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Adam Smith’s Moral Philosophy

Adam Smith is best known among economists for his book, The Wealth
of Nations, often viewed as the keystone of modern economic thought.
For many, he has become associated with a quasi-libertarian laissez-faire
philosophy. Others, often heterodox economists and social philoso-
phers, on the contrary, focus on Smith’s Theory of Moral Sentiments,
and explore his moral theory. There has been a long debate about the
relationship or lack thereof between these, his two great works.

This work treats these dimensions of Smith’s work as elements in a
seamless moral philosophical vision, demonstrating the integrated na-
ture of these works and Smith’s other writings. Although many practi-
tioners today see the study of Smith as an antiquarian exercise, this book
weaves Smith into a constructive critique of modern economic analysis
(engaging along the way the work of Nobel Laureates Gary Becker,
Amarty Sen, Douglass North, and James Buchanan) and builds bridges
between that discourse and other social sciences.

Jerry Evensky is Professor of Economics and Laura J. and L. Douglas
Meredith Professor for Teaching Excellence at Syracuse University.
He coedited Adam Smith and the Philosophy of Law and Economics
(1994) with Robin Malloy and is the author of the textbook Economics:
The Ideas, the Issues (2004). Professor Evensky serves on the editorial
board of The Journal of the History of Economic Thought and served
on the Executive Committee of the History of Economics Society from
1997 to 2000. He has published articles in the Journal of Economic
Perspectives, History of Political Economy, Southern Economic Journal,
American Journal of Economics and Sociology, Scottish Journal of
Political Economy, and Research in the History of Economic Thought
and Methodology.
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Preface

The realization of this book has been a long labor of love.
I began this research program in a graduate History of Economic

Thought class taught at Syracuse University by Jesse Burkhead. Our in-
terest piqued, Jesse offered a sequel to a small group of us. In that latter
class, I focused on Adam Smith. I read, reflected, wrote, and through that
process I began to develop a hypothesis regarding Adam Smith’s moral
philosophy and its relationship to the modern discourse. My commitment
to the project grew and, with Jesse as my advisor, I wrote a dissertation
titled “Expanding the neoclassical vision: a proposal for recapturing the
lost legacy of Adam Smith.”

With that graduate student beginning as a point of departure, my sub-
sequent efforts have involved a constant process of iterative hypothesis
development: refining my hypothesis regarding the logic of Smith’s moral
philosophy on one track, and on another developing my understanding
of how that first track informs a constructive critique of the modern dis-
course in economics and its relationship to the larger domains of social
science and social philosophy.

My ideas have evolved as follows. At every stage, I challenged my
extant hypothesis regarding Smith’s moral philosophy by reading and
reflecting, always asking myself: Is it consistent with the original Smith
texts, with what I’ve learned from the secondary literature on Smith,
with Smith’s historical context? As I challenged my hypothesis, new ideas
emerged that changed or complemented that hypothesis.

At each new stage, with a revised hypothesis in mind, I returned to the
literature with a new eye to challenge that new hypothesis. Each such iter-
ation of rereading works and expanding the scope of my reading led to a

xi
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continuous evolution in my thinking. With copious notes in hand, I would
synthesize what I had learned from challenging my existing hypothesis
and produce an article that almost invariably added new dimensionality
and, I believe, more maturity to this evolving hypothesis. These articles
would generate critiques from colleagues which, in turn, led to more read-
ing and more reflection. Step by step, article by article, my comfort with
my hypotheses regarding the content of Smith’s moral philosophy and the
relationship of that moral philosophy to the modern discourse has grown.

The year I spent writing this work was an intensely demanding and
enjoyable immersion in this process of reading, reflecting, synthesizing,
writing, and yet again reading, reflecting, synthesizing, writing, and yet
again. . . . I thank Syracuse University for the sabbatical that afforded me
the intellectual space to engage in this intensive process.

My goal for that year was to pull together all the pieces of my work
along both lines of inquiry, Smith’s moral philosophy and its relationship
to the modern discourse, in order to produce a synthesis that offers an in-
tegrated, holistic representation of Smith’s moral philosophy, weaves that
analysis into a constructive critique of the modern economics discourse,
and builds bridges between that discourse and the other social sciences. I
promised myself that I would not submit my manuscript until I was very
comfortable with the synthesis I had to offer. When I reached that point
I submitted the manuscript. Now you hold the book.

I am responsible for this work, and you will judge to what degree I have
achieved my goal. But whatever your judgment, I must acknowledge those
who nurtured and encouraged me, and in doing so made it possible for
me to produce this work.

First and foremost I must express my appreciation and love for the
grandparents I knew and loved, Abe and Yetta Kapelow, and to my par-
ents, Sylvia and Herbert Evensky. They ensured that I had the educational
foundation to pursue my dreams and they nurtured me to do so. That
alone would be wonderfully good fortune, but I was an especially lucky
kid, for I had several families that made me theirs and offered me dif-
ferent dimensions of love and nurturing that have supported me and em-
powered me.

The Gilmans, the Kops, the Barkoffs, my Cohen cousins, my Uncle
Nathan and Aunt Elsie, and the Kapelows . . . from my earliest days each
of their homes was my home, each of their families was my family . . . and
they still are. Since those days, I’ve been embraced by and have embraced
more families that have enriched my life: the Frickes, the Fishers, the
Trujillos, the Moiseyevs, the Franeys, the Robertsons, the O’Connors, the



P1: ICD
0521852471agg.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 19:57

Preface xiii

El Hassan/McIntyres, the Kamps, the Jenkins, the Janks, the Hymans, the
Malloys.

Along the way, I’ve had teachers and mentors who believed in me,
cared for me, pushed me, and opened windows in my mind: Herbert
Behrend, Margaret Grout, Norris K. Smith, Trout Rader, Lewis
Hoffman, Max Wolfrum, Don Phares, Jerry Miner, Larry Samuelson, A.
Dale Tussing, Bob Wolfson, Bill Stinchcombe. And of course there are
the dear family, friends, and colleagues who have kept me smiling with
the good times we share and have inspired me by their goodness and
their good work: My brother and sister – Harold and Barbee – Martin
Gilman, Rupert Barkoff, John Kops, and Charlie Carrera have been there
for me since childhood. Bill Fricke became a dear friend in college. Since
college, I’ve been blessed by sharing my path with Tom Franey, Vron
Murphy, Jean LeLoup, Agnes Gregg, Paul O’Connor, Hussein Mirghani,
Mazen Elhassan, Jeanne Hossenlopp, Barry Berg, Bob Diamond, Dee
Ficarro, Don Dutkowsky, Robin Malloy, Jay Meacham, Joe Mercurio,
Frank Wilbur, Jerry Edmonds, Robert Rubinstein, Mariana Lebron, the
wonderful Syracuse University Project Advance teachers with whom I
work, the ever helpful and caring Economics Department staff, my dear
friends in the History of Economics Society with whom I enjoy a ren-
dezvous once a year – Bert Barreto, Ross Emmett, Sherry Kasper, Neil
Skaggs, Bo Sockwell, and many more wonderful HES colleagues includ-
ing some thanked below for their specific help on this project – and, last
but not least, the very nice women who greeted me in the Schine Stu-
dent Center cafeteria each morning before I headed off to the library to
work . . . with a smile, a kind word, and a cup of coffee.

Several people have been especially instrumental in helping me as I’ve
developed my ideas for this work. I’m responsible for the ideas, but the
support, encouragement, and invaluable feedback of these people have
allowed me to realize this presentation of those ideas. First and foremost
among these special people is Jesse Burkhead.

Jess was first my teacher, then my mentor, and finally my friend. He
has passed away, but in his day he was everything I believe a scholar,
in the finest sense of the word, should be: ever willing to learn, always
wanting to learn, careful when he wrote, caring when he dealt with people,
committed to making a contribution that made life better for the many,
and committed to the integrity that makes life and liberty secure for all.
As a scholar he is my role model.

Bob Heilbroner reviewed the first piece I ever submitted on Adam
Smith. I know this because he allowed the editor to send me the full
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letter with his review, including his signature. Chutzpah demanded that
I follow up, so I wrote to him thanking him for his valuable comments
and asking a few questions. So began the many years of support and
encouragement he offered me. I only met Bob once, briefly, in person.
But the correspondence we shared allowed me to come to know him as a
good and caring person, and an incredibly insightful scholar.

Warren Samuels has pushed and prodded and opened up opportunities
to countless aspiring scholars. I am blessed to be in that number. Many
years ago, when I wrote a lengthy commentary on a book for one of
Warren’s countless edited editions, after reviewing my draft he wrote
me back with a very short charge: “Where’s the Evensky in all of this?”
That had a liberating effect on my mind. Warren invited me to find my
own voice and I loved it. When I began my year of writing this work,
the first person I turned to for feedback was Warren. He responded, and
responded, and responded to countless queries on my part. I am deeply
indebted to him for helping me get this project well underway.

In the course of developing this work, I’ve asked many folks for feed-
back and suggestions and I’ve benefited very much from the help I’ve
received. A few of those whose feedback has been particularly valuable
include: James Buchanan, Jerry Kelly, Avi Cohen, Robin Malloy, Edward
Harpham, Leon Montes, Glenn Hueckel, Jeff Young, and James Alvey. I
am also grateful for the excellent guidance I received from three anony-
mous reviewers.

