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Monetary Reform and Economic Recovery
of Postwar Germany - 1945-55

By Richard A. Banyai

I. INTRODUCTION

The revival of West Germany has been one of the
spectacular performances of the postwar scene.

In the span of 10 years, 1945-1955, a defeated and
prostrate country has produced one of the strongest and
soundest economies in Europe. This has been accom-
plished in part through German hard work and effective
American aid. but other countries have also worked hard
and received aid with far less spectacular results. What
has made the difference? I believe that we have here
a case of free-market economy operating successfully
with a limited number of strategically set controls and
greatly helped by political and economic events outside
its borders, and a well-managed currency system which
has held up quite well in the past 16 years. Germany
has done the right things and has had good luck to do
them at the right time.

In this paper, the monetary importance of the recovery
will be stressed. I believe that it was the 1948 monetary
reform that brought Germany (West) back to life. It
must be remembered that the monetary system is the
life blood of a modern industrialized nation. Germany's
bloodstream was diseased and diluted after the war. This
can be mainly attributed to the heavy deficit financing
of the Third Reich (1933-45), which pumped billions
of Reichsmarks into the economy, especially in the early
1940s due to the war effort. After the war economic
activity in Germany came to a halt. Over large areas,
production and distribution all but ceased. The only
economic magnitude that did not drop below past norms
was the inflated volume of money. The exact total for
the three Western zones will probably never be known;
it must. however, have been well above the 118.7 billion
Reichsmark registered by private holders during the
currency reform of 1948 (currency and all types of

deposits An amazing "fact" was brought to my atten-
tion: After the reform one-tenth (approximately) of
the earlier amount proved sufficient to conduct a larger
volume of business at higher prices. On the other hand,
when we consider the Soviet Zone of Germany, which
is of no significance in this paper, the magnitude of
the money supply was somewhere in the vicinity of 450
to 500 billion Reichsmarks. Assuming Germany after
the war was not divided as it was at the time, we can
indeed imagine the monetary reform of 1948 would
have been more stringent in its application due to the
enormous volume of money which had to be absorbed.
However, the main concern of this paper is with Western
Germany.

Though the German experience is historically unique,
it nevertheless carries some broader lessons. If the
stock of conservative monetary and fiscal policies has
risen in the world, it is in part due to the German
example. Countries seeking rapid development of their
economies are likely to be interested in the German
policies. Whoever believes that a free economy can
produce such development will find the German experi-
ence heartening. Insofar as the past can supply clues
to the future. Germany's postwar history may throw
light upon questions such as those posed by the country's
rearming, by pressure for reunification, and by the
struggle over Germany between East and West.

Tourist-eye observers of Germany's performance some-
times stress some one factor as the cause of revival.
Hard work, the tax system, labor discipline. and the
Marshall aid are among the things most frequently
singled out for this distinction. Each such observation
points to an important element, but all "single-cause"
explanations are doomed to inadequacy by the obvious
multiplicity of causal factors. Of course there is bound
to be disagreement as to the relative importance of these
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factors. The fact is that many things had to come to-
gether to make Germany's spectacular revival possible.
This brings to mind the many different theories of the
trade cycle (business cycle). There have been many
theorists in the past who have formulated theories on
what specific thing causes the trade cycle but most of
these conjectures prove inadequate because there are
many causal factors acting together, some more strongly
than others, which cause trade cycles.

Below is a quotation by Dr. Ludwig Erhard, former
German Economics Minister and now head of the West
German nation :

"All my economic policy measures are based on the
criterion of how, human beings will react to them, and
what the consequences of any changes in economic cir-
cumstances would be for them.

"Since all the successes which have been achieved as a
result of my economic policy can be traced back to the
activities of those actively taking part, I do not believe
that the idea of a "German miracle" should be allowed to
establish itself. What has taken place in Germany during
the post-war years is anything but a miracle. It is the
result of the honest efforts of a whole people who, in
keeping with the principles of liberty, were given the
opportunity of using personal initiative and human energy.
If this German example has any value beyond the
frontiers of the country it can only be that of proving
to the world at large the blessings of both personal and
economic freedom." 1

Therefore, I believe it is important to stress the mone-
tary phase of the recovery as the main panacea of West
Germany's economic recovery. It is realized that there
were other factors of importance, but it is strongly be-
lieved that the monetary and fiscal policies of the West
German government had the strongest bearing on the
recovery.

II. THE "GERMAN MIRACLE"

Nineteen years ago Germany was a defeated and
broken country ruined beyond resurrection in our time.
Today the West German economy is among the healthiest
in Europe. Though the scars of wartime bombing are
still visible in some cities, the standard of living is well
above pre-war. A rapid expansion of production and
exports continues unabated since 1948. Unemployment,
which was for some years the darkest spot in the picture,
had been reduced to a tolerable level in 1955. In fact
today (1964) Germany is enjoying full employment and
must even import laborers from Italy and France to
work in her factories. One good example is the Volks-
Wagen Auto plant at Wolfsburg. Here the labor force
is composed not only of Germans but also Italians. Ger-
many's currency reserves are quite large with approxi-
mately $6 billion in gold. Her public finances, with
their succession of surpluses in the face of tax reductions,
are the envy of Europe.

