand exchange rates. Karl Friedrich
Maier excelled in the field of balance-of-payments and monetary
theory and contributed origina insights into the coordination of
economic plans at the micro-level. Paul Hensel established himsalf
with innovativeresearch on comparativeeconomic systems, atradition
that was extended to the New Ingtitutional Economics (for English
tranglationsand comment on these scholarssee Peacock & Willgerodt,
1989a, 1989b). Mog of these scholars, together with Eucken and
Bohm, made important academic contributions to the design of
economic policy in post-war Germany and were in close contact with
the economics minister, Ludwig Erhard, a fellow neo-liberal and the
deft practitioner of economic reform. In the 1950s, the Freiburgersand
their allies were thus able to make public and apply the intellectua
capital that had been accumulated before and during the Nazi era.

Erhard, who had written as early as 1943/44 about economic
policy after alost war, was doubtless at one with hisfriendsin Freiburg
when in 1958 he wrote:

Firg consideration must be given to the freedom of every
citizen to live hislife according to hisfinancial circumstances,
personal desires and values. This basic principle of freedom
for the consumer must logically be counter-balanced by free-
dom for the producer to make and sell what he believes to be
marketable. . . Freedom for the consumer and freedom to
work must beexplicitly recognisedasinviolablebasicrights. . .
To offend against them should be regarded as an outrage
against society. These principles can only be put into practice
if public opinion is prepared to give them priority over any
selfish sectoral interests. (Erhard, 1960:6-8)

The Freiburg economistsand lawyers had closescholarly contactswith
like-minded intellectuals abroad (Luigi Einaudi in Italy, Frank H.
Knight and Ludwig von Mises in the United States, Lione Robbins in
England and Jacques Rueff in France). The School even managed to
keep open some scientific lines of communication to friends abroad
during the politicaly difficult years. And some German economists,
who had fled from the Third Reich, particularly Wilhelm Répke (1948,
1957, 1960, 1963) and Alexander Riistow (1980), remained close to
Eucken and Bohm. After 1945, these economists welcomed the
opportunity to strengthen their intellectual and personal ties with the

6



Freiburg liberals. When Friedrich A. von Hayek (1899-1992) initiated
the Mont Pelerin Society in 1947 as a forum for the renaissance of
classical liberalism under modern conditions, Eucken was invited to
join, and Franz Bohm soon also became a member.

In 1950, Eucken died in London, where he was delivering an
invited lecture series at the London School of Economics (Eucken,
1951). In the 1960s, twelve years after Eucken's death, Hayek left
Chicago to join the Faculty in Freiburg. He openly considered himself
asasuccessor of hislate friend Walter Eucken, despite the fact that he
held differentviewson a number of fundamental theoretical positions,
for example on the role of man-made laws as against spontaneous
order and the ordo liberads beief in what collective action by
government can achieve in the defence of individua liberty.

The Concept of Ordo

The central and defining concern of the Freiburg School (and, subse-
quently, of all German neo-liberals)was'order’', the set of institutional-
legal rulesfor afree society of essentially self-reliant decision-makers
whose actions are controlled and coordinated by market competition.
The Freiburg scholars focused on the underlying ordering principles
that allow the millions of interdependent actorsin a modern industrial
society to interact. They preferred the spontaneous order of the
market, but based onlegally secured private property, to order created
by command fromabove. They often used the Latinword ordo, which
alluded to the Roman philosophical concept that described that state of
civil(ised) society in which free men of good will could go about their
legal businessto good effect. It aso alluded to the medieval Christian
concept o a natural, harmonious state of a society aspiring to the
realisation of natural law. The ideal dof ordo, as the opposite of chaos
and anarchy, has a long history in European (and, incidentally, East
Asian) philosophy. The concept became controversial only when Karl
Marx attacked the 'bourgeois-legal order' as a straightjacket put on
society to defend capitalism. Many, though not all, Marxists preached
alegal rdativism that the German ordo liberals condemned outright as
destructivedf the very foundations of capitalist competition, freedom
and prosperity (Kamenka, Brown & Tay, 1978). Morerecently, Hayek
has pointed out again that the concept of 'order' need not have the
connotation of hierarchy, formal organisation or authority (Hayek,
1973:35-54). He explicitly revived the notion that human instincts
need to bedisciplinedin socia and economic life by an order of ethical
norms and conventions and by competition. The notion of an order
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that is not deliberately created was of course originally made popular
by Adam Smith with the metaphor of the 'invisible hand'.

In 1936, Bohm, Eucken and Grossmann-Doerth got together to
write an ‘Ordo Manifesto' in which they laid the intellectual basisfor
their subsequent work (reprinted in English translation in Peacock &
Willgerodt,1989a:15-26). Thisdocument waswrittenin reactionto the
failuresof the Weimar Republic, when the young German democracy
had fallen prey to the ruthlesspower play of rent-seeking monopolies,
cartelsand unions and when high foreign debt, internal rigidities and
lack of competition had helped to destroy democratic freedoms. The
starting point for the three Freiburg scholars was the work of David
Hume and Adam Smith, the great moral philosophers of the Scottish
Enlightenment. They asked how the ideals of the Scottish liberal
tradition could be practiced in a modern industrial society with
oligopolies, technical innovation and a democratic process that was
likely to be dominated by organised supplier interests. The Ordo
Manifestodecried therdativismaof the Historic School, which knew no
ultimate values and objectives, and the fatalism of the socidistsin the
face of what they saw as deterministic laws of historic evolution.

