
In the past decades, an 
increasing number of 
governments have pursued 
reforms to increase choice, 
competition and autonomy in 
education. 

Research indicates that these 
reforms have generally had 
mildly positive effects, despite 
often being poorly designed. 
In other words, reformers 
could do better.

A common problematic 
feature is the lack of a profit 
motive, which remains banned 
in most education systems, 
partly due to fears that for-
profit firms would cut costs at 
the expense of quality. 

Such firms are also said to be 
especially prone to compete 
by ‘cream skimming’ the best 
pupils. Rather than generating 
higher outcomes, it is argued 
that allowing profits would 
leave us worse off.

Yet the same fears are 
often voiced against profit-
making firms’ behaviour on 
other markets – where they 
clearly play an essential role in 
improving outcomes. And, in 
fact, there are good reasons 
to believe that allowing the 
profit motive in education 
would also improve outcomes. 

As long as parents are 
informed and can exercise 
choice, for-profit providers 
have incentives to increase 
quality per pound spent. 

They also have stronger 
incentives to start new schools, 

close down those in low 
demand, and scale up those 
in high demand. In short, 
profit-making operators have 
the potential to improve the 
overall functioning of the 
education market.

In fact, there is no evidence 
that profit-making schools 
underperform. In the US, 
Chile and Sweden, research 
indicates that for-profit 
providers generate either 
higher or the same results 
as other types of school. The 
idea that the profit motive 
drives down quality cannot be 
justified by the evidence.

As it happens, profit-
making schools do not have 
to outperform other schools 
to be useful. If they produce 
the same results while making 
a profit, we are better off as 
profits are subject to taxation, 
the proceeds of which could 
be spent on other goals. 

Similarly, unlike non-profit 
organisations, for-profit 
providers can raise investment 
funding in the private 
market to cover their capital 
investments, thereby reducing 
government budget pressures.

Ironically, therefore, 
allowing schools to profit from 
public funds could enable 
governments to bring in more 
money overall (or spend less 
for the same results). 

Furthermore, since profit-
making firms have stronger 
incentives and opportunities 

to start schools and expand, 
they also tend to increase 
competition more significantly 
than other providers. 

And research using 
international test scores shows 
that competition from private 
providers generates higher 
outcomes in both state- and 
privately-operated schools. 

So profit-making schools 
themselves do not have to be 
better to have a beneficial 
effect on the quality of the 
system as a whole. 

But what about cream 
skimming? In fact, evidence 
from Chile and Sweden 
indicate that for-profit schools 
enrol more disadvantaged 
children than non-profit 
providers. 

By expanding choice and 
competition to cover the less 
fortunate, for-profit schools 
can generate greater equality 
of outcomes.

We should end the ban on 
profit making in the English 
state-funded education 
system. In the name of 
evidence-based policy, we 
could start with a large-scale 
regional randomised trial. 

As long as results are 
not negative, which is the 
appropriate yardstick, the 
policy could be rolled out 
nationwide – not only allowing 
providers to profit, but pupils 
and taxpayers as well•
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war “economic miracle”. 
In Erhard’s inner circle 

were economists and lawyers 
from Freiburg University. 
Their central concept is 
Ordoliberalism. Walter Eucken, 
the Freiburg School’s founding 
economist, outlines a free-
market order, constituted 
and regulated by a “policy of 
order” (Ordnungspolitik). 

Ordnungspolitik maintains 
the market economy’s 
framework of rules, but it does 
not intervene in the economic 
process: price-setting and 
resource allocation are left to 
market participants. To use a 
classical-liberal analogy, the 
state should be the market’s 
umpire, but not one of its 
players. 

Ordnungspolitik should 
avoid interventions that impair 
the free operation of the price 
system and the market whilst 
monetary and exchange-rate 
policies should guarantee 
price stability. 

The state should uphold 
freedom of contract and 
freedom to trade; and it 
should avoid discriminatory 
interventions to favour 
particular sectors and firms. 

Economic policy should steer 
clear of erratic changes that 
cause private actors to shun 
risk-taking and investment. 

Eucken also favoured strong 

competition rules to prevent 
public and private restraints 
on trade.

Wilhelm Röpke and 
Alexander Rüstow were also 
in Erhard’s inner circle. They 
were concerned with the 
non-economic – or social 
-- foundations of a market 
economy. To Röpke, this is 
“what lies beyond supply and 
demand”.

Röpke and Rüstow regard 
the social part of the social 
market as part of an organic 
whole, along with the rule 
of law and free markets – 
not a redistributive device 
to correct the iniquities of a 
mechanical market. 

Social cohesion emerges 
spontaneously from below, 
nurtured by the traditions and 
conventions of institutions 
such as the family, church, 
workplace, sports clubs and 
other voluntary associations. 

These foster virtues of 
responsibility, self-help and 
civic-mindedness – the moral 
framework that sustains a 
successful market economy. 

Social policy is first and 
foremost Ordnungspolitik, 
integrating as many people as 
possible into market society, 
with a basic safety net for 
those who fall by the wayside. 

This, then, is a conservative-
liberal view of social market 

economy, not a social-
democratic one. 