Germany has confounded not only the prophets but
to some extent also the economists. Had a poll been
taken shortly after the war it is fair to bet that a con-
siderable majority of economists would have regarded

the maintenance of fairly tight controls as advisable.
But as soon as the Germans regained some measure of
influence over their affairs they threw off a large part of
the existing controls. They chose instead to rely upon
tight money and balanced budgets as the means to keep
the currency sound, prices stable, and the economy in
order. They reduced the role of government and gave
private business the scope and incentives to do most of
the work of reconstruction. These "orthodox" policies
did not go all the way to a laissez-faire paradise—far
from it. A substantial amount of government interven-
tion remained. But measured against the contemporary
climate of opinion, and compared with what most other
European countries were doing, they were orthodox
enough to be strikingly novel.

The term "German miracle" is regarded with disfavor
in Germany, and rightly so, as it seems to imply that
the revival was a phenomenon surpassing all under-
standing. But it would be equally wrong to see in the
revival nothing more than the inevitable result of the
famous German "trichtigkeit," their ability to get things
done. A great many circumstances and events beyond
German control helped, and the respective roles played
by good management and good luck are not easy to
unravel. Besides dichtigkeit there was foreign aid, the
Korea boom, and a host of other factors. That all these
things came together at the right time and place in con-
junction with the currency reform is the real German
miracle.

III. MONETARY AND FISCAL POLICY

With the end of the war organized economic activity
in Germany came to a halt. Over large areas produc-
tion and distribution all but ceased. There was no rail-
way transportation. In many localities there was no
electric power, no gas, no water. There was no telephone
and no mail.

The only economic magnitude that did not drop below
past norms was the volume of money. The inflationary
war finance of the Nazis had pushed the money supply
to dizzy heights, and at these it remained up to the
currency reform. To be approximate, there were 118.7
billion Reichsmarks registered by private individuals
during the currency reform.

The disproportion between the supply of money and
amount of goods available was so immense that one
should have expected large-scale black markets to develop
immediately. It was a source of surprise to the allies
that such did not happen. The fact that black markets
were held in check for a while may be attributed to the
extraordinary rigid pattern of prices and wages with
which Germany had lived for a decade and the most
effective control system of the Nazis that the allies had to
take over as they found it. For a while most goods con-
tinued to move through legal channels, although in very
inadequate volume.

Gradually, however, nature began to take its course.
A growing volume of goods found its way into the gray
and black markets. It became increasingly difficult to
do business and even merely to exist strictly within the
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limits of the law. Firms which had been selling all their
output through legal channels could not replace their
stocks of raw materials nor hold their labor.

Businessmen engaged in uneconomic pursuits. Firms
which dealt in less convenient lines would try to shift
part of their output so as to have something with which
to barter. If that was not possible they would trade part
of their output against consumer goods or give their
workers coal as a modicum of wage. An even more
extensive and complicated system of barter had to be
carried on to secure raw materials, spare parts, and
fuel. Only a part, eventually perhaps no more than half
of total output, continued to be sold subject to official
controls at legal prices.

These conditions finally led to an almost complete
repudiation of the currency. In legal transactions money
was of secondary importance compared to the ration
coupons that went with it. In gray or black dealings,
where fears of currency reform and of the tax collector
made large money hoards especially unwanted, barter
was the prime form of operation. The general goal of
business was to buy as much and sell as little as possible,
to build up physical assets in plant, equipment and in-
ventory, and to preserve substance by not selling against
the paper money. As a matter of fact the cigarette be-
came standard money over large sectors of the economy,
both as a means of payment and as a measure of value. 2

In the monetary and fiscal fields the outstanding
measure was a very stiff income-tax law passed by the
Control Council early in 1946. The law's aim was to
prevent inflationary deficits in state budgets and to re-
duce substantially the monetary overhang. In outward
appearance this was probably the fiercest piece of income
taxation ever inflicted on a Western country. It reached
incredible levels, such as 50% at the 2,400 Mark level
and 70% at the 13,200 Mark level. In reality the burden
was not as extreme as it had seemed at the time; com-
pared to black market prices the income tax was still
cheap. The tax, nevertheless, achieved the minor task
of balancing budgets in a ruined economy.