Finally, I want to say a word about two editors with whom I’ve had the
pleasure to deal in the course of this project.

Craufurd Goodwin is the editor of the journal History of Political
Economy and is also the series editor for this book at Cambridge Univer-
sity Press. Most of my Smith work was developed in a series of articles in
HOPE, so over the years I’ve had many an opportunity to interact with
Craufurd as an editor. I cannot imagine a better person for that job.

Craufurd is the first and only editor of HOPE. Over the years, he
has made the journal a treasure for those of us who choose to explore
this dimension of ideas. His constant commitment to quality and care has
earned HOPE the highest respect across the economics profession. Thus,
he has built and sustained a respected outlet for our work in that realm
of ideas. And as an added benefit for all of us, he’s done this service with
a wonderful wit and a ready warmth that makes it a pleasure to work
with him.

Scott Parris is the Senior Editor for Economics and Finance at
Cambridge University Press, Americas Region. I’ve known Scott for
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more than ten years. Many years ago, I told him of my planned project,
and in an annual rite of early summer at each year’s History of Economics
Society Conference he would kindly ask me, “So how’s the project com-
ing, Jerry?” To which I would reply, in understatement, “Slow but sure.”

When, finally, I had the prospect of a manuscript the following year,
Scott gave me invaluable advice on how to think about the flow of my
presentation vis-à-vis potential audiences and, given that a Cambridge
acceptance was by definition a challenging prospect, he gave me advice
on other houses to which I might consider submitting my manuscript. At
every step of this process, Scott has been the consummate professional,
and a kind and caring human being. It has been and remains a real delight
to work with him.

Most of what you have here is new, but there are pieces from earlier
work embedded in this work. I thank the journals History of Political
Economy and the Southern Economic Journal for permission to use pieces
from articles that previously appeared in those journals, and similarly I
thank Kluwer Academic Publishers for permission to use pieces from a
chapter I wrote for a book I co-edited with Robin Malloy. Chapter 10
is closely drawn from an article in the Journal of Economic Education.
I thank the JEE for permission to use that piece.
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part one

ON ADAM SMITH’S MORAL
PHILOSOPHICAL VISION

1
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one

Adam Smith’s Vision

Imagination is more important than knowledge.
Albert Einstein

Philosophy is the science of the connecting principles of nature. Nature, af-
ter the largest experience that common observation can acquire, seems
to abound with events which appear solitary and incoherent with all
that go before them, which therefore disturb the easy movement of the
imagination . . . Philosophy, by representing the invisible chains which bind
together all these disjointed objects, endeavours to introduce order into
this chaos of jarring and discordant appearances, to allay the tumult of the
imagination, and to restore it, when it surveys the great revolutions of the
universe, to that tone of tranquility and composure, which is both most
agreeable in itself, and most suitable to its nature. Philosophy, therefore,
may be regarded as one of those arts which addresses themselves to the
imagination. . . .

Adam Smith
“History of Astronomy”

imagination, the invisible hand, and philosophy

Imagine that there is an order to the universe, an order that is the work
of a deity as designer. Imagine further that somewhere beyond our sight
that deity has a drafting table and on that table are the blueprints for that
design. Those imagined blueprints are invisible to us, and so too the hand
that drew them.

That hand is the invisible hand of Adam Smith’s moral philosophy.
Smith uses the invisible hand image three times in his works. The first,

in the “History of Astronomy,” (hereafter, HA) refers to “the invisible

3
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4 Adam Smith’s Moral Philosophy

hand of Jupiter” (HA, 49), a clear connection between the image and
a deity. However, this is a micro-managing deity of superstition. Smith’s
deity is a designer. His second and third usages of the invisible hand image
(The Theory of Moral Sentiments [TMS], 184; An Inquiry into the Nature
and Causes of the Wealth of Nations [WN], 456) reflect the power of that
deity’s design to guide the ultimate course of human events through, but
independent of, humans’ intentions.

Smith believes we can only imagine the invisible connecting principles
designed by this hand. We cannot know them. His objective as a moral
philosopher is to represent what he imagines these invisible principles to
be, and to do so in a way that is persuasive to a thoughtful and observant
spectator of human events and is instructive to the noble leader who seeks
to contribute to humankind’s progress. His system of moral philosophy
is meant to be a guide, not a mandate. He would reject as insolent arro-
gance the assertion of anyone who claimed to know the design and to act
on that knowledge with the self-assurance that he acts on behalf of the
deity.1

Smith’s analysis of the role of philosophy in humankind begins with the
premise that although we cannot know the design, we do take comfort in
the notion that there is a design, an order to our world. A child takes plea-
sure in offering a simple taxonomy of appearances “when it . . . ascertains
to which of the two . . . classes of objects a particular impression ought
to be referred; to the class of realities . . . which is (sic) calls things, or to
that of appearances which it calls nothings” (HA, 38, emphasis in orig-
inal). Adults do the same thing with the same purpose, but with more
sophistication. “[W]hen something quite new and singular is presented
[to us] . . . What sort of a thing can this be? What is that like? are the
questions which . . . we are all naturally disposed to ask” (HA, 39). We
do so out of a desire to “introduce order into this chaos of jarring and
discordant appearances” (HA, 45–6).

As it is with the singular, so it is with “a succession of objects” or
events (HA, 40). While we cannot observe the invisible connecting chain
that gives rise to the succession we see, we are comforted when, through
our imagination, we can conceive of principles that “seem” (HA, 41) to
explain the order of the events we observe.

1 Smith believes in the deity as designer but not in the “design argument” (Smith, Norris
Kemp, 44): natural order as scientific proof of a deity. His belief is a matter of faith, not
proof (more on this subsequently and in Chapter Four). In a eulogy to his father, Ron
Reagan, Jr. offered a distinction that would suit Smith. Reagan, Jr. asserted that for his
father, faith was “a responsibility, not a mandate. And there is a profound difference”
(Reagan, 2004).
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Customary successions are inherently comforting because such con-
nections are easy to conceive:

There is no break, no stop, no gap, no interval. The ideas excited by so coherent
a chain of things seem, as it were, to float through the mind of their own accord,
without obliging it to exert itself. . . . (HA, 41)

Smith cites as an example of such thinking

the artisan [(e.g., “dyers, brewers, distillers”) who] cannot conceive what occasion
there is for any connecting events to unite those appearances [“to us very strange
and wonderful”], which seem to him to succeed each other very naturally. It is their
nature, he tells us, to follow one another in this order. In the same manner bread
has, since the world began, been the common nourishment of the human body, and
men have so long seen it, every day, converted into flesh and bones, substances
in all respects so unlike it, that they have seldom had the curiosity to inquire
by what process of intermediate events this change is brought about. (HA, 44)

It is the philosopher who, spurred by “anxious curiosity” (HA, 40),
explores the invisible connecting chains that form those links that others
take for granted.

[A] philosopher, who has spent his whole life in the study of the connecting prin-
ciples of nature, will often feel an interval betwixt two objects, which, to more
careless observers, seem very strictly conjoined. By long attention to all the con-
nections which have ever been presented to his observation . . . [the philosopher]
has, like the musician, acquired, if one may say so, a nicer ear, and a more delicate
feeling with regard to things of this nature. (HA, 45)

Adam Smith was a moral philosopher and, as Isaac Newton had done
for natural philosophy, so Smith sought to do for moral philosophy: to
imagine and represent those invisible connecting principles designed by
the deity that determine the course of nature. Newton’s natural philosoph-
ical realm encompassed all in nature that envelopes humankind. Smith’s
moral philosophical realm was humankind.

As philosophers who shared a belief in the deity as designer, both
Newton and Smith faced the same challenge: How do we see into that
windowless workshop of the designer? How do we know the design with-
out access to the blueprints? As Smith writes:

Who wonders at the machinery of the opera-house who has once been admitted
behind the scenes? In the Wonders of nature, however, it rarely happens that we
can discover so clearly this connecting chain. With regard to a few even of them,
indeed, we seem to have been really admitted behind the scenes. . . . (HA, 42–3)2

2 Smith writes of “the various appearances which the great machine of the universe is per-
petually exhibiting, with the secret wheels and springs which produce them. . . . ”
(TMS, 19).



P1: IBE/KCX P2: IWV
0521852471agg.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 21:5

6 Adam Smith’s Moral Philosophy

Nature’s “Truth” lies “behind the scenes.” No philosopher has the priv-
ilege, as an opera patron might, of going behind the scenes to observe
those “concealed connections” (HA, 51). No philosopher can see what
the invisible hand has drawn on those inaccessible blueprints. But while
Smith knows he cannot “see” the invisible, he believes he can imagine
it.3 Based on what he can see, the visible effects from the work of that
invisible hand, he imagines the connecting principles of the design and
represents them.

Smith appreciates that he is not describing Truth, but rather he is of-
fering his best approximation of what he imagines Truth to be. Even the
work of Sir Isaac Newton, whom Smith admires as the greatest philoso-
pher of all time, is, in Smith’s opinion, a representation, not a Truth. In
the closing paragraph of his “History of Astronomy,” after expressing his
awe at Newton’s accomplishments, Smith reminds us:

And even we, while we have been endeavouring to represent all philosophical
systems as mere inventions of the imagination . . . have insensibly been drawn in,
to make use of language4 expressing the connecting principles of this one, as if
they were the real chains which Nature makes use of to bind together her several
operations. (HA, 105, emphasis added)5

Not even Newton had found a window into the workshop of the deity.