The Freiburgers thus set out to develop a concept of what the
modern state must do to maintain freedom and prosperity in the face
of powerful vested interests. Theirs was a program 'to return law and
economicsto their proper place. . .[basedon! . . . rational thought. . .
Only the inwardly weak man sees reason as a threat, becomes
uncertain and divided within himsdf because of it and, out o fear of
the sober world of established facts and reason, rushes headlong into
the intoxication o irrational, into feverish ecstasy' (Ordo Manifesto, in
Peacock & Willgerodt, 1989a:22-3). In short, they chose to confront
the problems of the time with an economic rationalism based on a
commitment to freedom. Eucken in 1948 went so far as to postulate
that ‘economic policy ought to bring about the free, natural order that
God hasintended' (peacock & Willgerodt, 1989a:34). He approved of
Kant's statement that only free people could develop proper morality.
The three founding fathersof the Freiburg School strove for freedom
constrained by the rule of law so as to protect the individual against
arbitrary actions of others. At the same time, they favoured the
freedom of competition to promote prosperity (Eucken, 1952:360).

The ordo liberals understood that the various components of the
economic system are closely interdependent. Interventions in one
market tend to detract from the functioning of many other marketsand
activities, denying to many who are not directly affected by the
intervention the realisation of their aspirationsin indirect ways. Thisis



why burgeoning ad hocinterventionleads to agradual decay in overall
efficiency and economic growth. Therefore, the 'treatment of all
practical politico-legal and politico-economic questions must be keyed
to theidea of the economic constitution' (Ordo Manifesto, in Peacock
& Willgerodt, 1989a:23). By thisthey meant a reliable set of unwritten
and written rules to ensure that competing decision-makersareable to
decide freely, sdlf-reliantly, and without specific government interfer-
ence. They developed acohesive vision of a stable framework of rules
for the competitivegame and pleaded for agovernment strong enough
to prevent the anarchy of political power-play among well-connected
interest groups. If government failed to defend the rules of the
competitive game and got caught up in interventionist favouritism,
then economic freedom and prosperity, and ultimately democracy
itself, would be destroyed. The object |esson of the self-destruction of
the Weimar democracy was thus the motivation and the starting point
for the Freiburg analysis.

From the beginning, the Freiburg School explicitly addressed the
permanent tension between the individual and the state. Differing
from those whom they sometimes labelled 'Manchester liberals, who
ignored the state as far as possible and at best saw it as an enemy of
individual freedom, the Freiburgers tackled head-on the question of
what constitutes good government. They explicitly asked how the
government could defend thecommon, long-terminterest in economic
and social freedom within an industrial society with vested interests.?

3. Interestingly, the ordo libera conclusions about good government were
the direct opposite of the answersthat the Australian consensusfound in
response to the same question in the late 19th and early 20th century.
Whereasthe Freiburgersstressed violationsof freedom and the power-play
of interest groupsas the causes o socid and economicfailurein Germany,
the Great Australian consensus from the Deakin era onwards had seen
interest group palitics and interference with individua freedoms as the
solution: selectiveimmigration, all-round protection, and ,redistribution
through the arbitration system and the welfare state became the centra
pillars o governance (Kdly, 1992:1-12). Not the law, not ordering
principlesand salf-motivated competitionfrom below, but legidation and
congructivist designsimposed from above were seen as the solution for
socid problems. The Audtradian solutionwas not the pursuit of happiness
by sdlf-relianced free citizenswithin the rule of law, but collective action
to serveindividuals who were demanding state hand-outs and protection.
Only from the late 1970s onwards has the Australian consensus begun to
crumble, and insgghtssimilar to those of the Freiburgersin thewake of the
Weimar fiasco have begun to spread.
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The members of the Freiburg School and many other German
liberals had great reservationsfrom the outset about the collectivism of
Nationa Socidism. Some of them were involved with the resistance
movement that was planninga new system of government after the (lost)
war (known as the Erwin-von-Beckerath Circle). Much of this work,
donein secret, wasessential inlaying theintellectual foundationsfor the
re-emergence of a liberal civil society in Germany after the war.

TheCongitutivePrinciples of alLiberal Orde

Theanaytical approach and the central themesdf ordo liberalismwere
inspired by the deplorable performance of economic policy during the
inter-war period. The school based its viewson the lessons of history
rather than abstract modelling. The sub-title to Chapter 3 of the
German original of Eucken's Foundations(1940:69) characterisestheir
approach to scientificanalysis. 'Not Distancing Oneself from Redlity,
but Penetrating it’. With thisin mind, the neo-liberalsformulated a new
position on the rel ationship between history and socia theory in order
to create the intellectual foundations for limiting economic and
political power and for defending a free society against privilege.
Indeed, they considered this the essential task of government.

Eucken espoused an evolutionary view of social history. He
therefore studied not only the rules that facilitate a rise in living
standards (evolution within a given system of rules), but also other
systems of rules and their effect on living standards (comparative
systems). Yet Eucken was adamant that a body of precise economic
theory was needed to analyse the issue. In asserting this, he was
opposed to the German Historical School which had, for al practical
purposes, decided against theory by postulating what was logically
impossible, namely, that a perfect and complete description of
history had to be completed before any theory could be formulated.
The Historical School had asserted that, so far, economic theory had
been of no use to the formulation of policy and that government
intervention was needed to solve social problems. Eucken, in
contrast, was intensely interested in a style of government that
preserves freedom.

