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doctrine” of Adam Smith was launched by Friedrich List, who developed his
position while observing the tariff debates in America in the 1820s. List felt
that the classical position in favor of free trade wrongly generalized to the rest
of the world what was true only for Britain. In particular, he felt that argu-
ments for free trade held true only in a world of equal trading partners. I or-
der for latecomers, or economically less advanced countries, to gain equal
footing, a period of protection was necessary. Although he was often viewed
as more of a journalist and propagandist than an analyst by later academic
writers, Lists policy analysis received a sympathetic reception from the mem-
bers of what has been called the older German historical school. The leading
lights of this group were Wilhelm Roscher, Bruno Hildebrand, and Karl
Knies. Our focus here will be on Roscher.*

In 1843, Wilhelm Roscher published a pamphlet of 150 pages entitled
Grundriss zu Vorlesungen iiber die Staatswirthschaft ach geschichtlicher Me-
thode (Outline of lectures on political economy following the historical
method). Designed to assist students with their note taking, the pamphlet
was also a programmatic statement of a new way of doing political economy
and, hence, a founding document of the historical

For Roscher, the proper aims of political economy went beyond the clas-
sical desire to reveal the causes of the wealth of nations. The enterprise should
be a larger one: to show what people have felt, thought, written about, and
attempted to accomplish in the field of political economy. To address these
broader issues, one must take into account the political, legal, social, and cul-
tural contexts in which economic institutions operate. Furthermore, one
must concentrate, not only on present institutions, but also on the evolution
of those institutions through time. If this were not enough, one must also
compare the evolution of institutions in different nations through time. Ro-
scher linked his project to that undertaken by the G"mnni
in law: “One sees that this method aims to accomplish for public economy
what the Savigny-Eichorn method did for jurisprudence. It i far from the

of Ricardo, although it does not oppose that school directly, and even
thankfully appropriates its results” (Roscher translated in Small 1924, 155).

Roscher proposed a biologically based stage theory of development. Every

nation goes through the same evolutionary pattern—youth, adulthood, and

tradition

8. Tribe (1995b) placs the work of Friedrih Listwithin the German context.For more
‘on Hildebrand, Knies, and other German historical school economists, see Betz (1988),
Hodgson (2001, chap. 1), Kobayashi (2001), and Stecisler and Miford (1995-94).
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decline—although specific nations reach different stages at different points.
‘The three most important determinants of a country’s prospects are its own
developmental position, the corresponding positions of neighboring states,
and its national character. Roscher wanted political economy to follow the
method of comparative cultural history. Only through a close study of the de-
velopmental history of a nation within the wider context of the development
ofits neighbors could one reach a proper understanding of s culiural and
tional identity. An important implication is that nations in different
stages of development require different state policies. What is appropriate for
one nation at one period is not necessarily appropriate for another or for the
same nation at another time. Roscher’s position thus provides a general

framework for making sense of Lists specific claims (Small 1924, 154 - 66; Betz
1988, 415-16).

Roscher opposed certain of the doctrines of the British classicals. T. W.
Hutchison (1953, 15) notes that he “complained that when one read some of
the followers of Adam Smith one got the impression that goods were not pro-
duced for man, but man was there for the sake of the goods.” But, as his ref-
erence to Ricardo makes plain, Roscher was not completely hosile to the
classical school. He accepted, for example, the assumption that self-interest
is a basic human instint, although he insisted that other motives also play a
role in human decisionmaking. And, although he spoke of a new method in
his 1843 outline, he did not follow that method in his most famous work, a
textbook on political economy first published in 1854 (see Roscher [1878]
1972).
of historical examples. A later pundit remarked that Roscher’s contribution
was litrle more than “historical sauce over a classical dish” (Betz 1988, 415).

strategy, rather, was to supplement classical analysis with a myriad

Carl Menger dedicated the Principles to Roscher, writing in the preface that
his book built “upon a foundation laid by previous work that was produced
almost entirely by the industry of German scholars,” and asking that
“be regarded, therefore, as a friendly greeting from a collaborator in Austria
(Menger [1950] 1976, 49). Menger also cited other German authors repeat-
edly. He clearly thought of himself, initially at least, as working fully within
the German tra

work

ion. Our review of the development of German econor
should help us realize why.

Menger’s ideas had much in common with the German economics that
preceded him. With Roscher and the other German historical economists he.
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shared the conviction that the labor theory of value was simply a British mis-
take. And, as Erich Streissler’s (1990a) research on the “proto-neoclassical”
tradition demonstrates, the German textbook lterature itself contained a
number of subjectivist ideas.* Furthermore, the means-ends framework al-
ready existed within German and Austrian cameralist thought, although it
was typically applied to state policy rather than to the economizing activity
individual (Silverman 1990). Going beyond Germany, the notion of
individuals was not without precedent; something
isted in both Enlightment and Puritan thought (Streissler 1988, 191). Nor was
Menger's the first theoretical work, for a theoretical structure clearly existed
in the writings of the later British classicals.
is not to say that Menger’s economics was wholly derivative. Both
his attempt to treat the interaction of a number of markets simultaneously
and his formulation of a vertical order of goods in which the valuation of
all goods (including factors of production) depends on the valuation of
first-order goods were new. So 100 were certain ideas that were to become
fundamental Austrian tenets: the connection between time and error; the
causal-genetic or compositive methodological approach; and the notion of
unintended consequences (Streissler 19903, 58-61).

But what was most striking in Menger was how he put things together,
how he gave a new and thoroughly systematic structure to various previously
expressed notions concerning the effects of human action. That structure
differed from those of his predecessors at crucial junctures. Whereas the
classicals dealt with the growth of output and its distribution among broad
social classes, Menger concentrated on the economizing action of indi-
viduals, action that was based on their knowledge and subjective perceptions.
The subjectivist emphasis in Menger was consistent with the already exist-
ing proto-neoclassical tradition in German social thought. But, within the
German-language traditions, his individualist starting point was more in
keeping with the Nationalokonomie linguistic turn than with the older state
policy orientation of cameralism. Finally, his efforts to provide a universal

itex-

9. Streislers listincludes the ollowing: that production costs are demand dependent;
that value is subjective in nature and dependent on human needs; that exchange takes
place when two agents value units ofa good differently; that utility diminishes a the quan-
tity ofa good increases; that a consumer does his best when the equimarginal
satsfed; and that, in any adequate theory of value, allprices should be treated within the
same supply-and-demand framework (Strcssler 19901, 41- 48).
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theoretical foundation for social science distinguished his approach from
that of historians who thought that such an approach revealed cosmopolitan
pretensions.