Philosophy . . . [only] pretends to lay open the concealed connections that unite
the various appearances of nature. (HA, 51, emphasis added)

3 Lovejoy quotes Voltaire: “‘the imagination takes pleasure in seeing. . . .’” (Lovejoy, 252).
4 On language and imagination in Smith evolutionary analysis: “Smith in ‘Considerations

[Concerning the First Formation of Languages]’ describes the evolution of language along
a line from particularity to generality, from simplicity to complexity, and from concreteness
to abstraction . . . [and] language, as he sees it, . . . must be taken as the starting point in
any analysis either of concrete or ideological phenomena. The analysis of language must
be undertaken in order to perceive the connection between a developing language and
the progress of society, for he assumes that they are related. . . . The power of language
to propel science and society, whose progress depends on science, is ultimately based on
man’s ability to generalize [an act of imagination]. This capacity, in turn, is a gift that
the developed language bestows on its users. . . . The sign of relation is the preposition,
he notes, whose invention follows upon man’s attainment of a relatively high capacity
for abstract thinking. By this extraordinary device we are enabled to express general
and abstract connections between substantive events or objects. Empiricist that he is, he
is most careful to observe that the connections themselves are never and can never be
directly perceived: ‘. . . relations never are the . . . objects of our external senses.’ He has
the extraordinary sophistication to see that it is the signs of the relations, and the signs
only, that are sensed directly” (Becker, J., 15–6).

5 “While Smith wrote with real enthusiasm about Newton’s contribution . . . [he took] the
bold and novel step, in an age dominated by Newton, of reminding his readers that the
content of that system was not necessarily ‘true’” (Skinner, 1979, 32, 36).
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The difference between the stories of superstition and the representa-
tions of philosophy lies not in the distinction between fiction and truth.
Neither represents Truth with a capital T. Both are fiction, both are prod-
ucts of the imagination. The difference lies in how the imagination forms
the stories to be told.

The stories of superstition are ad hoc, a new piece (e.g., a new god)
added whenever there is an apparent anomaly to be explained, and they
are often designed to be fantastic in order to intimidate others into belief.
The representations of philosophy are based on rich, systematic observa-
tion in search of patterns that may approximate the invisible connecting
principles. A philosophical analysis that can represent the observed pat-
terns in a familiar, elegant and simple way is compelling to Smith because
it meets his standard of philosophical excellence: It is persuasive to a
well-educated, open mind.6

from natural to moral philosophy

Smith is a proud disciple of Newton, but he appreciates that there is a sig-
nificant difference between Newton’s natural and his moral philosophical
enterprise. This derives from a fundamental difference between the hu-
man condition and the natural world that surrounds it.

6 “Smith argued that a system of thought will only prove acceptable [persuasion is the
standard] if it is capable of providing a coherent account of observed appearances (thus
soothing the imagination), and in so far as the principles on which it relies are plausible”
(Skinner, 1972, 310, emphasis in original) and reflect “simplicity” (Skinner, 1972, 312).
“The desire of being believed, the desire of persuading, of leading and directing other
people, seems to be one of the strongest of all our natural desires. It is, perhaps, the in-
stinct upon which is founded the faculty of speech, the characteristical faculty of human
nature. No other animal possesses this faculty, and we cannot discover in any other animal
any desire to lead and direct the judgment and conduct of its fellows” (TMS, 336).

Smith believed that demonstrating probability is key to persuasion. In describing the
theory of sound, for example, he writes that “[t]here are not many philosophical doctrines,
perhaps, established upon a more probable foundation. . . . [And] this great probability is
still further confirmed by the computations of Sir Isaac Newton . . . (Of the External Senses,
147). In a moral philosophical context, rejecting Mandeville, he writes that “[t]hese, [“ap-
pearances in human nature”] described and exaggerated by the lively and humorous,
though coarse and rustic eloquence of Dr. Mandeville, have thrown upon his doctrines
an air of truth and probability which is very apt to impose upon the unskillful” (TMS,
308). This last point brings us to the issue of audience. Smith believed that, for a philoso-
pher, the most significant audience is composed of those who possess “superior reason
and understanding, by which . . . [they] are capable of discerning the remote consequences
of . . . actions, and of foreseeing the advantage or detriment which is likely to result from
them” (TMS, 189).

Morrow cites the “empirical persuasive fashion” in which Smith presented his princi-
ples (Morrow, 1927, 323).
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The subjects of natural philosophy – the planets, the plants, the tides,
and so on – these things do not imagine or reason, they simply follow the
design of nature. Not so the subjects of moral philosophy; humans imag-
ine, they reason, and they suffer “human frailty” (Correspondence, 221).7

That “frailty” makes humankind unique in nature. We are the unnatural
dimension of nature. Our vices can distort the “regular and harmonious
movements” of the design:8

Human society, when we contemplate it in a certain abstract and philosophical
light, appears like a great, an immense machine, whose regular and harmonious
movements produce a thousand agreeable effects. As in any other beautiful and
noble machine that was the production of human art, whatever tended to render
its movements more smooth and easy, would derive a beauty from this effect,
and, on the contrary, whatever tended to obstruct them would displease upon
that account: so virtue, which is, as it were, the fine polish to the wheels of society,
necessarily pleases; while vice, like the vile rust, which makes them jar and grate
upon one another, is as necessarily offensive. (TMS, 316)

In Smith’s analysis, the nexus of human imagination, reason, and frailty
puts humankind in a peculiar and problematic position. Our imagination
and reason9 give us dominion over the earth and the capacity to develop
natural resources into wealth far beyond our requirements for survival.
But that imagination and reason, when wedded to frailty, also sets the
stage for destructive interpersonal conflict when some seek to capture a
larger share of the human bounty for themselves.

This dilemma was brought into sharp focus by the moral philoso-
phers of the first ages of liberal society, who, including Smith, struggled
with the “cohesion question”: If the productive potential of liberal soci-
ety derives from individuals’ freedom to pursue their own interests (the

7 He also refers to “the frailty of human nature” (LJA, 36). There are two sets of Lectures
on Jurisprudence from Adam Smith. The earlier of these is referred to as “Report of
1762–3” and the other as “Report dated 1766”. Following standard usage I will reference
the first as LJA and the second as LJB.

8 While this “noise” adds a dimension of complexity to moral philosophy, there is one sense
in which moral philosophy is more likely to be reliable: “A system of natural philosophy
may appear very plausible, and be for a long time very generally received in the world,
and yet have no foundation in nature, nor any sort of resemblance to the truth. . . . But it
is otherwise with systems of moral philosophy, and an author who pretends to account for
the origin of our moral sentiments, cannot deceive us so grossly, nor depart so very far
from all resemblance to the truth” (TMS, 313–14).

9 “Man has received from the bounty of nature reason and ingenuity, art, contrivan<c>e,
and capacity of improvement far superior to that which she has bestowed on any of the
other animals, but is at the same time in a much more helpless and destitute condition
with regard to the support and comfort of his life” (LJA, 334).
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Physiocrats’ “laissez-faire”), how can such a society avoid a Hobbesian
war of all against all?10 What cohesive force can constrain the destruc-
tive dynamic of unbridled self-interest and hold liberal society together
so that its potential – a materially satisfactory, secure, tranquil life for
each individual and the greatest possible wealth for the nation – can be
realized?11

In order to answer this question Smith examines the history of hu-
mankind.12 He culls from that history13 the contours of those invisible
connecting principles that have guided humankind through the twists
and turns of distortions caused by our frailty, and that guide a more har-
monious case where those distortions are diminished.14 The framework
of analysis he develops is evolutionary.15

10 How, in modern terminology, does a liberal society avoid degenerating into a “rent-
seeking society”? (Buchanan, et al., 1980).

11 Locke envisioned a social contract. The Physiocrats advocated a “despotisme
legal.”

12 “Smith and his contemporaries did not disregard the experience of ages and clearly
accepted Aristotle’s dictum that we can only understand what presently exists by first
considering ‘the origins from which it springs’” (Skinner, 1972, 317). “Smith’s inclination
in the study of any subject was to approach it historically in the first instance and then to
form his own ideas from reflections on past history” (Raphael, 1997, 18).

13 I use the term “cull” here in the same spirit as did Wordsworth in the Prelude, Book XIII,
where he wrote of “wandering on from day to day where I could meditate in peace, and
cull knowledge that step by step might lead me on to wisdom. . . . ” (Wordsworth, 248).

14 Muller describes Smith’s use of history to imagine this dynamic very nicely. He writes
that Smith’s method “entailed an inductive attempt to discover regularities in social
life through observation and comparison, for which history provided much of the raw
data. Finally, it called for an examination of the ways in which human propensities were
shaped and molded into particular character types by historically changing social, polit-
ical, and economic structures” (Muller, 1993, 48–9). “While Smith explored the more or
less constant passions of the individual, he was more concerned with the degree to which
historically developed institutions channel those passions in directions which are morally
desirable and adapted for social survival” (Muller, 1993, 115).