Eucken did not subscribe to economic theory as a pursuit for its
own sake. He and other members in the Freiburg tradition did not
engage in model building based on elegant but unrealisticassumptions
and would not consider economic theory in isolation from the wider
concerns of society. Eucken shared Lord Robbinss view that 'in the
excitement of perfecting our instruments of analysis, we have tended



to neglect a study of the framework which they assume' (cited
approvingly in Eucken, 1948/65:197).4
Euclten started his analysis with the following considerations:

If wewerelooking down on the world and itsamazing swarm
of human beings, on the variety of employments, the different
patterns of related activities, and on the streams of goods, the
first question we would ask is ‘'what is the order or system
underlying al this? ... Does one central authority direct
everyday life, or do countless single individuals make their
own decisions?If many individual economic unitsthought they
make their plans independently, [but] are dependent on and
exchange with one another . . ., then the question arises as to
theform of thesystem of exchange relationships. What are the
rules of the game?(Eucken, 1992:80-1)

Euclten stipulated the following key ‘constitutive principles (or
fundamental institutions) that have to be ensured to obtain a well-
functioning market economy:

privateproperty;

e freedom of contract;
* liabilityfor one's commitments and actions;
open markets (freedom of entry and exit);
«  monetary stability,i.e. the provision of inflation-free money; and
¢ steadinessof economicpolicy.

Thefirst three principlesare close to what the political economists of
the Scottish Enlightenment, from David Hume to Adam Smith,
considered to be the basic institutions of a competitive capitalist
economy. Theclassical political economists understood that private
property al one can create the necessary incentivesfor innovation and
risk taking, aswell asfor securing theindividual liberty of 'citizens of
property'. They also knew that free contracts were at the very basis
of the market system of voluntary exchange and cooperation which
guarantees the best development and utilisation of knowledge, and

4. Eucken drew heavily on philosophers like Edmund Husserl, when he
developed hismethod o ‘isolating abstraction' (1992:107) or as'abstraction
o sgnificant salient features (1992:332n). He contrasted this to 'general-
ising abstraction' that seeks to identify what is common to many phenom-
ena. Instead, he sought to learn the important lessons from a limited
number o case studies, drawing on a priori inductive reasoning.
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that liability (as represented by, for example, the common law of tort)
was an essential ingredient of a market system that ordered indi-
vidual actions. Eucken added further principles because a modern
democracy, with concentrated industrial and labour interests and
much greater government influence than had been imagined at the
dawn of the industrial age, needed better defences of the market
system if it was to function properly. Eucken's additions were no
doubt inspired by the poor economic record and the interest-group
politics of the 1920s, with runaway inflation at the beginning of the
decade and opportunistic interventionism and lobbying throughout
the Weimar Republic. Thishad eroded the proper functioning of the
market system and impeded the spontaneous coordination of inde-
pendent decisions of countless individuals. The result was a feeling
of widespread failure and, eventually, the loss of freedom and peace
under the National Socialist regime.

In stipulating the principle of open markets, Euclten made it clear
that competition is a public good that the government must defend.
The prohibition against closing-off markets serves as the control
mechanism which prevents the institution of private property from
leading to economic and social abuse. To him, ‘'the social question’
(concerns with welfare and poverty) and popular dissatisfactionwith
the market economy were the results of insufficient competition,
reflecting the failure of the government to set and preserve the
framework of a truly competitive order, for examplewhen it tolerated
cartels. Eucken also argued that price-level stability was afundamental
ingredient of a market order because it alone permits rational eco-
nomic decisions by individual market participantswho are guided by
relative price changes;, these price signals would be distorted or
disguised by inflation. Eucken also espoused steadiness of economic
policy on the grounds that the frequent changes of discretionary policy
confound individuals expectations and their plans, preventing them
from realising their goals.>

These fundamental constitutive principles should be assured by
government in what Eucken called 'order policy' ( Ordnungspolitik). In
many ways, Euclten anticipated the discovery by socia historian
Douglass North that such ingtitutional arrangements are essential for

5. The ordo liberd catdlogue d inditutions d a free market economy wes
taken up by the Audrdian Codlition parties in thair Fightback! program in
1992 which was amed a tackling low economic dynamiam and interest-
group dominance in economic policy not dissmilar to the Wamar
Republic's decline (Liberal/National Parties, 1991:26-9).
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modern capitalism and sustained economic growth, and that the state
enjoys important economies of scalein protecting institutions such as
private property (North & Thomas, 1973). Eucken concluded that,
once these constitutional principles were assured, the government
should leave competitive market processes aone: not the untram-
melled laissez fatre o anarcho-capitalism, but laissez faire within a
legal framework.

Eucken's conclusions about the basic design of economic policy
were shared by his co-founders. As early as 1933, Grossmann-Doerth
drew attention to what he called the 'self-created law o the business
community' who had developed their own rules and regulations that
were ratified by the legidative and regulatory process and tended to
undermine the competitiveorder. Bohmdrew on hisexperiencein the
German Cartd Officeto castigate private attempts to close off markets
by theformationof cartels. He opposed the then widely held view that
cartelshad to be tolerated under the general freedom of contract. He
pointed out that cartelstotaly violated the freedom of third partiesto
compete. And, like Eucken, he deplored the fact that private closure
of markets often received public support through regulation. In many
respects, Bohm and Eucken anticipated Mancur Olson (1982) and
some of the contributions of the public-choice school.