Monetary policy in the ordinary sense was out of the
question as long as the economy remained in its inflated
state. A complete currency reform was clearly required,
both as a first step toward revival of monetary policy
and, more importantly, as an essential condition of more
rapid economic recovery. Plans for a reform had been
worked out by a group of American economists as early
as the spring of 1946 (referred to in the press as the
Dodge-Calm-Goldsmith plan). Under the Potsdam
Agreement the reform would have had to be carried
through equally in all four occupied zones. Prolonged
negotiations with the Russians, however, led nowhere.
That the Western Allies preferred to let two years slowly
drag by rather than to proceed unilaterally attests to their
realization that the splitting of the currency also meant
the final splitting of Germany. When the currency re-
form was put through in June 1948, these unhappy
expectations were fully realized, and the introduction of
the new currency in West Berlin touched off the block-
ade of the city. The Soviet-sponsored reform about the

same time in East Germany was quite similar to the pro-
gram conducted in the Western zones. One difference,
however, was that savings deposits were converted at
different rates: one-to-one for the first 100 Marks, five-
to-one for the next 900, and ten-to-one for all in excess
of 1,000 Marks.

THE CURRENCY REFORM—JUNE 20, 1948

The main features of the currency reform proper were:
(1) the contraction of the money supply and and (2) the
reorganization of the public and private debt structure.
The currency reform was accompanied by a tax reform
and by a progressive removal of price and rationing
controls. An equalization scheme for war damages was
to have been a sequel to the reform but did not material-
ize until four years later in 1952.

The contraction of the money supply was the most
conspicuous element of the reform. All currency and
bank deposits owned by individuals and firms had to be
registered. They were to be converted into the new
Deutsche Mark at a rate of 10:1, in other words scaled
down to 10% of the original amount. Of this 10%
one-half was placed at the owner's immediate disposal;
i.e., as quickly as the necessary computations could be
ground out and checked by the income-tax office. The
other half was again split, one-fifth (equal to 1% of the
original amount) being made freely available later, while
one-tenth was set aside for investment purposes in a
blocked account. The other seven-tenths were canceled
when it became clear that release would endanger the
success of the reform. The net effect of all these per-
centages was a conversion rate of 100:6.5 (with some
qualifications for smaller amounts). This severe scaling
down applied to savings deposits as well as demand
deposits and time deposits, a fact that became a source
of much bitterness and social distress.

At this point it would be proper to insert an excerpt
from a speech given over the German radio on June 21,
1948, by Ludwig Erhard:

"After several days of mental and spiritual anxiety we
have relapsed into the routine of everyday life. Today
the German people went to work calmly and quietly, and
I believe that most of them must have felt a sense of
relief when it dawned on them that the dreadful threat
of mass hysteria had gone and with it the shocking
financial swindle of a price-frozen inflation. Only now
that this fever has passed do we fully realize how close
we came to the edge of the abyss and how urgent it had
become to introduce our new currency and so return to
the path of honesty and sincerity."

This statement is most significant when one realizes
that the German nation less than three decades earlier
experienced one of the worst hyper-inflations of the early
twentieth century.

Simultaneously with the currency reform new personal
and business tax rates were introduced. They reduced
sharply the rates imposed by the allies in 1946, but not
as sharply as the German administration had wished.
As a compromise the occupation authorities agreed to a
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series of concessions that exempted from taxation income
saved and invested. These concessions, which in effect
eased mainly the burden on the upper brackets and
favored independent businessmen, later played an un-
expectedly important part in financing the recovery. The
initial deficit produced by these tax cuts proved to be
temporary, owing to the rapid rise of national income.

This very thing can be seen now in this country if one
studies the United States Treasury revenue reports. Since
the tax cut in the first quarter of this year (1964), it
is reported that the revenue to a degree is at a surplus.
The tax cut acts as an incentive for one to invest or
spend more of his idle funds, thus helping to stimulate
the economic situation to some extent.

Finally, later on a series of decontrol measures was
introduced following the currency reform. They centered
on the prices of the manufactured consumer goods. Some
foodstuffs were likewise freed, but most basic foods,
rents, and materials remained under control for some
time.

In regard to the German currency reform, whether the
impression was favorable or unfavorable, it was a tre-
mendous success. No other financial operation in Ger-
man history has had such an immediate and profound
impact. The various observers, both left and right wing,
had agreed that it transformed the German scene from
one day to the next. On June 21, 1948, commodities
once again reappeared in the stores, money resumed its
normal function once again as the modicum of exchange,
the variety of gray and black markets took a minor role
in the economy, foraging trips to the country ceased, the
productivity of the labour supply increased, and output
once again took off on its great upward climb.

The spirit of the country changed overnight. The
gray, hungry, dead-looking figures wandering about the
streets and countryside in their everlasting search for
food came to life as, pocketing their alloted 40 DM, they
went on a first spending spree. The overriding fact was
the great success of the currency reform in getting the
German economy back into operation.

The counterpart of the toughness of the reform was
the aid it gave to the active forces of the economy. It
raised production incentives by keeping down the burden
of carrying the unproductive part of the population—
pensioners, owners of savings, old people, people unable
to fend for themselves. By wiping slates clean it favored
entrepreneurs, businessmen and debtors at the expense
of fixed-income receivers and creditors. 3 It was neces-
sary that. in putting the monetary system in the best
possible shape for recovery, it made few concessions
to social equity.