Because Schmoller was a fellow critic of the British classical school, his re-
view of the Principles must have come as a shock to Menger. How could
Schmoller possibly accuse him of being follower of Ricardo? Both Schmol-
ler and Menger felt that the classical theory was fundamentally flawed. For
Menger, the solution was to invent a new theory. For Schmoller, the error
was the premature use of the

Schmoller and the Younger German Historical School

1t was on the foundation of German philology and German historical sclence that
there developed the truly scientific and scholarly movement which again, and for
8004, filed the veins of the consumptive body of economics with blood and life.
—Gusta Schmoller

Gustav Schmoller was born in 1838 and grew up in the southern Catholic state
of Wiirttemberg, His father was an administrator of the royal estates an
tended that his son enter the local bureaucracy. Young Gustav accordingly
studied Kameralwissenschaft at Tubingen, taking a degree in 1861

His chances for a post were dashed the following year. Prussia had nego-
tiated a trade treaty with France that was not favored by the rulers of Wiirt-
temberg, who in such matters were usually allied with Austria. Schmoller
wrote a pamphlet defending the Prussian viewpoint. It was published anony-
mously, but he failed to keep his identity secret. Once his name got out, all
hope for a position in Wirttemberg disappeared. Schmoller spent the next
few years studying philosophy before finally obtaining a position in 1864 at
the University of Halle in eastern Germany (Balabkins 1988, chap. 1)

In Halle, Schmoller became fascinated with the career of Frederick Wil-
liam I of Prussia, the father of Frederick the Great. He examined in painstak-
ing detail the king’s administrative practices, financial policies, and legislative
initiatives. He drew some important lessons from i research. As one scholar
put it: “These studies convinced him that because Frederick, aided by a ded-
icated and incorruptible civil service, had taken the initiative in reviving the
economic and cultural life of a number of stagnant cities, in introducing leg-
islation helpful to agriculture, in imbuing the population with a sense of jus-
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tice, honor and duty and in organizing an efficient army and bureaucracy, it
had been possible for Prussia to develop into the ‘most modern and healthi-
est European state”™ (Ascher 1963, 289).

Accounting for Prussia’s metcoric rise to power soon became for Schmol-
Ter “an intellectual obsession” (Balabkins 1988, 18). In 1870, he published his
first book, a monograph of over seven hundred pages on the evolution of
small crafts in Germany. He documented how the Prussian monarchs en-
couraged the immigration of skilled craftsmen into Germany in the dismal
period following the Thirty Years’ War. Their far-sighted policies were car-
ried on by certain of their successors, garnering considerable success. For ex-
ample, in 1784, Prussia had 1 master carpenter per 417 population. Only sixty-
three years later, the ratio was 1 to 185. For Schmoller, the lesson was clear: “If
you believe that Prussian crafts could have developed more rapidly under
aissez-faire conditions, then you have no thorough knowledge either of his-
tory or of political economy and you have no solid ground to stand on”
(Schmoller translated in Balabkins 1988, 19-20).

In the early 18705, Schmoller helped organize the Verein fir Socialpolitik
(the Association of Social Economics), more of which anon. In 1872, he was
called to the newly named Kaiser Wilhelm University (formerly Strassburg
University) in the recently annexed territory of Alsace-Lorraine. There he de-
veloped his famous seminar, continued working with the Verein, and re-
viewed a book by an unknown Austrian named Carl Menger. His promi-
nence in the Verein helped lead to his appointment to a chair in Berlin in
1882, He was appointed to the Prussian State Councilin 1884 and to the Prus-
sian Upper House in 1899. Through his editorship of one of the leading eco-
nomic journals and his influence over faculty appointments, for thirty years
Schmoller had substantial control over the direction of economic study
hted in 1908, he finally stepped down from
teaching in 1912. He died 27 June 1917 at the age of seventy-nine.

Schmoller is usually known as the leader of the younger German histori-
cal school, the initial adjective suggesting both continuity and differences
his intellectual forebears. How is Schmoller to be disting
predecessors like Roscher? We are lucky because he spoke to the issue him-
self ifindirectly,in 1898. The date marked the fifieth anniversary of Roscher
having received his doctorate. In commemoration of the occasion, Schmoller
published a book on the history of the literature of the political and socialsci-
ences that he dedicated to the elder statesman of the historical school. The
book contained a collection of lierary portraits of political economists that

ed from
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Schmoller had written over the preceding twenty-five years. The central es-
say was on Roscher.”

As one might expect, Schmoller begins the essay on Roscher with some
history. In a few deft lines on the intellectual development of political econ-
omy, he positions Roscher in time. First came the mercantilsts and cameral-
ists: “The method characteristic of the economic lterature of the seventeenth
and eighteenth centuries, which preceded that of the Physiocrats, was pre-
dominantly empirical. Those purely theoretical statements which can be
found in that literature were hasty generalizations, based on crudely con-
ceived empirical facts. It practical doctrines, however, often had a truth con-
tent much more substantial than that of its rationalist successors because they
were rooted in real experience and because there was stll a direct link be-
tween life and doctrine” (Schmoller 1952, 364). Although they had occasional
insights into real economic phenomena, the mercantilists failed to develop.
any theoretical structure for the
writing under the influence of natural law doctrines, reacted against this. The
reaction was fruitful at first but gradually led the discipline farther and far-
ther away from reality. Since this constituted in his opinion a fundamental er-
or, it s worthwhile to quote Schmoller at length on the mistake:

observations. Their rationalistic successors,

Smith was a brilliant observer of the life of the human soul and of the
simple economic processes of his period. Being attached to the views of his
time concerning natural science and natural law, he drew simple conclu-
sions from the general and uniform nature of man which the eighteenth
century believed to have established. ... While he still combined em,
cism and rationalism in a superior manner, the empirical element evapo-
rated more and more in Ricardo’s work. Among the later economists the
rationalistic element s greatly exaggerated. The increase in acumen and in
wealth of speculative thought could not protect the late-comers from los-
ing more and more the ground of reality under their feet. More and more
did they turn into completely drab, abstract arm-chair scholars, interested
in divisions and definitions; into socialist visionaries; into calculating
‘mathematicians; into doctrinaire, all embracing theorists of natural law
and of Robinson-Crusoe stories. In this manner, intellectual rot was the
outcome of a rationalism entirely divorced from experience. (365)