A central tenet of the ordoliberal school wasthat competition must
be recognised asa constitutive element of the economic system, which
needs protection, nurture and support by the law. The ordo liberas
saw government as the provider and enforcer of such law. Their
experience would have led them to withhold endorsement for more
recent tendenciesfor private provision of thelaw (Benson, 1990). The
Freiburg School advocated strong but limited government: strong
enough to hold out against monopolies and pressure groups, yet
limited by the rule of thelaw (Rechisstaat). The German neo-liberals
pointed out that, to give legal statusto the freedom to compete, it was
necessary to think in terms of economic systems and of shaping
economic systems by legal means. This could not be done within a
'value-free' system of purely positive economics. It was necessary to
stipulate a basic value, namely, freedom. Bohm developed the
concept of an economic constitutionon that basis. He recognised that,
in view of the fundamental conflict between freedom and power, the
rules governing private autonomy in a market system and those
securing thecontrol of its use through competition must be considered
as mutually complementary. Bohm dwelt on the structural smilarity
between his concept of an economic constitution and the political
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constitution of a free society in dealing with autonomy and power.
Under a political constitution it is of course necessary to grant
autonomy to thosewho makethelaws. But since legidativeautonomy
tends to provide opportunities to abuse power, a long tradition, from
L ockeand Montesquieu onwards, el aborated a sophisticated combina-
tion of constitutional checks and balances to prevent, or at least
constrain, this abuse.

The Achievements of Ordo Liberaliam

The basic philosophy o ordo liberalismrenders it much more akin to
classical political economy, which was committed to values like
freedom and their institutional support, than to 20th-century main-
stream Anglo-American economics, which concentrates on purely
positive economics and is devoid of institutions (Hutchison,
1979:433). In thissense, Robbins's comparison of classical political
economy with modern economic theorising also applies to the ordo
liberal school: "Their conception of the System of Economic Freedom
was surely a conception of something more rough and ready,
something much more dynamic and real than these exquisite labora-
tory models (1952/61:16). Speculation about institutions must
involve value judgments, because institutions are never value-free.
The ordo libera position thus reflects a pragmatic interest in eco-
nomic policy and makes an explicit choice against interventionism
and collectivism by advocating an institutional framework conducive
to freedom and prosperity.

This policy orientation is well documented by the policy advice
from Freiburg after the Second World War. Eucken and Bohm served
as advisersfirst to the Western military governments and thereafter to
Ludwig Erhard, who began his career as the head of the Economic
Administration Office of the British and American occupation zones.
Later they were appointed to the Advisory Board of the Federal
Republic's Minigry o Economics when it was founded in 1948,
Eucken became the leading intellectua figure in the pro-market
majority of the Advisory Board (Giersch, 1988:8). That magjority
espoused the optimistic view that reformswould lead to a much more
efficient economy and a 'productivity breakout', a stance that Erhard
shared and helped to trandate into reality. Bohm became a member
of federal parliament and was able to exert great influence on
Germany's anti-trust | egislation, creating a pro-competitivetrade prac-
tices authority (the Cartel Office), which interest groups have not yet
been able to capture. Thissuccessis due partly to the independence
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of the German Cartd Office and its commitment to the basic principle
of free competition, and partly to the relative openness of the German
economy to international competition. In any event, the formative
period of post-war West Germany bears the strong imprint of the
Freiburg School. But since the mid-1960s that influence has waned.

Apart from this practical influence, hindsight reveals at least five
major analytical achievements of the school.

Firgt, it formulated a well founded, institutionally-based criticism
of collectivisteconomic planning. Thiswasdoneindependently of the
Austrian School, in the 1930s and 1940s, when most mainstream
economists still considered central planning theoretically feasible.

Second, the School demonstrated the importance of institutions to
the functioning of a market system. Thiswas in complete contrast to
conventional economicsat thetime, whichwasblind to theimportance
of institutions. Post-war mai nstreamtheoristshad almost nothing to say
about public versus private property or microeconomic reform to
enhance the efficiency of the market system. On the contrary, they
often saw economic coordination by bureaucratic planning as inher-
ently superior to the competitivechaos of the market place. The ordo
liberals argued in favour of legidlation that sets the rules for private
competition; but, unlike contemporary, evolutionary constitutional
economics, they did not analyse mattersin terms of a choice among
differing sets of rules or the evolution of rules.

Third, the school, with its fundamental commitment to freedom,
had fewer problems in accepting and elaborating on the inevitable
normative nature of institutionsthan more recent approaches.

Fourth, the school was highly sceptical of the possibility of
directing market processes. It certainly took Anglo-Saxon mainstream
economics much longer to recognise the limitations of 'rational
intervention' at both the micro- and the macro-level.

Finaly, great emphasis was placed on the interdependence
between the various sub-systemsof the social order that must be kept
in mind when structuring and adapting social institutions. The
conviction that civil and economic freedoms are interdependent, for
example, played a big role during the heated public discussion on the
future palitical and economic order of Germany during the first years
after thewar. Bohm then denied vehemently that it would be possible
to combine a constitutionfor a democratic government under the rule
of law with socialist central planning (Bohm, 1950/80). This was one
application of Eucken's important proposition that there is an 'inter-
dependence of orders.
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The contributions of the Freiburg School do not form one
consistent, unchangeabl e doctrine (a concept alien to the liberal spirit
of the Freiburgers). One can say that they form part of thelong liberal
tradition. They focused more on institutions and the law than did the
classical liberal writers, and they differ in some respects from modern
Anglo-Saxon liberalism. They certainly had more faith in what good,
lawful government and competent civil servants can achievefor afree
society than, say, economists like Friedrich von Hayek or Milton
Friedman, let alone contemporary public-choice anaysts. Their,
grictly limited, faith in the possibility of good government prompted
them to think more clearly, more pragmatically and more carefully
about thedesign of constitutional and legal arrangementsthat makefor
good government. In a world in which much imperfect — even
outright bad — government existsand from which government will not
disappear, the ordo liberal tradition may serve as an inspiration to
reform government. At the very least, the German neo-liberals did
much to demonstrate how institutions determine human behaviour
and that social reform has to begin by recasting ingtitutions and
confining the sphere of collectivecontrol. One lesson certainly is that
market reforms which are not bound by the right ingtitutions can be
undone quickly again (as has been happening to the Reagan and
Thatcher reforms).