After the reform was put into effect it did experience
a renewed threat of inflation due to the demand for
credit by business and the conversion of old balances, not
to mention the second allotment of 60 DM per capita
as specified by the currency reform. This all led to
renewed inflationary pressures. However, it still stands
that the reform was a success and that the post-reform
inflation expended itself to a degree by December of

1948. Of course there were four main factors which
contributed to the tapering off of the post-reform infla-
tion. These were: (1) the expanding gap between prices
and the consumer's purchasing power created by rela-
tive wage stability; (2) the diminishing supply of con-
verted balances; (3) budget surpluses resulting from
increased revenues due to the increased national income;
and (41 the decrease in demand for German export
goods.

If one were to analyse the German business cycle trend
they would discover the ups and downs of the economy
after the 1948 currency reform and would note that the
fluctuations very much took care of themselves in the
atmosphere of relatively conservative monetary and fiscal
policy. By that I mean that the German economy took
care of itself without extreme plans of deficit financing
or public works projects. This once again can be
attributed to the careful way in which the currency was
managed and the internal and external factors which
smoothed out the fluctuations; i.e., the four above listed
factors which contained the inflation (post-reform), the
influx of refugee labor, the Korean war boom and its
impact upon exports from Germany.

IV. THE ROLE OF THE CENTRAL BANK

Germany's recovery from the ruins of World War II
to its present position as the most prosperous country in
Europe has been the subject of a great deal of study and
discussion. Evidence shows, however, that it was the
establishment of the Bank Deutscher Laender (1948),
the West German central bank. which was most influential
in Germany's take-off into prosperity.

An authority on the question, Professor Henry C.
Wallich of Yale University, made a new contribution
with a study that credits the Bank Deutscher Laender
with a crucial role in the revival of the German economy.
In coming to this conclusion. Wallich implies that Ger-
many's orthodox monetary policy, carried out by a
central bank independent of government, should serve
as an example to other nations. In stating this he is
bolstering the position of the United States Federal
Reserve System (U. S. Central Bank), which has also
favored independence and orthodoxy. This is most
significant. In many nations today, especially the Latin
American nations, the central bank and the government
are integrated. This has led to intense inflationary
policies by these governments. Where there is separa-
tion of the two, central bank and government, intense
inflationary policy is not noted. By intense it will suffice
to define it as a galloping type of inflation. That is, an
inflationary policy whereby the price level rises approxi-
mately 50% per year, more or less.

In the summer of 1957, the Bank Deutscher Laender
became the Deutsche Bundes Bank under a new law that
aimed at clarifying the relationship between the govern-
ment and the bank. Under the law the bank remains
independent in carrying out its functions. but the govern-
ment cannot take part in discussions of the bank's
policies. The bank is supposed to "support the general
economic policy" of the government as long as it is corn-



WHOLE NO. 1 3
	 Paper Money 	 PAGE 11

patible with its own policy. Just what happens if there
is a conflict is not spelled out. However, it can be
assumed that the bank and government officials would
discuss the situation and perhaps arrive at a compromise.

Wallich makes clear that Germany possessed a number
of other advantages that aided recovery—the influx of
cheap refugee labor from Eastern Germany, the lack of
a heavy rearmanent burden, the cooperative attitude of
labor which was most beneficial especially when as a
whole labor controlled wage demands during the early
years of the revival. In addition. Germany received big
doses of foreign aid. and her people showed a "willing-
ness" to "work hard in order to make good war losses."

Wallich states that these advantages would have been
dissipated if the government and the central bank had
not followed "deliberate policies" aimed at assuring both
recovery and monetary stability. The government man-
aged to achieve budgetary surpluses that helped to spur
investment.

Wallich reports that 42.2% of total investment came
from business itself, 21.8% from consumer savings and
35.9% from government. Only 29.2% of surplus govern-
ment funds went into government investment; the re-
maining 70.8% was diverted into business investment
and housing.

But it was the central bank's policies that created the
environment for expansion. Although it was independent
of the government, it shared the same aims: to raise
output of the domestic economy and to stimulate inter-
national trade. From the beginning the bank took
an orthodox view. It did not follow the easy money
policies of other European countries, which pumped
credit into the economy to spur investment and produc-
tion and used import controls and export subsidies to
keep international payments in balance. Instead the
German bank deliberately aimed at maintaining a stable
currency and freeing trade from controls.

The bank's decision was motivated, in part, by Ger-
many's earlier ruinous inflations. It felt that stable
currency would be the key to reviving exports. 4

The following are quotations by Dr. Herman Abs,
Managing director of the Deutsche Bank. The excerpts
were taken from the report, Economic Growth—Balance
of Payments, a publication issued in the Fall of 1962 by
the American Bankers Association at their 88th annual
convention:

"In my humble opinion there is no economic growth
without securing stability at the same time, by which I
mean monetary stability.