10. Schmoller (1952) s Henry Spiegel’s slightly abridged translation of Schmoller’s 1838
essay on Roscher. Bohm-Bawerk (1890)isacriical review of the book and consitutes the
Austrian response.
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Schmoller next secks a remedy for the “rationalistic anemia” that began
afflicting economics during the late clasical period. The cure, “astrong dose
knowledge,” was provided by German philology and
science; their beneficial effects on “the consumptive body of eco-
nomics” are described in the epigraph to this section. Although others are
listed as having contributed to the rescue of economics from the rationalists,
Schmoller credits Roscher as being “the true founder of the

of German economics” (1952, 366).

Having placed Roscher in the stream of history, Schmoller turns to an as-
sessment of his contributions." Although not stingy with praise, Schmoller
also peppers his narrative with comments about Roscher’ shortcomings. If
one catalogs these,itis quickly evident that Roscher was astep (an important
one, to be sure, but stil only a step) along the way to the present, where the
real work of historical economics had finally begun. Thus, we find that Ro-
scher and other philologists “succeeded in producing a basic foundation for
cultural and economic history rather than a scientifi integration” (Schmoller
1952, 367). To Roscher’s goal of uncovering “laws of general historical devel-
opment,” Schmoller responds with the gentle admonition: “Perhaps this isan
aim t0o high for the present generation” (368). In a passage at the end of his
portrait, Schmoller presents his predecessor with the ultimate backhanded
compliment: Roscher had the good sense, after al, not to take his own stage
theory too seriously!

Clearly, not all problems are tractable with the help of Roscher’s method;
clearly, in the initial stages comparisons of the type made by him are li-
able to be based on relatively inadequate material; admittedly, the first at-
tempt often will yield no more than a scheme, a series of stages, without

1. I his eviw of Roscher’s contribution o the history of thought,Schmaller comn-
mends Rosche fordiscontinuingth practice — one begun by Smith and continucd by his
French and English devotces—of heaping scorn on the idas of the mercantls.
Schimollerexpreses incredulitythat, st a 1840, . B Sy couldget avay with th fol-
lowing condescending remark (one that, la, may sound suprisingly fmilar to modern
‘ears): “What can we gain by collecting the absurd opinions and rejected theories which de-
serve oblivion? It wonld be useess a wel 1 boring o disinter them Errors must be fo-
goten, notstudicd. The history of conomic doctrine serves ony ide curiosity” (Say
uotedin Schmolle 195, 372). Iroical,and doubiless doubly dismaying o the spiriual
e of Say i the 19305 his mame was revived by Keynes, but a Sy had done with the
mercanilsts) with the expres purpose of casigtng him s the author of an eroncous
doctrine
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complete explanation of the causal development; the notions of youth,
flowering, and decay, the analogy with individual human life slip in. But
Roscher s well aware of these imperfections. He emphasizes that every
analogy of this type is only a means to.an end—to a many-sided and more
profound explanation. (377)

In the end, Schmoller s forced to conclude that Roscher “holds the middle
ground between two scientific epochs, winding up the older period and ush-
eringin the new one” (1952, 377). Writing six years later (in 1894, the year that
Roscher died), Schmoller displays an eagerness to move on:

The earlier so-called historical school has often attempted to use the re-
sults of general history too quickly for theoretical purposes; today we re-
alize that laborious monographs in economic history constitute only the
foundation upon which it becomes possible to comprehend history from
the point of view of political economy and social policy and to put eco-
nomic theory upon an adequate empirical basis. It s precisely for this rea-
son thatit was not the general efforts of Roscher and Hildebrand in the d

rection of a historical treatment of economic problems, but the historical

‘monographs of a later period which opened a new epoch in the evolution

of economic science. (Schmoller 1946, 523)

Schmoller’s view of the distinctions between the older and the younger
historical schoolss, then, quite clear. To their credit, the founders of the older
‘school recognized the premature theoretical generalizations of the classical
economists as errors. The rationalistc, abstract, bloodless models of the En-
glish and French were founded on the mistaken Enlightenment doctrines of
naturallaw. The doctrines were not universally applicable; if they had any ap-

plication at all, it was only to a passing phase of human development within
particular societies.

But the German predecessors of Schmoller’s school had fallen into mis-
takes of their own. They failed to observe the truth contained in one of
Schmoller’s favorite phrases: “But gentlemen, it is all so infinitely compli-
cated” (“Aber, meine Herren, es ist alles so unendlich compliziert”) (Gay
[1941] 1953, 41). The lingering temptation of theory had led them to their
own brand of premature generalization. The unfortunate result was their

own inadequate stage theories of development.
The older school erred, too, in trying to study the social “organism” as a
whole. Although also ambitious, Schmoller’s goals were comparatively more
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modest: to examine specific social institutions, in all their infinite variety;
t0 observe, describe, and classify them; to identify their evolution through
time; and to lay bare their complex interrelations. This careful descriptive
work was preparatory for the ultimate task: understanding social phenomena
in all their grand complexity. But the completion of that mammoth task lay
quite some distance in the future. In the meantime, a mountain of work, re-
ring many hands, needed the attention of historians. Fortunately for sci-
ence, Schmoller found himselfin a position to see that it was attended to.