Subsequent Developments

Although the academicand palitical dominance of the Freiburg School

faded somewhat after Eucken'sdeath and with the gradual adoption of

Anglo-American theoretical economicsin Germany, the tradition lives
on. It survives in the disciplines of law and economics at different
locationsand with the same commitment to individuality which, from
the beginning, prevented the emergence o a narrow and monolithic
doctrine.

The outstanding example of a scholar who continued the ordo
liberal tradition with stimulating new challenges was undoubtedly
Friedrich A. von Hayek. The continuity stands out clearly when one
reads Bohm's'Rule of Law in aMarket Economy' (1966/89a) alongside
Hayek's 'Rechtsordnung und Handelsordnung' ('Order of Lawv and
Order of Actions) (1967b). The latter marks the beginning of an
intellectual devel opment for Hayek, in which he deepened theanalysis
of the relationship between the market system as a spontaneous order
and its congtitutive system of rules, including private law. Hayek's
analysis culminated in his trilogy Law, Legidation and Liberty, which



clearly reveals a 'Freiburg inspiration' to those familiar with earlier
Freiburg writings on law and the market economy.

Hayek contributed stimulating innovativeinsightsfrom his basisof
Austrian subjectivism and his emphasis on the knowledge problem:
the insight that limitations of specific, productive knowledge are at
the base of economic scarcity. Eucken had distanced himself from
the Historical School by adopting, at least to some extent, neo-
classical economics and, with it, rationalist elements; but Hayek
broke with the neo-classical approach and found new theoretical
insightsinto the use of knowledge by competitors and the evolution
of appropriate institutions.

Hayek’s theory of competition as a 'discovery procedure' has its
theoretical and constitutional equivalent in a competition policy that
is based on the fundamental concept of the ‘freedom to compete'.
Hayek inspired competition policies that favour discovery and
innovation and that differ from the well-known 'structure-conduct-
performance paradigm’ of the Harvard School. In this, Hayek came
fairly close to the views of Eucken and his disciples, but he also
broke with the neo-classical orientation of anti-trust policy towards
efficiency, stressing that competition was important not only for a
dynamic economy but aso for individual freedom.

In jurisprudence, the continuity and further development of ordo
liberalism is now closely linked with the name of Ernst-Joachim
M estmacker, the most distinguished disciple of Bohm in both consti-
tutional and anti-trust law (e.g. Mestrnacker, 1973/74 and 1980).

Seen from a different angle, the German ordo liberals drew
attention to the 'soft, cultural technology' (the institutions, the
rules, the individual attitudes) that society has to develop and
nurture in the interest of freedom and prosperity. The moral and
institutional foundations of prosperity may be less obvious than
the 'hardware of development’, like capital goods and natural
resources, but they are more important for economic growth.
Institutions help to reduce the costs of exchange and innovation,
and profoundly affect the gains from specialisation that can be
realised in any particular society. Where uncertainty is great,
reflecting alack of trust between potential business partners, there
will be little credit and many potentially wealth-creating transac-
tionsaresimply not made. In an erawhen prosperity increasingly
dependson thegrowingdivision of labour, services, fast-changing
products, innovation and quick responses to market opportunities,
the institutional foundations are becoming ever more important.
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Thisiswhy the basic Freiburg message holds great relevance now.
The German neo-liberals came close to fleshing out what Milton
Friedman later stipulated as the role of government:

A government which maintained law and order, defined
property rights, served as a means whereby we could
modify property rights and other rules of the economic
game, adjudicated disputes about the interpretation of the
rules, enforced contracts, promoted competition, provided
a monetary framework, engaged in activities to counter
technical monopolies and to overcome neighbourhood
effects widely regarded as sufficiently important to justify
government intervention, and which supplemented private
charity and the privatefamily in protecting theirresponsible,
whether madman or child — such a government would
clearly have important functions to perform. The consistent
liberal is not an anarchist. (Friedman, 1962:34)

III. THE WELFARE STATE AND A LIBERAL ORDER

One policy issue to which different ordo liberals have given different
answers istheextent to which thestate should providefor the welfare
of thosewho gain littlefrom competition. Thisrevolvesaround what
has been caled in Germany 'the social question’.® Eucken's Frg
reaction was to say that the social question had changed dramatically
when compared with the early industrialisation of the 19th century.
As aready mentioned, he diagnosed an unsatisfactory distribution of
income as the consequence of insufficient competition and mono-
polies, which confer income advantages on some and deprive
others of opportunity. He maintained that case-by-case remedies
for social ills were counterproductive and that 'people in depend-
ency or need have a right to demand an order {that] enables them to
live a humane life' (Eucken, 1952:314-15, our translation). He saw
that redistributional policy interferes with the ordering principles of

6. The notion o the 'socid question’ creates a much doser link between
individua wefare and the wage, with state provison d income a much
more subsidiary concern than in the Anglo-Saxon tradition where thetem
‘welfare state' often implies that governments have the responsibility for
individua welfare. In Garmany, the role d the market and d economic
development is taken to be central to the materid welfare o the family.
After Bismarck'swefare reforms, the state was dways seen, much more
than in Anglo-Saxon countries, only as a'provider d lagt resort'.



free-market competition, which requires responsibility for oneself
and liability for one's actions. A basic concept of ordo liberalismis,
after all, that economic policy must stick to the rules of competition
in the interest of favourable outcomes for society as a whole,
irrespective of the consequences for specific groups, persons or
projects.