"The fresh upsurge in growth rates can only be expected
when the German cost and price levels are stabilized and
again come in line with productivity, and our competitive
power regains strength. At the same, industrial capacities
will have to be increased. At what time and to what
extent the Common Market will play a more decisive
role in boosting economic growth remains to be seen.

"In any event, if measures to maintain monetary, price,
and budgetary stability fail and savings are not kept in

line with investment requirements, the equilibrium of
the economy as a whole under the present circumstances.
of over-employment (1962-63) will be jeopardized. The
foregoing shows on the other hand that deficit spending,
if applied during the period of 1950 to 1960, would have
prevented the German economy to grow as it did grow.

"1 therefore, as a concluding remark would like to add
that monetary stability is one of the pre-conditions to
prepare measures for economic growth to the best of the
national and international economy. -5

The intensity of German monetary experience has
produced not opinions but convictions. Principles rule
and are easily dented by short-run expediency. There
has been little inclination to sacrifice the long-run to
the short, or to buy an increase in the production index
with a rise in the price index. This, of course, is in
reference to the financing techniques of central banks
and governments whereby the supposed panacea for
unemployment and an increase in economic activity is
to pump money into the economy via deficits. In in-
stances this is the same as printing paper money to pay
for the goods and services of the economy, thus tending
toward inflation, as the extra currency competes in the
market against the already existing stocks of money.
It would not be so bad if taxes were increased for
such endeavors. This would somewhat alleviate the infla-
tionary tendency due to consumer and business expecta-
tions about the economy and the added increase of the
money supply. Nevertheless, in some cases it would
probably be best for governments to abstain from inter-
ference with the market economy and let business take
care of itself. This is the case of Germany. Anyway,
the currency has not been treated as though it were
capable of taking indefinite punishment; stable money,
like democracy, has been accorded its price of eternal
vigilance. Putting currency stability ahead of full
employment has sometimes been regarded as a harsh
policy. It is harsh in the sense that all German policy
since the war has been harsh. Germany has experienced
a great deal of suffering. The policy makers have been
willing to accept hardships for the sake of long-run
progress. The harshness has been softened, however, by
the broad social security system and by the effort to in-
ject an element of social consciousness into the market
economy—the Soziale Marktwirtschaft to which we now
turn.

V. THE FREE MARKET POLICY

It is indeed not easy to classify the order that arose
in West Germany. Neither a truly free nor a planned
economy, officially and rather ambiguously termed a
"social market economy," it was more like the "welfare
state" of American definition. It attempted to preserve
the free market place for production and distribution of
goods and services, while at the same time it controlled
the distribution of income and wealth, chiefly by means
of taxation. But in reality, West Germany was less of
a welfare state than a relief state.

The free market was re-established in June, 1948, in a
West Germnay disorganized and disintegrated, resem-
bling somewhat the economic ways prevalent under
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Nazism. The chaos of the Nazi "planned economy,"
whose dictatorial controls, autocratic interferences, blue-
prints, red tape, and rationing had reached their heights
during the war, had strangled all normal commerce.
After Germany's surrender, with currency and production
totally disrupted, many controls of the wartime economy
were retained, which only made the chaos worse. 6

The controls were only in part fashioned by the
occupying powers. To a large extent it had been neces-
sary to take over those previously existing in order to
cope with the immensity of the job. Only at the be-
ginning of 1948 was some order brought into the situa-
tion by means of a unifying ordinance which, however,
left the old underlying legislation temporarily in force.

No major changes in the controls system were practi-
cable prior to the currency reform. A removal of price
ceilings would no doubt have brought the German
economy back to life rapidly. Of course prices would
have spiraled upward many times, the black markets and
most illicit trade deals would have disappeared, and the
economy would have begun to operate again. However,
the drawback to this is that there would have been the
danger of a continuing inflationary spiral which would
have more than likely dragged the economy once again
into sluggishness, as had been the case almost a quarter
of a century earlier when the great German hyper-infla-
tion of the early 1920's brought the German nation to
its knees.

Nevertheless, with the currency reform the controls
were lifted. The lifting of controls was a bold step but
not a blind one. It was limited to sectors of the economy
where incentives were likely to have greatest effect, where
stability of prices could do relatively little damage, and
where controls would have been hardest to administrate.
It centered, therefore, upon manufactured consumer
goods. Clothing and shoes, though they remained
rationed, were freed from price control, and the ration-
ing was random. Most other manufactured goods of
daily use were completely free. Wages were freed three
months after the currency reform. Subject to continued
control were most basic foodstuffs and agricultural prod-
ucts; basic materials like iron, steel, coal, and oil and
some nonferrous metals; utilities and transportation,
rents and many services.

For the businessman the free market policy has intensi-
fied both rewards and penalties. He has been up against
fluctuating markets in which he could use his ingenuity
to make large profits, but also stood to lose by wrong
decisions. In a tightly controlled economy both oppor-
tunity and risk would have been smaller. The increase
in competition, which has been the corollary of the free
market policy, has put pressure upon the businessman
to improve his performance.