Some things for Schmoller were not, in the end, so very complicated.
Clearly, the younger German historical school stood as a prophylactic against
premature theoretical generalization. Admittedly, it was also the next step in
the gradual and orderly evolution of the historical approach to economics.

Butit was also more than these. For the younger German historical school
wasalso to be a bulwark against all manner of mistaken political preferences
and the erroneous social policies associated with them. As we willsee, the po-
litical platforms that Schmoller opposed covered the spectrum from conser-
vatism to liberalism to (and especially to) socialism. In Schmoller’s mind,
mistakes in theory had a direct bearing on errors in policy. Writing in 1921,
Joseph Schumpeter offered the following apt description of the views of the
younger school: “It looked as if theory had been no more than an interlude
in the history of ideas, an attempted foundation for the economic policies of
a particular fleeting period” (Schumpeter 1965, 82). To the political and pol-
icy dimensions of the school’s thought we now turn.

The Verein fiir Socialpolitik

The state s the centre and the heart in which all institutions empty and unite. . .
Above all it exercises as legislator and administrator the greatest indirect influence.
‘on law and custom, on all social instiutions; and this is the decisive point.

The right man n the right lace, the greatstatesman and reformer, the far-seeing
party chiefand legisator can here accomplish extraordinary things, not directly, not.
Immediately, but through a wise and just transformation of the economic institu-
tons. ... [Adverse opinions forget that the seate is and must be the leading intelli
gence, the responsible centre of public sentiment, the acme of existing moral and in-
tellectual powers, and therefore can attain great results in this direction.

—Gustav Schmoller
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Ihave never fived on principles. When I have had to act, I never asked myself on what
principles | was going to act, but | went at it and did what | thoughe fit. | have often
reproached myselffor my want of principles.

—Otto von Bismarck

On 18 January 1871, King William I of Prussia was crowned German emperor
in the Hall of Mirrors at Versailles." The German Reich was finally reborn.
Ten months later, Adolf Wagner, who had been appointed professor of polit-
ical economy at the University of Berlin the previous year, gave a speech be-
fore the assembly of the Evangelical Church of Prussia. Wagner was a gifted
orator; a later observer compared him to “a cataract, whose words came fast
and impassioned, carrying his audience along by their vigor” (Epstein 19173,
437). Wagner's message startled many in the audience. Writing in 1924, the
sociologist Albion Small likened the event to the head of the Economics De-
partment of Princeton telling the Presbyterian General Assembly that the
Bolsheviks had a number of good ideas about social reform and that the gath-
ered WASPs had better try to do something to improve social conditions be-
fore it was too late (Small 1924, 236)."

The cause for alarm was clear enough. By the last third of the nineteenth
century, population pressures of earlier times were exacerbated by two more
wrenching transformations among the countries of Western Europe, urban-
ization and industrialization. A new impoverished class, the urban industrial
proletariat, had been created. Like their destitute peasant forebearsa half cen-
tury earlier, the German workers had not yet found a political voice. But at
least one group, the socialists, wanted to speak for them, and their message
was a revolutionary one. Dangerous times lay ahead. For the governing elite
of Germany and other countries, it was, in Yogi Berra’s memorable phrase,
“déja vu all over again.”

Significantly, Wagner’s focus was not solely on the social problem, as unrest
among the working classes came to be called. He also spoke about the current
status of political economy and about the role of the state in economic afairs.

12. The crowning took place at Versailles because the German siege of Paris was under
way at the time.

13. The account of Wagner’s speech and subsequent details about the founding of the
Verein are taken from Small's (1924) masterful history, which includes translations of
‘many key documents. Small was an important figure in his own day. His advocacy of an
ethical (as opposed to a positivist) sociology and his contributions to the founding of the
Chicago school of American sociology are discussed in Ross (1991)




image17.png
THE GERMAN HISTORICAL scHOOL [ 55

Wagner began with the claim that classical political economy was a dis-
cipline in crisis. The root of the problem was one that earlier German

ical economists had identified, the reliance on the postulate that all human
behavior is based on narrowly conceived self-interest. By taking this uni-
dimensional view, the classicals had ignored the many other factors motivat-
ing human behavior, in particular the ethical dimension. Wagner’s next step,
the insistence that the classicals’ neglect of ethics had important conse-
quences for social policy, was crucial. By ignoring ethics and focusing only on
self-interest, classical economists were incapable of even perceiving the hor-
rors that currently afflicted the working class, horrors that had made social-
ism appear to be a viable alternative. Wagner concluded that classical politi-
cal economy must be abandoned and that ethical principles must again come
into play in social relationships, especially those between employer and
worker and between rich and poor. The speech ends with these words: “Al-
ways, poverty and misery, harm and suffering, welfare and riches, will exist
side by side i this world. There will always be differences in property which
cannot be traced back to actual merit or personal fault. It is our business,
however, so far s possible, to diminish the evils that grow out of this fact and.
to keep the existing inequalties from increasing. We have the means of do-
ing this in progressive measure. If we use these means, we have then per-
formed our duties, and this may be demanded of us; not more, but also not
less” (Wagner translated in Small 1924, 237).

Wagner's speech encapsulates the position that the younger German his-
torical would take toward the economic program of classical I
ism. The causal chain was clear. Laissez-faire led directly to class inequalities,
and class inequalities led the workers to consider the false remedy of social-
ism. As Schmoller would put it in 1875, social democracy was “a product of
superficial culture as well as of half-understood and half-realized aims of the
modern liberal state, and for a large part also a product of the sins of liberal-
ism” (Schmoller translated in Ascher 1963, 288). Fortunately, as noted by
Wagner in his last two sentences, a new “means” had appeared for carrying
out the reforms necessary to avoid the peril of social democracy. The new
means was the imperial bureaucracy. Of course, given Germany's cameralist
tradition, reliance on a bureaucratic solution was not really new—only the
recourse to an imperial bureaucracy was.