15 It is important to distinguish humankind’s evolution from human evolution. The former
is about societal constructs and their “organic” change, whereas the latter is about the
change in the human organism. Smith does not ascribe humankind’s progress to “better”
humans, but to more constructive societal constructs built on the experience and progress
of the past. He makes this point with respect to philosophers when he asserts “Let us not
despise those ancient philosophers . . . [who held what we consider immature ideas. We
have] no superior sagacity,” just the advantage of time and chance (History of Ancient
Physics, 109). In what follows, when I use the term “more mature” I mean it in that sense
of more developed based on the advantages of time.

For Smith, human nature is universal and constant. Smith writes: “Man is perpetually
changing every particle of his body; and every thought in his mind is in continual flux and
succession. But humanity, or human nature, is always existent, is always, the same. . . .”
(History of Ancient Logics and Metaphysics, 121).
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humankind’s evolution

Humankind has been evolving, according to Smith,16 through stages. This
process began in a rude state of human existence and has progressed
from that rude state of hunting and gathering through stages of pasturage
and agriculture to commerce.17 This progress from stage to stage occurs
because there is an intrasocietal dynamic that generates change within a
society, and an intersocietal process of natural selection at work.

Intrasocietal change is driven by human imagination and reason.
These give individuals the power to intentionally or unintentionally affect
their inherited social construction. These choices, along with chance and

16 “Smith has an evolutionary view of history and economic and political development”
(Werhane, 50). Skinner writes that “[a]s Lester Crocker put it: ‘The rise of relativism in
ethics and social thought as evidenced in the writings of Montesquieu, Diderot and others,
is a complementary part of a general evolutionist view of the universe, which embraced
the cosmos, life, and societies.’ Smith’s interest in the general problem of historical change
was clearly not a peculiarly Scottish phenomenon” (Skinner, 1975B, 172). Lovejoy notes
that “the general notion . . . of an evolutionary advance . . . was becoming familiar in very
widely read writings before the middle of the eighteenth century. . . . In, roughly, the third
quarter of the [eighteenth] century theories which may, in a broad sense, be called evolu-
tionistic multiplied” (Lovejoy, 262, 268). Griswold cites Edward “Gibbon[’s . . . ] tribute
to Smith’s work on the evolution of society. . . .” (Griswold, 1999, 7–8) Charles Clark iden-
tifies an evolutionary dimension in Smith’s work, but then asserts that “Smith’s natural
law preconceptions . . . ultimately tie him down to a static theory” (Clark, 839). I disagree.

17 “Within Scotland there were regions at very different stages of social and economic de-
velopment, creating what one scholar has described as a ‘social museum at Edinburgh’s
back door.’ . . . With such a multiplicity of political, economic, and social forms so close
at hand, it is no wonder that Scottish intellectuals in Edinburgh and Glasgow were given
to reflecting on the ‘stages’ of society and the role of government and commerce in the
movement from one stage to another” (Muller, 1993, 22, 23). “Meek, 1976, remains a
valuable study of four-stages theory, but is flawed by an overlong search for the first
appearance of the theory in its most developed form. It is now recognized that various
versions of the stadial sequence were common property among European scholars, and
were developed by various authors in various ways” (Pocock, 1999, 315).

Meek considers it, as the names of the stages imply, a materialist history (Meek, 1976,
242). Richard Teichgraeber rejects this materialist interpretation, writing that “[s]urely
the point of this entire line of inquiry [Smith’s “four stages scheme” (Teichgraeber, 143)] is
missed if we represent the arguments as parts of a materialist view of history. Smith’s main
concern was not to grasp a story whose underlying factors are predominately economic.
It was, instead, to furnish his students with an answer to the philosophical question of
how human sentiments come to shape our understanding of the purpose of law and gov-
ernment” (Teichgraeber, 144). Winch, after exploring all the twists and turns in Smith’s
stages, writes that “the whole unlinear stadial sequence begins to seem highly contingent
on circumstances that are by no means traceable merely to economic causes” (Winch,
1983, 258–9). I generally agree with Teichgraeber and with Winch. To ascribe either a ma-
terialist or jurisprudential purpose to the four stages analysis is to miss Smith’s purpose
in using it as frame for analysis. As we will see, his representation is of a simultaneous
system in which social, political, and economic dimensions evolve interdependently, with
no one dimension being deterministic.
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circumstance, determine the course of a society’s changes. As more ma-
ture, productive social constructs emerge, these more mature constructs
have the capacity, ceteris paribus, to be stronger than less mature construc-
tions (e.g., ceteris paribus, pastoral societies have the means to dominate
hunting and gathering societies, agricultural to dominate pastoral, and
commercial to dominate agricultural). Thus there is a natural selection
bias among humankind’s societies toward increasing maturity in social
constructions.

Evolution and natural selection are terms used in many domains, so
before proceeding it is important to distinguish Smith’s analysis of natural
selection and evolution through stages from some other versions of natu-
ral selection/evolution and stages analysis – specifically Herbert Spencer,
Charles Darwin, and Karl Marx.

With respect to Spencer, Smith’s analysis is different because it is not a
story of genetic superiority or of elites as representative of what is best in
humankind.18 Quite to the contrary, although elites can, and often do, play
an instrumentally valuable role in Smith’s analysis, they are not “superior”
in any metaphysical sense. Smith believes that all human beings are made
of the same “coarse clay” (TMS, 162). For Smith the ultimate measure of
a society’s progress is not to be found in the wealth of the elite, but rather
in the well being of the least among the working class.

With respect to Darwin, Smith’s analysis of natural selection is different
in two significant ways.

� Darwin’s biological evolution is not a function of the choices made by
the members of the species involved. Smith’s evolution of humankind
is. Chapter Two describes the co-evolution of individual and society,
a process in which the individual is initially socially constructed, but
then as that individual grows, his unique biography,19 his imagination,
and his reason combine and empower him to conceptualize changes
that reshape, intentionally or unintentionally, the social construction
that initially shaped him.

18 Social Darwinism “presupposes natural inequalities among individuals, which result in
a stratified social organization which is also ‘natural.’ If moral attributes are biological
facts and if the measure of morality is the control of property, then it is ‘natural’ that
propertied individuals should exist at the expense of the propertyless; further, the social
structure must be stratified according to ‘natural’ principles. Since inheritance does not
involve variation, it follows that in a ‘natural’ and therefore, presumably good society,
the system of social stratification should be perpetuated” (Tax and Krucoff, 404).

19 “It is because he is a member of many . . . groups that the complexity of the individual’s
life arises, for countless combinations of sympathies may be influencing him at any given
moment” (Morrow, 1923, 56).
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� Darwinian biological natural selection is about divergence. There is
increasing biodiversity as new species fill ever-finer niches in the bio-
sphere. Smith’s societal natural selection is about convergence. He en-
visions humankind as moving through stages toward a single social
construction. In this respect Smith’s analysis is similar to Marx’s.

In Marx, there is an inherent conflict, and thus an internal contradic-
tion, in any mode of production that is structured on social relations that
include an unproductive class that controls the means of production and
a productive class that provides the labor for production. This contradic-
tion gives rise to quantitative changes that ultimately resolve themselves
as a qualitative change – a transformation into a new mode of produc-
tion. Each new mode (e.g., feudalism, slavery, capitalism) embodies a
new, albeit different, contradiction so long as the new social relations still
embody a class conflict.

In Marx, convergence is realized at the end of the capitalist mode, when
the internal contradiction, the opposition between the capitalists and the
working class, is resolved into a classless society. With sweet irony Marx
sees this resolution as inherent in the concentration of capital that is
inevitable in the capitalist mode. Hand in hand with this concentration
of capital goes the increasing organization of the working class, and that
organization becomes the key to revolution:

The advance of industry, whose involuntary promoter is the bourgeoisie, replaces
the isolation of the labourers, due to competition, by their revolutionary combi-
nation, due to association. . . . What the bourgeoisie, therefore, produces, above
all, are its own grave-diggers. Its fall and the victory of the proletariat are equally
inevitable . . . (Marx, 715, fn.1, quotation cited from “Manifest der Kommunistis-
chen Partei”)

Marx’s materialist philosophy tells a story of history that converges
toward a classless communism. Smith’s story of history is also convergent,
but the destination he envisions is very different.

on evolutionary convergence: the liberal plan
as the human prospect

Smith imagines humankind’s progress through stages as converging on
an ideal limiting case20: “the liberal plan of equality, liberty and justice”
(WN, 664).

20 One hears Smith’s conception of an evolution that allows humans to approach an ideal
as limit in spite of their frailty in his eulogy for his dearest friend David Hume: “Thus
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For Smith this ideal society is one in which the least of the working
class are “tolerably well fed, clothed, and lodged”:21

Servants, labourers, and workmen of different kinds, make up the far greater part
of every great political society. But what improves the circumstances of the greater
part can never be regarded as an inconveniency to the whole. No society can surely
be flourishing and happy, of which the far greater part of the members are poor
and miserable. It is but equity, besides, that they who feed, clothe, and lodge the
whole body of the people, should have such a share of the produce of their own
labour as to be themselves tolerably well fed, clothed, and lodged. (WN, 96)

Smith believes that the liberal plan is the best constitution for the
working class because it produces the greatest wealth for the nation and
distributes that wealth most justly. That plan is the most materially pro-
ductive because the freedom and security it affords each individual en-
courages the most productive use of resources. As every resource holder
allocates his labor and stock to the most advantageous option, all are

died our most excellent, and never to be forgotten friend. . . . Upon the whole, I have
always considered him, both in his lifetime and since his death, as approaching as
nearly to the idea of a perfectly wise and virtuous man, as perhaps the nature of hu-
man frailty will permit” (Correspondence, 221). As Hume the individual, his human
frailty notwithstanding, could approach the ideal limiting case of the perfectly wise and
virtuous man; so too, Smith believed, humankind as a whole could approach an ideal
limiting case.