For the consumer the free market policy has meant
the ability to buy freely, without coupons or shortages.
He has been rationed only by his purse, and this has been
a strong incentive to bestir himself to earn more money.
Opportunities have not been lacking, unemployment not-
withstanding overtime, double jobs, and work by several
members of the family. In this way, despite high prices

and low wages, the average German has been able to
feed himself fairly well, restock his wardrobe, refurnish
a home, and replace some of the other personal effects
that he had bartered away during the bad years when
a typewriter went for five or ten pounds of butter.

EFFECTS OF TIGHT MONETARY AND FISCAL POLICIES

The tight monetary and fiscal policies served to main-
tain the incentives created by the free market policy and
added some new ones. Had money been made easy, the
ensuing inflationary climate would probably have spelled
the end of free markets. The tight money policies made
possible ever-widening decontrol.

They intensified competition and pushed the economy
increasingly towards a buyer's market. That is a market
in which prices are relatively low and the consumer is at
an advantage. They created penalties for insufficient
effort: failure for the businessman and unemployment
for the worker. Neither threat was very imminent—as
witness the relative scarcity of bankruptcies—but a mild
sort of pressure undoubtedly existed that would not have
been felt in an economy with excess liquidity.

The prevailing monetary and fiscal climate also pro-
vided strong incentives to seek export business. It was
not easy for German firms to get back into world markets.
Many of them would have much preferred to do their
business at home had they encountered sufficiently recep-
tive conditions there. The trend towards buyers' markets
forced them outside. That is, they sought foreign
markets for their products. Other markets which de-
manded their products and paid higher prices for them
were needed and found. The Korean war boom provided
a foreign market for German export goods, and Ger-
many's export trade zoomed upward. Disregarding the
fluctuations, Germany's foreign trade has been on the
uptrend since 1948.

Finally, tight money provided the essential incentive
for a revival of consumer saving: confidence in the cur-
rency. Without this the numerous tax concessions
offered to savers would not have been nearly so effective.

The stimulation of effort through tax incentives has
been accomplished in two ways. First, it has resulted
from the basic structure of taxation, in which turnover
and sales taxes play an important role (in 1950-51 they
accounted for 47% of total revenue, as against 25%
in the U. S. A.). As a result income-tax progression,
although it has been sharp, has not had to be quite so
pronounced as would have been necessary if an effort
had been made to relieve the lower-income groups of a
larger part of the burden. The presence of a strong
non-progressive, even regressive, component in the tax
structure thus has served to reduce a disincentive.

Second, there have been tax concessions which have
the effect of reducing marginal taxation and, usually, of
stimulating saving and investment. Many of them
originated in a difference of opinion between the Ger-
mans and the Allies as to the appropriate level of income
taxation. The German side maintained, when the 1948
tax law was being discussed, that the rate cuts proposed
by the Allies were not sufficient to provide adequate
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incentives. The Allies refused to accept lower rates but
agreed to a series of provisions, some already included
in earlier legislation, giving relief in the form of special
concessions for income saved and invested.'

The tax obstacles to longer hours on the part of labor,
so familiar in postwar experience elsewhere, were largely
removed through virtual exemption from income tax of
overtime earnings.

The socially-conscious free market economy has per-
haps not been altogether free nor especially outstanding
for its social consciousness. Its chief characteristic, one
might say, is the scope and incentive it has given to
individual initiative. But, such as it is, it has done a
great job.

The free market economy proved to a world in which
only a minority of disinterested observers had any real
faith in a system based on individual initiative that the
system still works. And certainly this is the more im-
pressive because it was supplied by a country that has
had a rich experience of the opposite type of economy.

But in a broader sense the Soziale Markwirtschaft
produced great social results. By rapidly lifting total
income, however ill-distributed, it eventually raised every-
body's income. This was what had been intended when
private enterprise was given a free hand. It worked,
even though under the protests of those who looked
more at the distribution than at the rapidly rising total.
A few years' per capita gain at an annual rate of 3%
to 5% are worth more to lower income groups than the
redistribution of a stagnant total within the narrow
range that is open to such maneuvers. Through the
rapidity of its advance the Soziale Markwirtschaft has
largely fulfilled its promise.

VI. LABOR'S PERFORMANCE
Almost immediately after the currency reform, the re-

covery that some, notably foreign, observers chose to
call a "miracle" developed. This miracle consisted pri-
marily in the fact that a very hard-working people, given
a sound currency, the tools to produce, and help from
abroad, could in free competition overcome chaos.

In the first years of West Germany's economic re-
covery, organized labor abstained—with minor local and
regional exceptions—from strikes for higher wages and
better hours by which they might temporarily have
succeeded in getting a bigger slice from the small cake.
To some degree this was because poverty extended to the
union treasuries, where the accumulated reserves were
still too low because of the war to sustain strike struggles.
But in the main, the unions preferred not in any way
to hinder the first stages of economic recovery with its
upward trend, from which in the long run they would
profit. Rather they pressed their claims to more per-
manent power for themselves in the councils of economic
leadership, which would later enable them permanently
and peacefully to have a larger share of the social product
and a higher status in society.°

Perhaps the most frequently heard explanation of the
German miracle is the German capacity for hard work.