‘Wagner's speech did not occur in a vacuum. Many at the time shared the
sentiments that the crown prince had expressed in his diary in February 1871
“The task when peace is concluded will be the solution of social questions”

eral-
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(quoted in Sheehan 1966, 48). Indeed, the year before his address to the Evan-
gelicals, Wagner and a number of other academics had corresponded about
the need for joint action to promote social reform. Liberals, of course,
agreed with the nature of the proposed reforms. In December 1871, one of the
most famous journalists of the day, a caustic liberal named Heinrich Oppen-
heim, attacked the new generation of reformist professors, labeling them Ka-
thedersozialisten (socialists of the chair). The label stuck and provided further
stimulus for group action.

The next July, Wagner and a group of academics held an organizational
meeting in the home of Gustav Schmoller in the university town of Halle.
Bruno Hildebrand, then aged sixty, was elected chair, and Schmoller led the
discussions. It was decided that a conference would be held to promote  pro-
‘gram of social reform. The event took place in Eisenach in October 1872. The
conference focused on three social issues: factory legislation; layoffs; and the
housing problem. Schmoller delivered the opening address. Among those
invited were over a dozen members of the press. At the conclusion of the con-
ference, it was decided that a regular series of meetings would be instituted.

The next step was taken on 31 May 1873, when a call was issued for the for-
mation of a new body, the Verein fir Socialpolitik. A guiding principle of the
organization was that a strong central government acting in the
the whole community was necessary if the public good was to be promoted.
Lest anyone miss the point, i their call the founders emphasized that their
mission was a noble one: “We do not regard this civic guardianship as a des-
perate expedient, as a necessary evil, but rather as the fulfilling of one of the
highest tasks of our time and of our nation. In the serious discharge of this
task, the egoism of the individual and the immediate interests of the classes
will fall into proper subordination to the permanent and higher destiny of
the whole” (translated in Small 1924, 245). This was a standard Schmollerian
theme; Schmoller was constantly “hammering into the minds of his contem-
poraries the overriding purpose of state authority to shape acivilized society”
(Schmolders 199394, 95). Perhaps not incidently, it was only three months
earlier that his review of Menger’s Principles had appeared.

‘The Verein would last for sixty years, until 1932. Each year, meetings were
held and papers presented on the pressing socialissues of the day. Not every-
one, of course, looked favorably on the Verein's activities. We have already
seen that it initially gained some impetus from the attack of a liberal newspa-
perman. On the other end of the political spectrum, Karl Kautsky labeled the
welfare legislation endorsed by the Verein as “a transparent attempt to buy off

erests of
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the labor unions” (Balabkins 1988, 40). Rosa Luxemburg described the or-
‘ganization as caught between the anvil of the Prussian state and the hammer
of the revolutionary movement, hence doomed to failure (Spiegel 1991, 426).

As noteworthy as the liberal and socialist responses was the reaction of
other conservatives. In 1874, Schmoller gave a speech in Berlin attended by
the kaiser in which he defended the principles of the Verein (Balabkins 1988,
38). This speech was later published as an article in the journal Preussische
Jahrbiicher, edited by the conservative historian and passionate nationalist
Heinrich von Treitschke. Treitschke had earned his credentials in the Franco-
Prussian conflict with the argument that the residents of Alsace-Lorraine
needed to be saved from the contamination of French culture, even
cue mission went against their expressed will (Clough et al. 1969, 1047).

The next year Treitschke attacked Schmoller, equating his reformist im-
pulses with socialism. This was two low blows at once. A socialist revolution
from below was, of course, one of the very things that the conservatives of the
Verein were trying to prevent. To add to the insult, Treitschke was accus-
ing his adversary of copying from the French: ever since the publication of
Lorenzvon Stein' 1842 Der Sozialismus und Kommunismus des heutigen Frank-
reich (Socialism and communism in today’s France), socialism was associated
by Germans with their perennial enemy to the west. The broadside led to a
bitter exchange between Schmoller and Treitschke that brilliantly illustrates
the differences between nationalists of the reformist and conservative vari-
eties (Small 1924, 247-94).

‘The battle lines were drawn. In one camp were Gustav Schmoller and a
small band of academics. Contending against them were liberals, socialists,
and conservatives. Who would win the struggle for power? As it turns out,the
fight was a terribly one-sided affair. To understand why, a brief digression
into the history of imperial Germany is necessary.

the res-

Sozialpolitik in Imperial Germany

Although William 1 was the new German emperor, the real power lay with his
chancellor, Otto von Bismarck. A decade earlier, Bismarck had been ap-
pointed the Prussian chancellor with the charge of resolving a conflict be-
tween King William and the liberal-dominated Parliament. The Parliament
had refused to appropriate funds to support a reorganization meant to
strengthen the Prussian military. Bismarck’ solution was to appropriate and
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collect the necessary funds without parliamentary approval. The ensuing
constitutional crisis lasted four years before the liberals finally capitulated
Prussian military victory over Austria in 1866 virtually eliminated any re-
maining liberal opposition to the regime. By the late 1860s, realpolitik, a term
first coined in 1853, had become the dominant liberal strategy (Iggers 1983,
120-22).

For a while it seemed that compromise was a wise course. By 1871, Bi
marck had formed a coalition with the liberals. Having finally committed
himself to unification, he wanted to make sure that the plan succeeded. Hi
method was to try to rouse the newly formed empire against a common en-
emy, and he found one in the Catholic Church. His attack on church power,
dubbed the Kulturkampf, was a typically Bismarckian affair, an improbable
blend of reform and repression. Although the secularization of social institu-
tions was welcomed by many, not the least the liberals, the repressive mea-
sures undertaken by the Iron Chancellor were not popular. In any event, by
the late 18705, unification appeared secure, and Bismarcks persecution of the
Catholics all but ceased. The advent of universal manhood suffrage in 1871
and the formation of the Social Democratic Party in 187 meant that the time
had arrived to deal with a new foe, the socialists.