Nevertheless, Eucken recognised socia policy as a secondary
‘regulatory principl€e, on thegroundsthat gross social imbalanceswere
prejudicial to the smooth working of the market economy. He
supported measures to protect workers and saw the task of unionsto
ensure workers' living standards and material security. But he kept
coming back to the importance of a well-functioningmarket economy
if individuals were to be protected from poverty and provided with
material security. 'Everything depends on whether the thinking in
terms of an order, the concept of afree order, isincorporated also into
social attitudes. If the relevant decision makers strive simultaneously
for order and liberty, then it is possible to build afree, ordered society
which fulfils the great European intellectua tradition, the principle of
a humane society' (1952:323—4, our translation). Eucken of course
recognised that the market process leads to unequal outcomes that
have to be generally accepted. His concern with the 'social question’
focused mainly on the eradication of absolute poverty as opposed to
correcting income inequalities. Thisiswhy he stressed open compe-
tition asa means of speeding up growth and spreading opportunity to
those at the bottom of the income range.

Some writers close to the Freiburg School early on attacked the
penchant of the post-war German political system for redistribution.
Thus, Wilhelm Répke warned as early as 1950 that income redistri-
bution and subsidies had gone too far. He warned of the powerful
populist pressures that entrench the growth of transfer payments
and spoke of the 'transfer state' long before public-choice theory
discovered this phenomenon as a systematic weakness of the
present form of unconstrained democracy (for his arguments, in
English, see Ropke, 1948, 1960).

Other writers, who were on the whole close to the ideas of the
Freiburg School, thought that a modern capitalist, democratic society
had to engage in a degree o redistribution. Thus, Alfred Miiller-
Armack, who was influential as the long-term top civil servant in the
Economics Ministry, coined the notion of the'social market economy’
and argued for public welfare provison. As the West German
economy emerged from the immediate post-war period and welfare
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pressure groups formed again, the inconsistency between free com-
petition and redistribution became apparent and the borderline
between ordo-liberal theory and 'social-market' practice was shifted
away from reliance on genuine market allocation. The commitment
to redistribution thus gradually undid the heritage of ordo liberalism
and contributed to the gradual reemergence of a regulatory-
corporatist culture (Bernholz, 1979; Giersch et al., 1992).

Many German liberal writers have warned that the commitment
to public welfare is the undoing of the market economy which the
ordo liberals had envisaged, and that the gradual slide from the
‘economic miracle' into 'Euro-sclerosis istied to that change. Thus,
Walter Hamm, a co-editor of the Ordo Y earbook, wrote a much-
cited article in 1981 warning that the welfare state had reached its
limit (translated in Peacock & Willgerodt, 1989a:171-94). He demon-
strated that ‘'measures that are intended to be socially beneficial . . .
have anti-social consequences' (p.171). And hereturned to Eucken's
original position when he showed that the failure of the government
to stick to the principles of ‘order policy' was often the very cause of
welfare dependency. The need for welfare transfers isincreased, for
example, when the government causes inflation, when it encourages
a'risk-avoidanceand claims mentality’, regulates prices, raises unem-
ployment by labour-market regulations or pursues egalitarian poli-
ciesthat destroy incentives towork and save. Hamm saw very clearly
what Eucken had predicted, namely, that the welfare state gradually
inculcates behaviour patterns that erode continued prosperity and
freedom. Only areturn to thefundamental principlesof an economic
order can remedy the consequences of that.

In the spirit and the tradition of ordo liberalism, Walter Hamm
called for a reorientation of policy from the widespread notion that
'social well-being can originate only from the state’ (p.189). He
suggested that an end has to be put to the continuing advance of the
welfare state by a number of measures:

s explain to the electorate that individual freedom (and freedom
from bureaucratic surveillance) isnot feasible once all-embracing
state 'care’ has become the norm;

¢« mobilise popular unease with the burden of comprehensive
redistribution policies in order to induce politicians to resist the
lobbying of redistributional interest groups, and raise public
awareness of the long-run effects of social-welfare programs;

* reform the tax system, especially marginal income taxes, to
enhance the will to work;



¢ remove the incentives against job creation from wage and tax
policy and make taxation neutral in its impact on different
categories of labour;

= move welfare provision from the central government to loca
governments or community groups, while retaining compul sory
insurance against major risks to individual welfare (e.g. accidents,
or health);

® ensure that privileged groups of employees who hold critical
positions (e.g. pilots) are not allowed to enter into contracts that
burden particular firms with high labour costs, since this might
cause unemployment for many others;

e attack egalitarianwages policiesby unions on thegrounds that this
destroys the jobs of many low-productivity workers, and

e return to the basic principles of ordo policy, namely, to adhere to
themaxim of ‘'No FavoursAll Round' and thefight againstinflation.

Iv. ECONOMIC ORDER AND OPENNESS

The original Freiburg School developed its basic position between
the 1930s and the 1950s, at a time when national economic systems
were relatively closed: spatially closed towards the competitive
influences of international trade and movements of capital, skilled
people and enterprises, and technically closed towards new products
and processes due to relatively slow innovation. This induced the
Freiburgers to seek strong support for proper competitiveness from
the government and legislation. It has been pointed out that
nowadays, in a system that is open to international competition and
innovation, a strong government is no longer al that necessary to
ensure a proper competitive order (Giersch, 1988:5). Worldwide
competition and innovation are now breaking monopolies, thus
reducing the need for strong government such as the Freiburg School
had advocated.