21 Haakonssen cites Smith’s concern for “poor people in any society” (Haakonssen, 1981,
141). Griswold writes that “[h]is outlook encompasses a passionate commitment to com-
mutative justice and to the betterment of the lot of the ordinary person” (Griswold,
1999, 360). Muller writes that “Smith was less concerned with the welfare of the social
and political elite than with the welfare – both material and moral – of the vast ma-
jority of society” (Muller, 1993, 8). Young asserts that “in more than one place Smith
virtually equates the common good with the welfare of the lowest members of soci-
ety” (Young, 165). From Sowell, we read that “Adam Smith . . . invariably sided with
the ‘underdogs’ whenever he took sides between rich and poor, between business-
men and their employees, or between masters and their slaves” (Sowell, 3). Winch:
“[T]he advance of civilization goes hand in hand with an improvement in the stan-
dard of material comfort enjoyed by the labouring classes, who comprise the bulk of
society. Smith explicitly stated that such standards, and not merely rising per capita in-
comes, were the most appropriate measure of economic welfare” (Winch, 1978, 87).

It should be noted that Smith is keenly aware of the potential for technical advance-
ment in production to numb the mind of workers: “In the progress of the division of
labour, the employment of the far greater part of those who live by labour . . . comes to
be confined to a few very simple operations. . . . He naturally looses, therefore, the habit
of such exertion, and generally becomes as stupid and ignorant as it is possible for a
human creature to become. . . . [I]n every improved and civilized society this is the state
into which the labouring poor, that is, the great body of the people, must necessarily
fall, unless government takes some pains to prevent it (WN, 781–2, emphasis added). In
Chapter Nine, we will see how Smith recommends government address this issue.
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engaged in a competition for opportunities that eliminates advantages
and requires efficiency for survival:

The whole of the advantages and disadvantages of the different employments
of labour and stock must, in the same neighbourhood, be either perfectly equal
or continually tending to equality. If in the same neighbourhood, there was any
employment evidently either more or less advantageous than the rest, so many
people would crowd into it in the one case, and so many would desert it in the other,
that its advantages would soon return to the level of other employments. This at
least would be the case in a society where things were left to follow their natural
course, where there was perfect liberty, and where every man was perfectly free
both to choose what occupation he thought proper, and to change it as often as he
thought proper. Every man’s interest would prompt him to seek the advantageous,
and to shun the disadvantageous employment. (WN, 116, emphasis added)

The competition among workers is most keen under this plan because
workers are most free and independent, and for Smith independence is
a key to human dignity and personal maturity.22 So too, the competition
among capitals is most keen under this plan, and that competition, accord-
ing to Smith, generates a distribution that allows workers to be “tolerably
well fed, clothed, and lodged.”

As will be described in Chapter Six, when capital is flowing in this
secure world of “perfect liberty,” it returns from every circuit of its flow
expanded. Thus, the continuing circulation of capital creates an ever-
deepening pool of capital that competes for labor. As a consequence,
in the perfectly competitive markets of the liberal plan wages rise, and
the rate of profit falls until it just covers the cost of superintendence.23

In short, Smith believes that under the liberal plan, the least among the
working class will do best, and the distance from top to bottom will be
diminished.

However, it is not the freedom or the independency or the material
fruits of the liberal plan that Smith values most. These are instrumental in
approaching the ideal limiting case that he envisions:24 a society in which

22 “Nothing tends so much to corrupt and enervate and debase the mind as dependency,
and nothing gives such noble and generous notions of probity as freedom and indepen-
dency. Commerce is one great preventative of this custom,” “the custom of having many
retainers and dependents” (LJA, 333).

23 In which case very few could live off accumulated capital. More on this in Chapters Six
and Twelve.

24 Smith’s view of material goods relates closely to Sen’s concept of capability: “If we value
the capability to function, then that is what we do value, and the possession of goods with
the corresponding characteristics [that allow us to function] is only instrumentally valued
and that again only to the extent that it helps in the achievement of the things that we
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all citizens have the opportunity to enjoy a life of “secure tranquility”
(TMS, 215).

Tranquility represents, for Smith, peace of mind, “that equal and
happy temper, which is so necessary to self-satisfaction and enjoyment”
(TMS, 23).

One can suffer physical deprivation or even harm and still enjoy tran-
quility. Smith cites, for example, the “savages in North America” and the
“negro[s] from the coast of Africa” who suffer the tortures and indigni-
ties of their oppressors with a “magnanimity and self-command . . . [that]
are almost beyond the conception of Europeans” (TMS, 206). However,
the ideal of human life is not tranquility in the face of oppression, it is
secure tranquility, that peace of mind that one enjoys along with peace of
body. The latter does not require wealth, only a sufficient subsistence for
a satisfactory existence.25

In the most glittering and exalted situation that our idle fancy can hold out to
us, the pleasures from which we propose to derive our real happiness, are almost
always the same with those which, in our actual, though humble station, we have
at all times at hand, and in our power. Except the frivolous pleasures of vanity and
superiority, we may find, in the most humble station, where there is only personal
liberty, every other which the most exalted can afford; and the pleasures of vanity
and superiority are seldom consistent with perfect tranquility, the principle and
foundation of all real and satisfactory enjoyment. (TMS, 150, emphasis added)

Smith fully appreciates that the liberal plan and the secure tranquility
it can afford individuals is a limiting case that can never be fully achieved,
but he believes that this ideal can be ever more closely approximated.
The raison d’e′tre of his moral philosophy is therefore

� to lay out his vision of the ideal, and
� to persuade his readers

� that this is an ideal that humankind can approximate,
� that his moral philosophical system represents the contours of the

do value (viz. capabilities)” (Sen, 1984, 85). Sen notes: “I am not under any illusion that
the capability approach to the standard of living would be very easy to use” (Sen, 1984,
87). Smith would certainly agree. Indeed, for Smith the well being of the least among the
working class is a gross standard by which to measure a society’s position in the course of
humankind’s progress. Ceteris paribus, by this standard, if it appears that the least among
the working class are afforded a better standard of living, this is prima facie evidence that
that society represents progress in the evolution of humankind.

25 “The whole benefit of wea<l>th and industry is that you either employ a greater number
or give those already employed a more comfortable subsistence” (LJA, 391, notation
follows text).
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ideal and highlights the obstacles that impede progress toward the
ideal, and

� that his system is, therefore, an instructive, worthwhile guide for a
public policy aimed at pursuing this ideal.

These goals present Smith with a complex challenge.

smith’s challenge and the role of “theoretical or
conjectural history” in his approach

Given his vision of humankind’s evolution through a process of natural
selection toward a limit, Smith’s challenge is twofold.

First, he must identify those natural, general principles that, he imag-
ines, guide progress. This is a daunting task because, given the endless va-
riety of distortions that frailty wedded to imagination and reason makes
possible, humankind’s evolution unfolds as a multiplicity of natural exper-
iments (societies) simultaneously developing along different paths. These
experiments take many peculiar turns due to circumstance, they often
intersect and affect one another, and due to our frailties . . . stagnation,
decline, and collapse have been the rule. There is no single example that
reflects inexorable progress from the origin, so there is no case that clearly
and simply represents the general principles that lead to progress.26

In order to establish that there are general principles to be found among
all the particular cases, Smith looks beyond the experience of any given
society and examines the nature of human nature and the flow of hu-
mankind’s history as a whole. With self-reflection,27 his own observations,
reports of other societies, and the accounts of history as his empirical base,
he develops a ceteris paribus story of the natural history of humankind

26 “Smith would certainly be skeptical of any straightforward progressivist history . . .

[H]istory’s ‘logic’ [is] often opaque . . .” (Griswold, 1999, 353).
27 “‘Every one is conscious of them in himself; and men’s words and actions will satisfy him

that they are in others.’ [(Locke quoted by Bryson.)] What more indubitable objects of
observation could empiricism demand? Here, it seemed to them, was the rock-bottom
start for the study of man. As they looked into their own minds and found there ideas
of benevolence, fear, vanity, justice, love, as well as ideas conveying information about
the physical world; when they saw other people behaving as if they, too, experienced
these same ideas and inclinations, it seemed to them that they had discovered not only
an observable basis for the science of man, but one so universal that it embraced all the
laws of nature at work in and for man. Hence, the organizing principles for making a
science of man became for them human nature itself” (Bryson, 18). Sincere thanks to
Glenn Hueckel for directing me to this quotation.
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and identifies those general principles that he imagines guide humankind’s
natural progress.28

Then, given that “man is naturally disposed to reverse the natural”
(Cropsey, 40),29 Smith applies his general principles to particular cases in
history in order to demonstrate that if we adjust for the fact that ceteris
is never paribus and consider the workings of these general principles
in the context of particular, distorted circumstances, then these general
principles are consistent with all the twists, turns, stagnations, reversals,
and collapses of humankind’s actual history.