By then, Bismarck also wanted to sever ties with the liberals. The problem
was not that their coalition had deteriorated. Quite the opposite, Bismarck
fet that it had become t0o powerful. He feared that the iberal push for con-
stitutional reform would, if successful, strengthen the power of the elected
Reichstag at the expense of both the conservatives and, more important, the
chancellor’ office. The timing seemed right to abandon the liberals, t00. An
economic downturn that began in 1873 caused many to lose faith in liberal
principles, a faith that Bismarck had in any case never shared. Indeed, his
own views were similar to those of the conservative professors. As early as
1871 he had written: “The action of the state i the only means of arresting the
Socialist movement. We must carry out what seems justified in the socialist
program and can be realized within the present framework of state and soci-
ety” (Bismarck translated in Taylor [1955] 1967, 162).

In 1875, Bismarck tried without luck to get the Reichstag to pass “excep-
tional laws” that would break up various socialist organizations and news or-
gans. Liberals opposed this infringement on the rights of expression. A new
opportunity came in 1878, when two different attempts on the emperor’ life
allowed Bismarck to claim that the socialists were fulminating revolution.
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That he saw this as an opportunity to kill two birds with a single stone is evi-
dentin his reported response o the news of the second assassination attempt:

“Now I've got the scoundrel
“Your Highness means the Social Democrats?”
“Not The National Liberalst” (Taylor [19551 1967, 173)

Bismarck dissolved the Reichstag and called for elections. The two themes of
the election, both designed to dispose of the liberals once and for all, were the
necessity of instituting tariff protection and the necessity of halting the per-
ilous spread of social democracy. The conservatives gained strength and the
liberals considerably weakened by the results of the July election. In the au-
tumn, Bismarck had his antisocialist laws in place, and, by the summer of
187, his attacks against free trade broke up the coalition and thereby reduced
the political power of the liberal reformers (Taylor [1955] 1967, 175-84).

By the beginning of the 1880, then, the stage had been set for the ascen-
dancy of a strong but benevolent central government in Germany. Liberal-
ism, never really a force in Germany anyway, was dead. So
met (as one might expect given Bismarck's past performance) with a program
that combined repression and reform. With one hand the leaders of the So-
cial Democrats were harassed and imp i
health and accident insurance, and other reforms designed both to amel
rate the social problem and to solidify worker support for the regime were in-
stituted. Trade legislation designed to protect conservative agricultural and
manufacturing interests from foreign competition brought these groups into
line. The power of the the empire to act in what it determined were the best
interests of all s (right-thinking) subjects was complete.

It was now time to consider external threats. The end of the century was
known, of course, as the age of imperialism. The belief was commonplace
among the industrial powers that both population pressures at home and
the needs of large-scale manufacturing to have stable supplies of natural re-
sources demanded the acquisition of new territories. The very ubiquity of the
idea meant that the German Empire was already in competition with the
other powers for colonial outposts. In such a race, it was clear that the day
would belong to the strongest sate.

The social reform movement endorsed by the Verein and carried out by
the imperial bureaucracy may well have i ired by a desire for
social justice, one made all the more urgent by the potentially destabi

ned; with the other social sect

ally been insy
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agitation of the socialists." But, as the century ended, another set of impera-
tives emerged: reforms were meant to reduce domestic turmoil to a min
mum so that the empire could concentrate on building an invincible military
machine, one that could compete effectively with the other economic pow-
ers. This view soon permeated the thinking of the policymakers and their
professorial supporters. One commentator described the behavior of Wagner
in the purest of realpolitik terms: “Wagner rarely expressed moral scruples
or remorse about the foreign policy he advocated. His proposals for social
reform were motivated only slightly by humanitarian considerations; he es-
poused them mainly because he considered them essential for the establish-
ment of a strong national community. ... [E]very aspect of Wagner’s domes-
tic program was geared to serve the strengthening of Germany” (Ascher 1963,
299). OF Schmoller, another has said: “He used his authority as an economic
historian to present English neo-mercantilism as an immediate threat to Ger-
many. He persisted in this prediction even after the Liberal victory in the
British election of 1906. He was thus partly responsible for the dangerous stri-
dency of the German Navy League” (Wright 199394, 102). A similar story
played out elsewhere, of course. In the end, the shooting at Sarajevo most re-
sembled the killing of Mercutio. The Capulets and Montagues of Europe al-
ready had a good feud going; allthat was lacking was a litle spilled blood.

A final point: My snapshot of the rise of the German Empire emphasizes
the role played by Bismarck, and, indeed, he was a unique, compelling, and
intriguing historical figure whose influence on German history is difficult
o overestimate.” It must not be imagined, however, that Bismarck led the
Germans in directions that were wholly inconsistent with their past history.
‘Thearea making up the new German Empire had only recently been agglom-
erated out of a collection of hundreds of semi-independent states, each of

14. Did Schmoller and his alies use Bismarck to accomplish their goals of social
form, or did Bismarck use the professors o justify policis that he necded to accomplish
his own aims? The question of who was using whom is probably moot. As Senn (199394,
291-92) notes: “Bismarck, it is well substantiated, paid close atention to the views of the
Verein.” But Sennisearler quotation of George Stigler dictum about the abilty of econ-

omiss o shapepolicy ("our influence ppears tobe powerfulonly when we support poli-
cies ripe for adoption” [274]) scems equally apposite.

15 Writing at war's end, Hayek ((1945] 1992¢, 228 -30) claimed that Bismarck’s lack of
scrupes had affcted German moral, paving the way forthe rise of the s, His -
pothessisfully within the German historical school raditin oflinking  socity's thical
code o the harscteristic behavior of s population.
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CHAPTER 2

The German Historical School

Interest in the German historical school has picked up in the past two decades
among historians of thought in Germany and beyond. In 1988, two separate
symposia were held to commemorate the 150th anniversary of Gustav
Schmoller’sbirth. Papers from the symposia were published in baoks and in
issues of academic journals, and there have subsequently appeared more
books, articles, and edited collections."

One reason for the recent flurry of activity is that the school had, for a va-
riety of reasons, been neglected for decades. Just as nature abhors a vacuum,
historians of thought view such a lacuna as  golden opportunity. But pro-
fessional opportunism in response to relative past neglect s not the only ex-
planation; some of the ideas expressed by the German historical school econ-
omists clearly resonate with some individuals, especially those who may be
dissatisfied with the current direction of mainstream economics.’