Thereis certainly some compelling truth in thisargument. Open-
ness has to be considered crucia for a well-functioning market
economy. In any case, the 'constitutive principle’ of open markets
(freedom of entry and exit) in the ordo liberal catalogue includes the
obligation of the government to keep markets open to international
competitors and to innovators. More important, the growing interna-
tionalisation of national economies and more rapid technical change
are now giving the economic order a new role:
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with growingglobalisation,ascapital, high technical and entrepre-
neurial skills and technology are increasingly mobile between
countries, the attainment of international competitivenessis the
task of those production factors that cannot move easily across
borders — such as labour and government administrations
(Kasper, 1992b). In their own self-interest, governments have to
attract and retain mobile production factors by enabling these to
earn competitive rates of return within their jurisdiction. Thisis
now leading increasingly to international administrative 'systems
competition' in which the regulatory-legal system of government
and taxation play afocal role. In other words, globalisation now
creates new demands for a competition-friendly economic order.

In aworld of fast technical innovation, in which fixed costs and
risks are frequently high and firms are under pressure to recoup
innovation costsquickly by marketinga new product immediately
on aglobal scale, there isa high premium on policy settings that
provide clear, transparent rules. Technical and industrial change
can be managed better by businessand othersif they can operate
within afirm, reliableorder. Thelikelihood of innovation, and of
commercia successwith innovation, grestly dependson aframe-
work of formal and informal rulesand market-friendly institutions.

Wethereforemust conclude that, far from having becomelessrel evant,
the ordo liberal approach now deserves heightened attention. In the
dynamic modern world economy, extrapolation from the past is less
reliable. Decision-makers in business therefore have to depend more
heavily for their success on a general, ssimple and stable order.
Reliable, expedient ruleswith low compliance costscan gresatly cut the
costs o doing businessand o innovating. Ingtitutiona innovation is
therefore becoming a powerful new tool of international competition.
And institutional reform has to begin with the realisation that govern-
ments must transform themselves from rulers exercising power into
support organisations servicing competing market activities (Kasper,
1992b).

Policy makers should al so redlise that business competitorsrequire
a consistent set of compatible sub-orders. Reforms are hindered by
inherent contradictions between areas that are regulated and areas that
are open to competition. Thusit is necessary to deregulate all product
and factor markets, since partial deregulation leads to distortive price
signals and misdllocationsof effort. Eucken's insight into the interde-
pendence of sub-orders makes for comprehensive reform. Anything
short o this hinders competition in an open world.
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V. ORDER AND ECONOMIC REFORM

The ordoliberd call in post-war Germany for concentrating the limited
capabilitiesof government on the essentialsand for abandoning the
diversions of specific ad hoc interventions ensured the success of
transforming the dirigiste policy of the Third Reich and the post-war
military administration. By malting order the central concern of
economic policy, German reformers ensured that the task remained
manageable and that the millionsof private decision-makerswere able
to understand the new rules. They soon acted self-reliantly and gave
up pleadingfor special favours. Thislessondf history seemsimportant
at a time when reforms of the economic system are a widespread
phenomenon in East and West.

The notion of afundamental order, the violationd which erodes
the benefits of competitivecapitalism, needsto berevived especiallyin
societies where the ingtitutional foundations of capitalism have been
taken for granted. All too often, deficiencies in the underlying socio-
economic order have been allowed to evolve. All too often, the
deleteriousand cumulativeside effectsof activist politicking have been
ignored. This has led to the market economy yielding unsatisfactory
resultsin terms of growth and equity. The reaction of the democratic
system has dl too often been to intervene and patch up the failures
with moreinterventions. Thus, long-lasting inflation, aviolation of one
of Eucken’s fundamental principles, has created an unintended and
undesirabl e redistributionof incomesand wealth, and thewelfarestate
has intervened to remedy the consequences. But such interventions
further undermined the inherent capability of the market economy to
perform in socialy desired ways. Only a return to fundamental
principlesand control of the interventionisturge can avert the cumu-
lative dlide into a 'mixed economy' that fails to perform satisfactorily
and that ultimately leads to a widespread unease not only with the
capitaist system, but with democracy. The repair of the capitalist
market economy therefore seems urgent.

As aready mentioned, the urgency is now enhanced by the
growing international mobility of certain production factors, like
financial, physical and knowledge capital, enterprise and entire firms.,
These production factors are increasingly shopping around for the
S0oci 0-economic system that ensures the best rates of return and lowest
risks. The government has a central role in shaping the competitive
conditions that attract or repel mobile production factors. We are
therefore moving into an epoch of ‘international systems competition’,
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when market-friendly orders will attract productivity-enhancing,
mobile capital and skills as never before and when interventionist
regimeswill lose out, until they, too, learn to evolve appropriate rules
to succeed in the competitive game (Kasper, 1992b).

If the now widespread unease with government, markets and
businessisto beaddressed, it seems necessary to begin by proclaiming
the rules of the fundamental order. The capitalist system should be
repaired, not by a tacit, pragmatic drift into a reformed economic
system, but by starting with a clear strategic proclamation of the basic
principles. In old, decaying capitalist market systems, the principles
may be taken for granted and their central importance to the function-
ing of the market economy may therefore be almost forgotten. In
formerly socialist or corporatist systems, the essential foundations of
competitive capitalism may be unknown and may therefore be unwit-
tingly violated, as societies struggle to build a capitalist system.