In effect, Smith tells two stories of humankind’s history:30

� He presents a “theoretical or conjectural history” (Stewart, 293) that
describes the undistorted course humankind’s evolution would natu-
rally follow according to his principles, and

� He offers an analysis of the course of recorded history explaining why
the unnatural twists, turns, stagnations, and declines of societies do not
represent violations of his general principles but, rather, reflect peculiar
distortions of those principles caused by human frailty. As Smith tells
the story, humankind’s narrative history reflects his general principles
because although individual societies have emerged, stagnated, and
declined, the overall flow of humankind’s history is consistent with his
natural, conjectural story: evolution through four stages and progress
toward the limit.

Smith’s two histories thus complement one another. His conjectural
history demonstrates the power of his principles to explain the broad
flow of humankind’s evolution,31 while his analysis of narrative history

28 J. G. A. Pocock writes that the civil jurisprudence tradition of Smith’s Scottish intellectual
milieu represented “the attempt to establish the principles of social living by empirically
establishing the principles of human nature. Since human society could now be studied
in much geographical and historical diversity, the way lay increasingly open to studying
these principles as manifest in variety, change, process, and even development . . . [and
so it] became a science of man and society, founded on the unity of human nature in the
diversity of human history . . .” (Pocock, 1983, 246).

29 Dugald Stewart, reflecting on Smith’s thought in a 1793 biographical essay, wrote:
“[P]aradoxical as the proposition may appear, it is certainly true, that the real progress
[of human events] is not always the most natural” (Stewart, 296).

30 “The sequences narrated in conjectural history were deemed to be typical [natural],
whereas the sequences of narrative documentary history were unique and particular”
(Hopfl, 23, emphasis in original). Hopfl offers a very nice analysis of the role of conjectural
history in Smith’s analysis.

31 “Smith took a vast historical sweep and produced a theory (admittedly incomplete)
which was designed to give coherence and order to what otherwise appeared as a chaos
of unconnected events” (Skinner, 1975B, 168).
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demonstrates the power of those same principles to explain peculiar,
unnatural events when that analysis is adjusted for the presence of
distortions.32

Smith employs precisely this “two history” strategy in the first three
Books of his Inquiry into the Nature and Causes of the Wealth of Nations.
Having laid out the general principles that guide the progress of opulence
in Books I and II, including the general principle that progress begins in
agriculture and proceeds from there to the cities, with commerce then ex-
panding its boundaries; the first chapter of Book III reviews that “natural
Progress of Opulence” (WN, 376) and then concludes:

But though this natural order of things must have taken place in some degree
in every such society, it has, in all the modern states of Europe, been, in many
respects, entirely inverted. The foreign commerce of some of their cities has in-
troduced all their finer manufactures, or such as were fit for distant sale; and
manufactures and foreign commerce together have given birth to the princi-
pal improvements of agriculture. The manners and customs which the nature of
their original government introduced, and which remained after that government
was greatly altered, necessarily forced them into this unnatural and retrograde
order. (WN, 380)

Smith then proceeds in the remainder of WN Book III to explain how
the oppressive system of feudal government precluded progress in the
countryside, while, thanks to the unintended consequences of political
maneuvering by kings and cities’ leaders,

[o]rder and good government, and along with them the liberty and security of
individuals, were . . . established in cities at a time when the occupiers of land in the
country were exposed to every sort of violence. . . . [M]en in this defenceless state
naturally content themselves with their necessary subsistence; because to acquire
more might only tempt the injustice of their oppressors. On the contrary, when they
are secure of enjoying the fruits of their industry, they naturally exert it to better
their condition, and to acquire not only the necessaries, but the conveniencies
and elegancies of life. That industry, therefore, which aims at something more
than necessary subsistence, was established in cities long before it was commonly
practised by the occupiers of land in the country. (WN, 405)

32 Macfie writes: “To them [the eighteenth century writers including Smith] the history of
society was a philosophy of history. They took the view, without questioning it, that a
philosophy of society must in method be historical. For societies themselves were natural
growths in their own unique environments, and interpreting that growth implied a theory
of growth” (Macfie, 14).
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This description of the evolution of events in Europe is doubly sig-
nificant. First it highlights what Smith imagines are the contours of the
general principles that lead to the progress: “the liberty and security of
individuals.” “[T]he liberal plan of equality, liberty and justice” is clearly
the natural limiting point of this process. Second it represents a historical
narrative in which distortions caused the course of particular events to be
very “unnatural and retrograde” and yet, as we will see in Chapter Seven,
through a convoluted process, those general principles that lead to the
progress - liberty and security – emerged and made progress possible in
the countryside as well.

Smith writes his “two histories” story because he believes that if, based
on principles that seemed plausible, he can represent the broad flow of
human experience as well as the particular experiences of individual so-
cieties in a manner that seems persuasive,33 this will serve to establish the
authority of his moral philosophical system as a valuable guide for public
policy.34

some issues in the smith scholarship

There are two issues in Smith scholarship that it is worthwhile to address
at this point because doing so provides a valuable context for what is to
come.

� Is there an “Adam Smith Problem”?, and
� Does Smith really believe in a deity?

33 Smith describes a case in law as “gain[ing] a considerable strength by the appearance of
probability and connection so that it is difficult afterwards to wrest our belief from them.
And by this means tho we can prove but a very small part of the facts yet those which
we have proved give the others by the close connection they have with them a great
appearance of truth and the whole Story has the appearance, at least, of considerable
probability” (Lectures on Rhetoric and Belles Lettres, hereafter LRBL, 178). This is very
much what he does in his construction of conjectural history.

34 Apropos of his own approach, Smith writes that: “[t]he design of historicall writing is
not merely to entertain; . . . besides that it has in view the instruction of the reader. It sets
before us the more interesting and important events of human life, points out the causes
by which these events were brought about and by this means points out to us by what
manner and method we may produce similar good effects or avoid Similar bad ones”
(LRBL, 90). Later, in the course of describing the evolution of histories, Smith writes
that “[t]he Historians again made it their aim not only to amuse but by narrating the more
important facts and those which were most concerned in bring about great revolutions,
and unfolding their causes, to instruct their readers in what manner such events might be
brought about or avoided” (LRBL, 111).
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Is there an “Adam Smith Problem”?

In his “Historicizing the ‘Adam Smith Problem,’” Laurence Dickey (1986)
offers an excellent review of the Adam Smith Problem (hereafter ASP)
in the literature.35

He writes that “the basic contours of the ASP have not really changed
since August Oncken gave rather full expression to them in 1898. . . . In
this form, the ASP seems to turn on two issues: the relation between
TMS (1759) and WN (1776), and that of continuity and change in Smith’s
thought as it developed between the two books” (Dickey, 581–2).

Dickey offers the following taxonomy of Smith scholarship vis-à-vis
the ASP:

� “the argument for continuity . . .
� the argument for change . . . and
� the argument for continuity and change” (Dickey, 583).

According to Dickey each of these arguments is problematic.
The continuity argument advocated by the Glasgow editors36 takes the

TMS as the point of departure for and the constant frame of reference
in Smith’s analysis. So, to use Dickey’s terminology, in this continuity
argument the TMS is the “motivating center” of Smith’s work.37 Dickey
rejects the continuity “treatment of the ASP [because although it explains
away any problem, it does so by a strategy that] refused to allow Smith
fundamentally to change his mind about things. . . . [Dickey refers to this
as] an unhistorical view of Smith as a thinker” (Dickey, 585).

The argument for change “emphasizes the lack of continuity between
TMS and WN. One of the key spokesmen for this view is [Jacob] Viner”
(Dickey, 585). This, the classic ASP argument, asserts that in response
to his contact with the Physiocrats the sanguine TMS based on “wishful
thinking about ‘a system of natural liberty,’ [gave way to a WN in which]
Smith posited specific institutional agencies for correcting ‘flaws’ that
developed within the ‘system’” (Dickey, 585–6). In this case the WN is

35 Montes (2003) offers an excellent history of the ASP.
36 “The editors’ introduction to the Glasgow edition of TMS is a fine example of the conti-

nuity argument. There the editors insist for several reasons on a basic similarity between
TMS and WN” (Dickey, 583).

37 Dickey cites “Alec Macfie, one of the Glasgow editors, . . . [who w]riting elsewhere . . .

claimed that ‘it would appear that the WN is simply a special case – the economic
case – of the philosophy implicit in the TMS’” (Dickey, 584). Ergo the TMS as moti-
vating center.
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the motivating center of Smith’s work. Dickey rejects this version of ASP,
accepting the Glasgow editors’ position that this “change” ASP argument
is not consistent with the historical development of Smith’s ideas.38

The continuity and change argument represented in the work of
Fred Hirsch “tries to reconcile these two modes of historiographical
discourse . . . by accepting the TMS and WN as ‘rival centers of meaning’ in
Smith’s thought” (Dickey, 586). The result is two motivating centers that
“are taken as complementary for historical rather than logical reasons”
(Dickey, 587). Dickey rejects this as an ad hoc explanation.

Finding all three of these ASP arguments lacking, Dickey offers his own
multiple motivating center version of the ASP. It derives from his belief
that, contrary to the view of the Glasgow editors,39 the revisions Smith
made to the TMS in 1790 are very significant. Based on that assertion
Dickey identifies not one, not two, but three motivating centers in Smith’s
works.