1 Some of the papers from the symposium held in Heilbronn in 1988 appear in 3
double issue of the journal History of Economic Ideas (vol. 1, no. 3/vol. 2, no.1). Ina paper
on “the Schmolle renaissance,” Peukert (2001 reviews recent additions o the literature.
The historian Heath Pearson (1999) argues that the German historical school is itself an
arifical and unhelpful abstraction since its membership was ot exclusively German, its
‘methods not particularly historical, and its legacy not that of an identifiable school. This
reading i challenged by (2001d): Pearson (zo01) s the reply:

2. Senn (199394, 267-70)lsts five reasonsfor the negect: the German language poses
a barrier to treatments in Englishs the detailed and lengthy historical analysesthat were the
hallmark of the school strke many as uninteresting; some of the methodological pro-
‘nouncements of the school were viewed as extreme; the fact that members of the school
supported the politcal agenda of the house of Hohenzollern undermined their credibi
ind antagonisms left over from the First World War reduced interest in the school’s
contributions. Senn questions the validit of some of these objections.

3. Asthe editor of one recent collection put it: A new perspective for economics will
be suggested through sn interpretaton of the Germsc ISR BUBBRL that provides
an alternative to present-day mainstream economics with regard to scope and method”
(Shionoya 2001,1).

(]
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For example, some have found appealing these economists” insistence that
questions of ethics should play a more fundamental role in economics. Re-
jecting the “isolating abstraction” of rational economic man as one-sided, the
German historical school economists insisted that ethical beliefs are an im-
portant determinant of behavior. They also believed that a society’ ethics
help determine its cultural and social mores, norms, and institutions and that
an understanding of ethics i, therefore, key for comprehending the differ-
ences that may exist among cultures (Meyer 1988, 571-76; Backhaus 199394,
13-14).

Also attractive is these economists’ preoccupation with the evolution of
social institutions and with the variety of forms that such institutions exhibit
in different cultures. The dual emphasis on institutions and evolution strikes
a chord among various (often quite different) groups, from those who still
adhere to the “old institutionalism” to more recent advocates of a “new in-

stitutionalist economics,” the latter associated with such organizations as the
European Association for Evolutionary Political Economy and the Interna-
tional Society for New Institutional Economics.*

Finally, these economists’ endorsement of reformist social policy appeals
10 those who feel that the swing toward more market-oriented policy ap-
proaches in recent decades has been either mistaken or overdone. Their
blaming of iberal “laissez-faire” doctrines for creating the social problems of
their own day appeals to those who are concerned about the spread of the
‘market or widening inequality in the distribution of income. Similarly, their
tendency toward protectionism, one that they justified as necessary for the
survival of latecomers to the game of global trade (and, not incidentally, for
the preservation of the national, or imperial, interest), makes sense to those
who may fear the effects of globalization and of foreign competition on their
domestic economies and ways of life. As such, a number of recent authors
consider Schmoller to be the father of the modern welfare state, a designation
that, without apparent irony, they typically take to be one of approbation
(e, Balabkins 1993-94, 32 Schmolders 1993-94,95).* Schmoller’s effective-

4. These groups seem to differ chiefly over how fr to incorporate the property rights
and transactions costs approaches into their anayses. Pearson (1997) caims that, with its
heavy emphasis on legal institations, the German historicl tradition was the precursor,
not only of the new institutionalist cconomics, but also o the law and cconomics move-
‘ment and of consitutionl economics.

5. At the session “The German Social Market Economy: A Criical Reappraisal” of the
2002 meeting in New Orleans of the Southern Economic Association,Jirgen Backhausar-
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ness at using the state bureaucracy for reformist purposes has led some to
view his accomplishments with a certain air of wistfulness, secing him as hav-
inglived in a kind of golden age for the economist—cum —policy adviser, one
that regretfully can never be repeated.

Given the past neglect of the German historical school, the new wave of
scholarship is surely welcome. And, perhaps inevitably, given the nature of
the revival of interest, those writing about the school have tended to empha-
size the benefits and insights to be derived from its closer study. This should
not, however, allow us to omit or sugarcoat the darker side of it history. As
we will see, it s this side that would crucially affect the formation of the Aus-
trian school of economics as well as influence Hayeks perception of the state-
centered reformist movements of his own day.

This chapter begins with a review of the antecedents to the German his-
torical school, the cameralist and Nationalskonomie traditions. Next I docu-
ment the effects of the Enlightenment, the French Revolution, and the Na-
poleonic conquests on German thought. That intellectual movement and
those political events fostered a new nationalism among many Germans
and, ultimately, produced among ts scholars a rejection of cosmopolitanism
and an insistence on the importance of a people’s own, unique history. Such

gued that Schmoler,together with Adolf Wagner, might more appropriatly be viewed as
an advocate ofa social market economy.

6. Thisseemsto b the view of Jirgen Backhaus, who has probably been the single most
influential force behind the German historical school revival. Backhaus describes Schmol-
ler’s accomplishments as follows: “He presided over an unprecedented increase in eco-
nomics students, both national and international; an unprecedented extension of eco-
nomics programs in his country and in line with his approach (this he did with the
support of his friend Friedrich Althoff, the fr-sighted builder of educational institutions).
Morcover, Schmoller won an unprecedented influcnce on economic and social policy
‘making through a system of professional and advisory organizations he helped establish
and steer through the most disruptive conflicts of interest. Economists have never re-
gained such a measure of influence on such a broad scale of policy isses” (199394, 16
17). Backhaus later comments: “One of the fascinating features of Schmoller’s personality
consists in the fact that Schmoller, perhaps sub-consciotsly, knew about the intitutional
requirements for launching his program and went about meeting them through skilful
politcal and scholarly acivity” The three necessary steps were “the formation of a state
excautive power willing to launch policies of social eform” (the new German Empire fit
the bil, “reform of the universities” (i was here that his friend Friedrich Althoff would
bea key player), and “the foundation of the Verein i Socialpoliti” (1).
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general sentiments found particular expression in the early decades of the
nineteenth century in the German historical schools of law and, laer, of eco-
nomics. There was a brief moment when it seemed that the German cam-
heritage might be eclipsed by liberalism, as it was for a while in other
European countries in the middle of the last century. But,in Germany, liber-
alism died in its cradle, replaced by the new and much more powerful cam.-

st successor that was ire. The two traditions, one
intellectual, the other political, became mutually reinforcing as the century
waned. And it is not too forced a metaphor to say that they ultimately con-
verged to a single point in the person of Gustav Schmoller, the leader of the
younger German historical school, an economist of (and academic apolo-
gist for the policies of) imperial Germany, and Mengers methodological
opponent.

ismarck’s German Em

Background to the Emergence
of the German Historical School

Two traditions preceded the rise of historical economics in Germany, camer-
alism and the study of Nationalakonomic.