No one who has observed German workers going about
their jobs can deny that they work hard and long, if
perhaps not very fast or imaginatively. It is somewhat
surprising, therefore, to find that by their own high
standards they seem to have worked less hard during the
postwar period than before the war. The 1938 figure
of 49.7 hours per week was not reached again until
November of 1953. Compared with the rest of Europe,
German hours are long but not exceptionally so. In
1952 they averaged 3.3 hours above France and 1.8
hours above Great Britain, were almost even with
Switzerland, and 1 hour below the Netherlands. It must
be noted, however, that the high proportion of women at
work has pulled the average down somewhat for
Germany.

Neither can substantial evidence be found to show that
the intensity of work has increased. While there is no
accurate way of measuring this, productivity can be used
as a rough indicator so long as the chief determinant
of productivity, the volume and quality of equipment,
does not change. Owing to war damage, productivity
after the war was low. By 1950-51, however, this
damage had very largely been repaired, and in many
instances improved equipment had been installed. An
increase in work intensity over prewar should therefore
have shown up in a higher productivity index. In fact,
the 1936 level of productivity was not significantly
bettered until after 1951. To illustrate, taking 1936 as
our base year:

1936=100
All industries: Output per man hour worked
1949= 82.3
1950= 92.8
1951=102.6
1952=107.5

Quite possibly part of the failure to make a better
showing must be charged to the greater proportion of
old workers and women in the labor force as well as to
the neglect of adequate training, but this can hardly
alter the general conclusion.

Germany's high ratio of economically active women
provides at best a presumption of an exceptionally strong
willingness to work. As a matter of fact the upsurge in
the past 15 years in the number of working women in
Germany has added to the prosperity. In this way a
family has two incomes and can afford the added
amenities of life, etc.

Looking back upon the years since the currency re-
form, German labor can point with a good deal of satis-
faction to a rapid and substantial increase in nominal
and real wages. Between June 1948 and June 1954,
real weekly earnings advanced approximately 90%.
Compared with prewar (1938), labor earnings had im-
proved by over 27%. Nevertheless, in contemplating its
position at any one moment during that period, labor
had an uneasy feeling that it was getting a rather small
share of the expanding pie. Business was making large
profits, and from time to time labor made moderately
successful efforts to cut in on these. But for a variety
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of reasons these forays remained within rather narrow
limits of restraint and caution.

For the economy as a whole, labor's muted and un-
aggressive policy has been an inestimable advantage. It
has, in the first place, made a major contribution to
the new stability of the new currency. That is, they held
off major strikes for sizeable increases in wages which
would have in all probability prompted the businessman
to raise the prices of his various goods and services, thus
tending toward inflation. One may even say that at one
critical juncture when the success of the currency reform
and of the free market policy hung in the balance, the day
was won largely due to labor's restraint. If in the late fall
of 1948 labor had made a determined effort to keep
wages abreast of rising prices, both probably would
have spiraled upward. The Erhard policy might have
had to be abandoned, and the currency reform would
have been a dubious success at best. But though labor
protested bitterly and staged a one-day token strike, it
allowed itself to be satisfied with a (not unsubstantial)
raise of 15% in the face of a rise of about 25% in the
cost of living index. This forbearance was admittedly
made easier by the fact that despite the price movement
the post-currency-reform economy was an enormous im-
provement over what had gone before. It was further
facilitated by the fact that the price rise centered on a
limited range of goods, mainly clothing, shoes, and some
foodstuffs, while many other items in the consumer's
market basket were kept down by some form of control.

Labor's restraint has helped to make and keep exports
competitive. It is true that German wages have risen
much more since 1948 than those of comparable Euro-
pean countries. But they started at a low level, and
productivity has increased considerably.

The final and probably most decisive contribution.
however, has been the financing of the investment boom.
By allowing wages to lag behind profits. labor made it
possible for business to engage in large-scale self-financ-
ing. The inequality of the income distribution. favoring
the higher incomes where proportionately more savings
accrue, was the essential condition of the high rate of
investment. 10

VII. CONCLUSION

In retrospect it is noted that the currency reform of
June 1948 was the pivot around which Germany's eco-
nomic revival and present prosperity has revolved. It is
indeed important for a nation to have a healthy monetary
system so that trade and progress can proceed smoothly
w ith minor fluctuations. In this respect there is evi-
dence available to show that the supply of money and
the utilization of credit expansion and contraction are
fundamental factors in business fluctuations.

Germany has demonstrated clearly since 1948 that a
r ation which controls its money supply and/or adjusts
productivity to the level of liquidity in the economy
should have little fear of violent fluctuations in the busi-
ness cycle, generally speaking.