Dickey sees the 1790 revisions to TMS as a third motivating center be-
cause he believes Smith transforms his thought on prudence in particular
and on virtue in general from a self-oriented concept to a civic concept.
He suggests that this is motivated by Smith’s concern about the “men of
“middling virtue[’s] . . . tendency to opt for selfish ‘bourgeois’ rather than
‘liberal’ high minded values” (Dickey, 599).

Dickey does Smith scholarship a great service with his analysis of the
1790 revisions, but I disagree that there is an ASP here. There is a problem
and there is a change in Smith, but the problem is not one of consistency
in Smith and the change is not in his fundamental frame of analysis, his
vision.

The “problem” that motivates the most significant changes in the 1790
TMS text is Smith’s growing concern that the mercantile interests are
controlling government policy, and the change is that Smith moves to a
progressively more civic humanist rhetoric of active virtue. It is Smith’s
constant commitment to his larger vision, the liberal ideal as limit, that

38 “[T]he editors of the Glasgow edition are quick to dismiss it as a problem because there
is much evidence to suggest that Smith had already formulated the argument in the WN
long before his trip to France” (Dickey, 582).

39 “[T]he editors [of the Glasgow edition of TMS] arrive at the following conclusion: ‘Smith’s
account of ethics and human behavior is basically the same in edition six of 1790 as in
edition one of 1759. There is development but no alteration.’ Coming from two fine Smith
scholars, this conclusion would seem to be decisive. If, however, one looks closely at the
text, it will become apparent that this is clearly not the case” (Dickey, 588, emphasis in
original).
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motivates him to take on the mercantile system and to adopt the civic
humanist language as instrumental in his attack.

There is, as Dickey writes, a “‘dramatic action’ within the 1790 text,”
and Dickey is absolutely right that “it is clear from Smith’s moral
tone . . . [that] he is urging upon his reader” a more active virtue (Dickey,
595). His audience is not, however, the “men of ‘middling virtue . . . [and
their] tendency to opt for selfish ‘bourgeois’ rather than ‘liberal’ high
minded values” (Dickey, 599). His audience is present and future leaders
who must live by those “‘liberal’ high minded values” if they are to resist
the power of well financed interests, in this case the mercantile interests,
to seduce and/or intimidate them.

Smith delayed the initial publication of the WN to address his growing
concern with mercantile influence. His language in the 1784 revisions to
WN represents a much more virulent attack on the mercantile system than
the original edition. His 1790 revisions to TMS are largely motivated by
this deepening concern. Chapter Eight describes this sharpening focus in
Smith’s work by tracing the evolution of his voice on this issue. But while
Smith’s voice does evolve in response to the mercantile system, his vision
has a constant and coherent logic that is consistent throughout that evo-
lution.40 In Dickey’s terms, Smith’s motivating center, his liberal vision,
is constant, so by Dickey’s standard there is no Adam Smith Problem.
That is not to say, however, that there are no problems with Smith’s work.
There are.

A significant problem is that, given his focus on a sweeping, dynamic
natural selection/evolution/limit analysis, he is all too often maddeningly
imprecise or sloppy in his use of terms as he represents his vision.41 How-
ever, as Thomas Sowell puts it very nicely:

[Smith] was very consistent in his use of terms throughout any given chain of
reasoning, so that his conclusions were unaffected by his inconsistent use of terms
between one set of reasoning and another. (Sowell, 11)42

40 “My working assumption is that Smith’s thought is relatively coherent . . .” (Muller, 1993,
9). Citing the “principle of charity,” Griswold writes that “I am assuming that Smith’s
works, whether taken singly or collectively, possesses organic unity” (Griswold, 1999, 26–
7) in contrast to Vivian Brown (Griswold, 1999, 27fn40). I follow Griswold and Muller
in principle and in the challenge: “[I]t cannot be denied that Smith forces the reader to
do the labor of unification” (Griswold, 1999, 30).

41 “[T]he systematic character of the theory [in WN] is a matter of showing connections
rather than focusing upon a single explanatory principle . . .” (Raphael, 1997, 9–10).

42 Coats writes that “certain features of Smith’s style and mode of presentation make it vir-
tually impossible to determine the precise meaning and significance of his ideas. Among
these is the conspicuous lack of that species of small-mindedness which makes a virtue of
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The terms Smith uses must always be read relative to their context because
he is not always consistent in usage across contexts. What is consistent
across contexts is the vision that ties all of the pieces of Smith’s analysis
together. This consistency relates to his faith in a deity.

Does Smith really believe in a deity?

I began with the assertion that the invisible hand of Adam Smith’s moral
philosophy is the hand of a deity as designer. D. D. Raphael suggests that
although “Smith was probably a deist. . . . [Nevertheless] Smith’s account
of natural processes can be read . . . with no need for an underpinning
from theology” (Raphael, 1997, 37), and “Smith’s image of the invisible
hand is not a piece of theology. . . . He uses the phrase for vivid effect . . .”
(Raphael, 1997, 66).

I entirely agree with the assertion that the logic of Smith’s moral phi-
losophy does not require a deity.43 And certainly Smith appreciated full
well Hume’s withering, compelling attack on the design argument in the
Dialogues Concerning Natural Religion.44 However, Smith did have faith
in a deity45 and that faith did matter in his moral philosophy.

consistency . . .” (Coats, 218). See also Haakonssen (1981, 123). Sowell adds that “Smith’s
shifting use of terms provided many pitfalls for later classical writers, but Smith himself
did not fall into these pits” (Sowell, 11).

43 Others have made this same point. Knud Haakonsen suggests that the deity as “‘leap-
of-faith’” (Haakonssen, 1981, 77) may be Smith’s view, but he continues: “The really
important thing . . . is that it is irrelevant whether one wants to take the leap or not as
far as moral theory and understanding are concerned. Nothing hinges on teleological
explanations and thus on a guarantor of a teleological order.” (Haakonssen, 1981, 77)
T. D. Campbell writes: “[I]t is possible to remove the theological terminology and Smith’s
reflections about a benevolent Deity and not affect the empirical content of his work”
(Campbell, 1971, 61). Campbell suggests that Smith’s analysis of efficient causes is, in
effect, independent of his identification of the “teleological” final cause (Campbell, 1971,
70).

44 Smith was intimately involved in the events that led to its publication (Ross, 338–41),
and, as Griswold writes, Smith does not adhere to “the argument from design, whose
fallacies Smith had . . . learned from Hume” (Griswold, 1999, 333).

45 “Adam Smith’s reasons for believing in the reality of this ‘natural order’ were partly
empirical, but mainly, it is safe to say, a priori. . . . The real foundation of Adam Smith’s
faith in the ultimate harmony of the conflicting interests of individuals is to be found
in his theology” (Morrow, 1927, 333). “[W]hile we may admit that Smith’s theology led
him to expect nature to exhibit the signs of a creator, we should regard his faith as a
consequence, and not as a cause, of his study of nature” (Campbell, 1971, 60) He had
faith, but consequence or cause? I don’t think it’s something we can know. What we can
say is that it wasn’t based on the design argument or on revelation.
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For Smith, the prospect of human progress that he envisioned was
thanks to the benevolence of that deity, a benevolence reflected in the
deity’s design:46

The happiness of mankind . . . seems to have been the original purpose intended
by the Author of nature . . . No other end seems worthy of that supreme wisdom
and divine benignity which we necessarily ascribe to him. . . . (TMS, 166)47

However, this is only a prospect48 and it is one that is approached more
slowly or quickly depending in part on the actions of individual human be-
ings. Superstition, ignorance and faction impede progress. Enlightenment
speeds progress.

Smith along with his contemporaries expected the world to become more intel-
ligent, more tolerant, and more humane with the decline of superstition and the
advance of knowledge. . . . Smith was undeniably a ‘progressivist’ . . . Yet progress
was not automatic. He did not look to Providence for direct aid in the economic
and moral improvement of mankind. Man had to act on his own behalf . . . Smith’s
own work as economist and philosopher were (sic) intended, most probably, as
contributions toward this progress. (Bittermann, 1940B, 733–4)

I, too, believe this was Smith’s intention.49

Indicative of his commitment to this intention was his long battle
against the sophistry of the mercantile interests, described in detail in
Chapter Eight. Smith had no financial or reputational need for this ef-
fort. When he made his revisions to the WN and the TMS his income
and his reputation were long since secure. His purpose was to expose the

46 Griswold writes of “the Deity, understood [in Smith] as a benevolent designer . . . Hence
natural religion provides us with a holistic context . . .” (Griswold, 1999, 323). In reflect-
ing on the four stages analysis that he had explored in earlier work, Meek says that
“I would now wish to place more emphasis on the important connection between the
‘four stages’ theory and the concepts of progress and the perfectibility of mankind . . .”
(Meek, 1971, 24). In France, “Bossuet had claimed that although God makes history,
He very seldom does this by intervening directly: He would act through ‘chains of par-
ticular causes’ and, as Bossuet put it, ‘prepares the effects in the most distant causes’”
(Meek, 1971, 26). I would suggest this is Smith’s deity.