Cameralism dominated German economic discourse prior o the nine-
teenth century. A form of administrative cconomics, it was meant to assist
the ruler ofa state and the associated civil bureaucracy to govern
taining external and internal security; making sure that a steady revenue flow.
reached the state coffers; encouraging appropriate amounts and forms of
trade and manufacture; seeing to the happiness and economic well-being of
the populace: these were but a few of the provinces of cameral
In the early eighteenth century, the doctrine was taught at only a few of the
northern Prussian universities. A more standardized textbook literature on
“the science of governing” began to emerge by the middle of the century,
however, and this allowed a faily rapid expansion of cameralist teaching
(Tribe 1988, chaps. 3,5).

The end of the eighteenth century brought the French Revolution and the
Napoleonic Wars—but also a change in the language of economics being
taught in the German universities. Keith Tribe describes the change as fol-
lows: “At the very point at which the Cameralistic sciences were at last g
ing acceptance as a university discipline, they were displaced by a new form
of economic reasoning. Economic teaching in universities was henceforth

nstruction.
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the province of a new Nationalokonomie which emphasized the economic
activity and needs of the individual as the founding moment of the economic
order, and not the activity of government over the populations of territorial
states” (1988, 92).

Nationalskonomie posited human needs and their satisfaction as the start-
ing point of economic analysis. The forces that fostered the adoption of the
new discourse were manifold and their interrelations complex; they included
thegrowinginfluence of foreign ideas on German economic iscourse, amore
widespread knowledge and understanding of Adam Smith's work (which was
initially ignored in Germany, the few who noticed it thinking of him as a
Scottish Physiocrat), and the emergence of Kant’s critical philosophy.

‘The adoption of the language of Nationalskonomic masked the fact that
cameralism had never really been replaced. Tribe's exhaustive examination
of the textbook lterature shows that cameralist principles and the individu-
alistic discourse of Nationalakonomic came to existside by side in many texts.
The joining of the two traditions received perhaps its best statement in H. K.
Rau’ famous three-volume textbook Lehirbuch der politischen Ockonomic
(15t ed., 1826-37), which served as a model for other texts. Both Adolf Wag-
ner and Wilhelm Roscher attended Rau's lectures at Heidelberg, and Menger
studied his text before writing the Principles of Economics (Tribe 1988, 183).
Both the German historical school economists and Menger were able to draw
on the German economic tradition and to see themselves as the heirs of the
carlier writers.

The German historical school of economics was also heavily influenced by
the German approach to history in general. This approach was formed in re-
action to the Enlightenment and natural law, to the revolutionary Terror and
the conquests of Napoléon, and created for the founders of German history
a et of common assumptions. These beliefs provided an essential precondi-
tion for the emergence of historicism.

Central among the beliefs was a rejection of natural law doctrines (Iggers
1983, 30, 39~ 43). The French philosophes believed that natural law was dis-
coverable by reason and, once revealed, was applicable to all human societies.
Echoing Hegel and Herder, the German historians demurred. For them, each
Society was unique, each had its own complex developmental history, and
each had its own Geist, or “nature,” which depended on the specific charac-
ofits people.
challenge of natural law doctrines would have profound conse-
quences, for, eventually, it would widen into a more general argument con-
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cerning appropriate methods for the natural and the social sciences. Because
they deal with universal and generalizable phenomena, the natural sciences
might profitably employ theory. But theory has much less value for the study
of social phenomena in all their rich and varied uniqueness. At best, such
purportedly universal doctrines could accurately reflect only a given experi-
ence eines Volkes. It s simply hubris to think that such generalizations apply
toall other cultures. Accordingly, the urge to generalize must be suppressed
when it comes to the study of society.

Does this mean that a science of the so impossiblez Not at all. Histor-
ical investigation was viewed as fully scientific and, indeed, the only legit
mate way to study the evolution of saciety.”If the modern methods of schol-

ip recently introduced by German historians were used, history could be
as objective and value free a means for studying society as theory was for the
study of natural phenomena.

“The historians also rejected the notion that one can simply impose “ra-
tionally constructed institutions” onto societies. The famous German ju
Friedrich Karl von Savigny emphasized that social institutions grow organi-
cally and reflect the particular idiosyncrasies of a people’s history. They can-
not be changed at will, even within a given society, unless one has intimate
knowledge of the role that they played in the development of the society. It s,
therefore, unlikely that the institutions that emerge in one country can be
successfully transplanted to another.

A specific instance of this idea was the widespread distrust among
German-speaking people of democratic institutions. The French experience
made it clear that mass democratic movements could rend the fabric of soci-
ety. Even liberals in Germany (the group most likely to look favorably on nat-
ural law doctrines) came to believe that a strong state was the best guarantor
of institution. Should
the study of history reveal that certain social changes are both possible and
desirable, they should be undertaken by the state, for only a strong central
power can adjudicate fairly among the self-interested claims of the various
segments of society.

Afinal element of our brief history is the German reaction in the 18405 to
the British classical tradition in economics. The attack on the “cosmopolitan

ars! st

ividual liberties. The state was viewed as an ethi

7. As McCloskey (1994] 2000) emphasize,the German word for sience, Wisinschaf,
has  different connotation in German than n English. In German and many other lan-
s, scince simply means “systematic inquiry”