It has more in common with 
Edmund Burke and Alexis 
de Tocqueville, and indeed 
with Smith, Hume and Hayek, 
than it does with John Rawls, 
Tony Blair and Bill Clinton. 
And it was the social market 
economy Ludwig Erhard 
believed in when he was 
in charge of West German 
economic policy.

What competitiveness 
Germany has today is a legacy 
of Erhard’s Ordnungspolitik. 
His free-market reforms 
transformed the western, non-
Communist half of Germany 
from wartime destruction 
into Europe’s economic 
powerhouse and a world 
leader in industrial exports. 

But Germany carries the 
burden of half a century 
of post-Erhard “social” 
interventions; the result is high 
taxes, heavy regulation and a 
large welfare state. 

Today, Germany’s economy 
is ill-equipped to tackle big 
challenges such as an ageing 
population and the need for a 
more services-based economy. 
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 “Social market economy” is 
a vague slogan in European 
political debate. The term 
originated in Germany. But 
what does it really mean?

Most people think it means 
a mixed economy, combining 
the “efficiency” of the market 
with “social justice”. The 
latter requires government 
intervention to distribute the 
fruits of the market economy 
“fairly”. This is the social-
democratic version of a social 
market economy, one that 
is strongly slanted towards 
“distributive justice”. 

Alfred Müller-Armack, 
a German economist and 
sociologist, coined the term 

(soziale Marktwirtschaft) 
in 1945. He sought a “new 
synthesis” of market freedom 
and social protection. 

His conception of the 
market economy owes more 
to mechanical physics than 
to biology: the policy-maker 
“engineers” the “free” 
market to produce the 
maximum of wealth, which 
can then be redistributed in 
the name of social justice. 

This view of social market 
economy became popular in 
West Germany from the late 
1960s. And from Germany it 
spread elsewhere in Europe. 
It is seen as a genuine “third 
Way” between extreme 

socialism and extreme 
capitalism. 

That is why Tony Blair, 
backed by his intellectual guru 
Tony Giddens, talked about 
the third way so much during 
New Labour’s heyday.

But, from the 1940s to the 
1960s, a different view of 
Social Market Economy held 
sway in West Germany. 

To the public, it was the 
economic philosophy and 
programme of Ludwig 
Erhard, the Federal Republic’s 
Economics Minister from 
1949-63, and Chancellor from 
1963-66. Erhard is known as 
the father of West Germany’s 
Wirtschaftswunder – its post-
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Last year, Exeter became 
the latest city in Britain to 
introduce a local currency. 
Totnes, Bristol and Lewes had 
already done so. 

Supporters of the Exeter 
Pound, which can only be 
exchanged at participating local 
businesses, say the initiative 
is designed to improve local 
residents’ ‘sense of place, 
identity, and belonging’. 

And so it might, but they 
also make some strange 
economic assertions, including 
claiming that it will help to 
prevent money ‘leaking out’ of 
the city and that it will create 
a multiplier effect that will 
enrich the area. 

When an ordinary pound 
is spent in Exeter, they say, 
65p ‘swiftly leaves the city’ 
whereas, when an Exeter 
Pound is spent, £1.73 is 
‘generated’. 

Such beliefs demonstrate 
that age-old misconceptions 
about how wealth is created 
linger on in the 21st century. 

The idea that a community 
will become richer if it clamps 
down on trade with the rest of 
the world is the fallacy  

that inspired self-defeating 
protectionism for centuries. 

The discredited system of 
mercantilism that dominated 
the global economy from 
the 16th to 18th centuries 
depended on the belief that 
circulating money in the 
domestic economy, rather than 
gainfully exchanging it for 
goods from other countries, 
was the route to prosperity. 

This led to an obsession with 
the balance of trade, of which 
Adam Smith said ‘nothing 
could be more absurd’.

The problem with 
mercantilism, as Smith pointed 
out, was that it confused 
wealth with money. Money 
is a token of exchange. The 
amount of wealth it brings 
depends on what you can buy 
with it. 

An Exeter Pound can only 
buy what an Exeter business is 
able to sell. If Exeter businesses 
were able to guarantee the 
goods Exeter consumers 
wanted, there would be no 
need for them to shop online 
or out of town in, say, Taunton.

Of course, Taunton might 
also be tempted to ‘protect 

itself’ by launching a local 
currency of its own. This would 
be self-defeating. The people 
of Exeter would not be able to 
buy goods and services from 
the people of Taunton, in turn, 
the people of Taunton would 
now not be able to buy from 
the people of Exeter. 

The point about free trade 
is that it benefits both parties 
and, under these policies, trade 
between Exeter and Taunton 
would reduce. 

Like the mercantile system 
of old, local currency schemes 
protect some businesses at 
the expense of consumers. 
In the long term, they both 
lose out because businesses 
in each town cannot sell to 
consumers in the other town 
and businesses are less likely 
to innovate, specialise and 
improve. 

One only has to imagine 
what would happen if every 
town in Britain decided to 
trade exclusively with local 
firms to see how inefficient this 
would be. No place would be 
able to exploit its comparative 
advantage and everybody 
would suffer. 

No town and no nation can 
guarantee the best quality at 
the lowest prices, nor provide 
the degree of specialisation 
and scale of production that 
leads to a wealthy society. 

Hence the need for 
specialisation and free trade. 
Money needs to ‘leak out’ of 
the economy so that goods can 
leak in•
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