Therefore, a programmatic affirmation of the institutional princi-
ples can greatly ease the costs of transition to a new set of the basic
rules. During the process of microeconomic reform and the transfor-
mation of the economic system, the devel opment and propagation of
a simple, consistent, market-friendly economic order can fulfil the
following important functions:

* It can help to dert dl participants in the economy that the
underlying rules and incentives have been decaying at great cost
tosociety. Thismay have comeabout gradual lyand imperceptibly
inthefacedf prevalentstatism, pressure-grouplobbying, and rent-
seeking at the expense of the common good. Starting from basic
principles, then, has the advantage of mobilising the will of all
involved toface up to the costsof reform. The principlesembody
avision of society for which one can gain electoral support, which
would not be forthcoming for the technicalitiesof reform.

e Spelling out of the basic principlesof acompetitiveorder canserve
to educate the many participantsin politics and the bureaucracy
about the need to conduct market-friendly reforms despite possi-
ble short-run pain. Focusing on the principles of aliberal order
can avoid cogtly inconsistencies, accidents and reversals in the
reform process. All participantsin policy malting can beforced to
concentrate on the essentials of a well-functioning market
economy.

e A commitment to simple, clear rules will help to coordinate
the various levels of government, including State and local
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governments, which have the capacity to frustrate federal
policies to enhance competitiveness. The framework of a
competitive society should explicitly encourage State and local
administrations to compete with each other for productive
resources. Inthisway all involved learn to act in competition-
friendly ways.

Inconsistencies between different parts of the government are
always confusing and may destroy productivity. A commitment to
a simple framework of basic rules will avoid malcoordination
between the various arms of government and will ensure that the
varioussub-ordersconcerning different markets remain consistent
and mutually supportive.7

Governmentsareasoliableto inconsistenciesover time. That often
imposes heavy costs on private decision-makers who trusted the
word of officias in malting their own long-term plans. A clearly
spelled-out catalogue of the '‘Basic Commandments of Market-
Friendly Principles forces ministers and bureaucrats to resist the
ever-present temptations of ad-hocery and steers them away from
the notion that politics is inevitably no more than the ‘art of the
possible.

When the underlying economic system is being transformed by
pragmatic piecemeal microeconomic reform, the danger exists of
leads and lags between the many private decision makers who
have to adjust to the new rules. Asalready mentioned, |eads and
lagsinlearning about theindividual consequences of anew policy
game-plan can be costly to economic growth. In this respect, too,
an explicit commitment to an economic order can serve an
essential coordinating function and thus reduce the costs of
transformation.

When liberalisation and globalisation after a long era of inward-
looking policy lead to exposure to international competition (asis
the case in Australiain the 1990s), it may be possible to use an

7.

For example, a reform dtrategy, like that o New Zealand in the 1980s,
which deregulated product and capital markets and &t the same time re-
regulated labour markets, violated abasic principled ordoliberalism. Nat
surprisingly, it led to codtly accidents. The same dangersloom if specific
markets are exempted from the rules & comptition, be it agricultureor
motor cars, or when grict political control is combined with economic
freedom, asin China. Inconsstencies arelikely to hinder the effectiveness
of the system and may sooner or later endanger the reform process.
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explicit, positive statement of the basic rules also as a signalling
device on theinternational scene. Theworld may then learn faster
about the intended change. This is likely to strengthen investor
confidence at home and abroad and will thus assist in the early
success of the reforms.

In the 1990s, reformers will need to proceed with a coherent strategy.
They will not be able to implement reforms piecemeal, that is, only
as and when it is pragmatically and tactically feasible. Reform is
much easier if the reformers commit themselves from the beginning
to an explicit strategic vision of where the reforms are ultimately
headed. Then, the inevitable tactical mishaps and political debates
about details are less likely to cast doubt on the overall strategy of
transforming the system.

VI. CONCLUSION

When a competition-friendly order has been implemented, sight
must never belost of the main purpose of ‘order policy', namely, to
ensure that enterprise is directed away from seeking a return on its
assets by securing politically sanctioned rents and privileges. The
overriding goal is to steer al producers into sustained, though
possibly uncomfortable, creative unease, which forces them to
compete and defend their market positions by process and product
innovation, cutting costs and creating new market niches.

A liberal socio-economic order has of course benefits that go far
beyond material prosperity. By giving scope to self-reliance and
enhancing the conditions for individual success, reforms can inspire
optimism and, as the ordo liberals pointed out time and again, they
certainly hold out the promise of freedom, Only when people have a
good chance df realising their self-chosen purposes will they support
the system of democratic government and competitive capitalism.
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Lessons from the Freiburg School

The Institutional Foundations
‘ of Freedom and Prosperity
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West Germany’s post-war economic success was based on the ideas of
the ‘Freiburg School’, a group of liberal economists, lawyers, and social
philosophers centred at Freiburg University. The failure of the Weimar
Republic and the rise of National Socialism convinced them that majority
rule and reliance on a benign ‘spontaneous’ order alone would not
guarantee a durable free order. They argued that the state, through the
law, should maintain and defend basic institutions such as property
rights, free competition, stable moneyand individual responsibility. The
Freiburg School put more faith than British, American and Australian
liberals in constitutional law to safeguard basic freedoms and in well-
designed government institutions to create a durable framework for a
free and prospering society. .

Although the influence of the Freiburg School waned after the mid-
1960s, Germany still has some resilient institutions based on Freiburg
liberalism. The durability and effectiveness of any future reform in
Australia and New Zealand would benefit from acquaintance with
Freiburg ideas.
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