For added relevant interest I have included sources in
the bibliography which deal with monetary influences

on the business cycle. There has been a wealth of in-
formation written on Germany since World War II and
all the sources are excellent. For further study by
interested individuals I have included in the bibliography
several sources other than the ones used in assembling
this paper.

It is hoped, therefore, that the reader of this paper
will have a better understanding of the important factors
that combined to produce the so-called "German Mira-
cle." As can be noted I have emphasized four major
factors I believe to be important above all. Even though
there were other elements of importance I have empha-
sized what I believe to be the most important, these are:
The Monetary and Fiscal Policy, The Role of the Central
Bank, The Free Market Policy, and Labor's Performance.

To ask ourselves how the world would look today if
the East-West split had not occurred is almost like
wondering what would have happened if Eve had never
eaten the apple. As for Germany the guess is relatively
easy: The Allies would still be sitting on top of a united
Germany, holding her down politically and economically.

Aside from the East-West split. two gifts of history
to the German revival deserve to be recorded: Germany's
remarkable political stability since the war, and the fact
that this stability meant government by the conservatives
instead of by the socialists. Stability of government,
in the hands of the conservative coalition led by Dr.
Adenauer's Christian Democrats, is traceable mainly to
popular satisfaction with the past Adenauer-Erhard
policies. However, in the fall of 1963. Dr. Adenauer
stepped down from his position as the head of a pros-
pering West Germany and his colleague Dr. Ludwig
Erhard has taken over as the head of Western Germany.
It can be safely assumed that the Bonn government
headed by Dr. Erhard will keep up its economic policies,
and that as long as Germany is in the experienced hands
of the Erhard regime she will continue her travels on the
road of economic well being.

VIII. BIBLIOGRAPHY AND FOOTNOTES

The Mainsprings of the German Revival
By Henry C. Wallich, Yale University Press, 1955

The Two Germanies
By Grant S. McClellan (edited by) H. W. Wilson Co., New

York, 1959

The Return of Germany
By Norbert Muhlen, Regnery Co., Chicago, 1953

Economic Growth—Balance of Payments
Pamphlet by the American Bankers Association, Fall 1962,

Article by Herman Abs (Managing director-Deutsche
Bank)

The Washington World
Weekly paper. Article "Why Germany Prospers" by Dr.

Erhard, July 10, 1962

The following footnotes denote paragraphs based upon
material extracted from the following sources. However,
before I list them I would like to state that Professor Wallich's
book was most helpful in the organization of this paper. His
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original work is a great reference and a deep study of the
mainsprings of the German economic recovery. Lucidly writ-
ten and scholarly, this work is recommended to anyone who
wishes to further delve into post-war Germany's economic
situation up to 1955.

Footnotes 2, 3, 7, 8, and 10 were paragraphs based upon the
analyses on pages 63-65, 66-69, 71-72, 120-122, 126-129,
147-152, and 288-290, and 297-300 respectively from
Wall ich's work.

Footnotes 6 and 9 were paragraphs based upon the information
on pages 250-251, 251 and 257 respectively from Muhlen's
work.

Footnote I denotes the segment of the article extracted from
the Wcshington World publication of July 10, 1962. (pp.
22)

Footnote 4 is the paragraph based upon information obtained
from page 55 of McClellan's work.

Footnote 5 denotes the section of the article by Herman Abs
on pages 16-20 of the A. B. A.'s publication Economic
Growth-Balance of Payments

Following are other works which may be of interest to the
individual who wishes to study further the aspects of postwar
German economics.

Democracy in Western Germany
By Richard Hiscocks, Oxford University Press, 1957

Germany and the Future of Europe
By Hans Morgenthau (edited by)

"Monetary Reform in Western Germany"
By Fred Klopstock. Journal of Political Economy, Vol. LVII,

Number 4, August 1949, pp. 277-292.

"The Postwar Reorganization of the German Banking System"
By Hans Adler, The Quarterly Journal of Economics, 1949,

pp. 322-341

"Excess Liquidity and European Monetary Reforms, 1944-
1952"

By John Gurley, The American Economic Review (circa 1953)
p. 76-100

"Monetary Policy in Continental Western Europe 1944-1952"
By Stephen F. Sherwin, University of Wiszonsin, School of

Commerce, Bureau of Business Research and Service,
Madison, 1956

As was noted in the conclusion there is listed below sources
which pertain to monetary influences and the business cycle.

"Money and Business Cycles"
By Milton Friedman & Anna Schwartz, The Review of

Economics and Statistics, Vol. XLV, Number I, part 2,
February 1963, p. 32-78.

"Monetary Growth as a Cyclical Predictor"
By Beryl W. Sprinkel, The Journal of Finance, Vol. XIV, No.

3, Sept. 1959, pp. 333-346.

"The Demand for Money: Some Theoretical and Empirical
Results"

By Milton Friedman. National Bureau of Economic Research,
Occasional Paper 68, 1959.
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