47 Notice the use of “seems,” Smith does not claim to know but only to imagine the deity’s
intention.

48 Smith was optimistic but he was not Voltaire’s Candide. David Spadafora’s The Idea of
Progress in Eighteenth Century Britain offers an excellent presentation of this Scottish
reasoned hope, which he contrasts with a more romantic British attitude. “[I]f Smith did
notice many defects of modern society, and some of the problems which were to arise
in the future [as he indeed did!], the general tenor of his argument must be said to be
broadly optimistic . . .” (Skinner, 1975B, 178).

49 “Smith was not a believer in perfection . . . What he did believe was that we can always
do better . . .” (Haakonssen, 1981, 97).
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sophistry of a system that served no one but those who advocated it, and
to appeal to current and future leaders to be models of civic virtue: to
see through the sophistry, to rise above the influences and intimidations
of faction, and to govern for the good of society as a whole. His motiva-
tion was his commitment to humankind’s progress, and his belief in the
possibility of that progress derived from his faith in a deity.

This connection between Smith’s faith in a deity and his hopeful moral
philosophy is also reflected in the role of and relationship between justice
and instrumental institutions in his work. Anthony Waterman highlights
this connection beautifully, as follows:

Every religion that acknowledges a God who is all-powerful, all-wise, all-knowing,
and perfectly good faces the so-called problem of evil. How is the abundant
evidence of unwilled suffering in sentient beings (physical evil), and of human
wickedness and its consequences (moral evil), to be reconciled with the divine
attributes? (Why does God allow cancer, war, injustice, and so on?) Answers that
diminish any of the attributes are rejected as heterodox. . . . An inquiry that seeks
to demonstrate the possible coexistence of all the divine attributes is known as
theodicy. . . .

By far the most influential theodicy in the Christian West is that of St. Augustine
of Hippo . . . Augustine began with the Pauline doctrine of Original Sin and the Fall
of Man and attributed all moral evil, and most if not all physical evil, to that single
cause. What then does God do about it? Augustine’s answer was complex and not
entirely satisfactory. . . . But his account of political society is suggestive. The state
and its institutions are a self-inflicted punishment for human sin. . . . Moreover,
without justice, the state is an unmitigated evil. . . . And because of human sin, true
justice is never fully obtainable. . . . Yet some degree of justice remains possible;
therefore, God allows the self-regarding acts of sinful human beings to bring the
state into existence because its institutions . . . are also a remedy for sin. By means
of the state, the evil in human life may be constrained to that minimum that must
result from freedom of the will in fallen humanity. I wish to suggest that there
are parallels between this aspect of St. Augustine’s theodicy and the account we
may read in W[ealth of Nations] of . . . “the wisdom of nature.” (Waterman, 916,
emphasis in original)

The parallels between the theodicy of St. Augustine and that of Smith
are, I believe, even richer than Waterman suggests, because they are not
limited to The Wealth of Nations. As Chapters Three and Four highlight,
Smith’s analysis of natural selection driving humankind’s evolution to-
ward an ideal limiting case is a tale of humankind’s struggle with the
immense evils born of human frailty and of the instrumental role of insti-
tutions in that struggle. As in “Augustine’s answer,” in Smith’s analysis jus-
tice is essential, perfection is impossible, but the deity has made improve-
ment achievable and institutions are instrumental in that improvement.
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the plan of the work

For more than two centuries, scholars have studied and offered rich analy-
ses of the economic, political, social, legal, religious, and moral dimensions
of Smith’s moral philosophy, and some have explicitly focused on the
connections between various dimensions, such as morals and economics
(Young, 1997) or law and economics (Malloy, 1994). However, for Smith,
the whole is much greater than any one connection or of the sum of these
parts.

That whole is what he finds in history. By examining the course of
humankind’s history Smith develops his understanding of how these par-
ticular parts interact in a general dynamic evolving system. Unlike Marx,
who gives priority to the material, there is no priority of place in Smith
among the dimensions of his analysis. His is a simultaneous system in
which all dimensions – social, political, and economic – are codetermined
and constantly co-evolving. Thus to fully appreciate Smith’s moral philos-
ophy, it must be examined through the general frame he used to represent
that dynamic simultaneous system: the natural selection/evolution/limit
frame.

This chapter has laid out the logic of that frame. Subsequent chapters
demonstrate how Smith applies that frame to his analysis of humankind,
its narrative history and its prospect. Along the way, I will make the case
that much of the best literature on Smith can be enhanced by setting it
into Smith’s natural selection/evolution/limit frame of analysis. Briefly,
the story I tell here flows as follows:

Central to Smith’s representation of humankind’s evolution is the co-
evolution of individuals and their societies. The latter shape the coarse
clay of the individuals born into them but, in turn, those individuals grow
into a unique perspective that, given human capacities for imagination
and reason, makes it possible for them to reshape, intentionally or un-
intentionally, their society . . . and so it goes with every generation. As
societies change, natural selection leads to the progress of humankind
through stages, because progress is, ceteris paribus, a source of power that
sustains itself. This analysis of the nature of human nature and the dy-
namics of social construction, change, and natural selection is presented
in Chapter Two.

These evolving societal constructs are three-dimensional structures of
social, political, and economic institutions. These institutions form a dy-
namic simultaneous system so, as in an ecosystem, change anywhere ef-
fects, to varying degrees, change everywhere, with attendant feedback
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effects. For a societal structure to function harmoniously these dimen-
sions must complement one another such that the whole of the frame is
internally consistent and coherent.50 Thus sustainable change in any one
dimension requires a complementary and consistent change in the other
two. Chapters Three and Four present Smith’s analysis of the instrumental
role of political institutions (positive law) and social institutions (religion)
respectively in the maturation of this simultaneous dynamic system.

The natural course of humankind’s evolution is progress through stages
toward a limiting case: “[T]he liberal plan of equality, liberty and justice”
(WN, 664). Smith’s conjectural or theoretical history is the story of that
natural process. Instrumental in that process is the progress of opulence
because material progress is a source of power and therefore the advan-
tage that makes natural selection possible. Smith’s analysis of the progress
of opulence is the subject of his Inquiry into the Nature and Causes of the
Wealth of Nations. Chapters Five through Nine examine the role of that
Inquiry in Smith’s moral philosophical enterprise.

My WN analysis is not meant to be either topical or encyclopedic. A
topical approach highlights a few selected pieces of special interest at
the expense of the whole. Encyclopedias cover the whole as a series of
alphabetized pieces of information that are rarely, and then only barely,
connected to one another. While both of these approaches can be useful,
my goal is to demonstrate that the WN constitutes an integrated, consis-
tent analysis that is, itself, an integral part of a larger moral philosophical
analysis, all of which is diminished to the degree that it is deconstructed.

Chapter Five, drawn largely from WN Book I, lays out the premises
Smith makes for the analysis to follow, focusing in particular on

� the division of labor as the source of productivity gains,
� functional distribution, given that the wage, profit, interest, and rent

concepts become central to the analysis that follows, and
� the initial stages of the progress of opulence that establish the resource

base for the accumulation of the capital that makes possible and fuels
progress in the commercial stage.

Chapter Six describes the natural dynamic of capital accumulation,
capital deepening, and flows of capital in the commercial stage as told
in WN Book II. That analysis introduces Smith’s concepts of productive

50 “Smith had very modest expectations concerning people and the power of sheer reasoning
to impose itself on a complex system of changing relationships. Yet he saw no chaos in
the absence of such heroic feats of the intellect and will. Human society evolved its own
balances, much like the ecological systems of nature” (Sowell, 7).
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and unproductive labor, self-expanding circuits of capital, and the role of
properly managed fiat money in facilitating international capital flows. It
is the dramatic deepening of capital and the expansion of its flows in the
commercial stage that would, if the natural course was undistorted, lead
to significant growth in the wealth of the nation and a distribution that
Smith considers just – one that allows the least among the working class
to be “tolerably well fed, clothed, and lodged” (WN, 96).

Humankind’s real story is not, however, one of an inexorable march
of progress toward the limiting case because, given human frailty, hu-
man beings naturally distort the natural. Chapter Seven presents Smith’s
classic example of distortions ultimately giving way to natural progress:
Europe’s escape from feudalism described in WN Book III. In this case,
as always in Smith’s analysis, progress is not primarily a consequence of
human reason applied to realize humankind’s improvement, but rather
it is largely the unintended consequence of choices made in pursuit of
particular interests. Often distorted by human frailty, the ingenious de-
sign of the invisible hand nevertheless prevails. So it was that as Europe
moved from feudalism to the commercial stage, it seemed to be more by
serendipity than by reason. And for reasons described in Chapter Three,
Smith believes that among these European nations Great Britain had
progressed the most.

However, even as he writes admiringly of Britain’s advanced consti-
tution, Smith fears that institutional distortions caused by particular in-
terests – the mercantile interests – are impeding and might even destroy
Britain’s achievement. In Chapter Eight Smith’s WN Book IV attack on
this mercantile system is explored in detail.

As noted earlier, this attack evolved. The evolution of Smith’s views
on the mercantile system is reflected in the transformation of his rhetoric
in successive editions of WN and in his last revisions of TMS. Those
TMS revisions include a civic humanist appeal to leaders to resist the
seduction and pressures of partial interests and “assume the greatest and
noblest of all characters, that of the reformer and legislator of a great
state; and, by the wisdom of his institutions, secure the internal tranquility
and happiness of his fellow-citizens for many succeeding generations”
(TMS, 232). It may seem an irony that Smith begins to see civic humanist
leadership as the best hope for maintaining Britain’s advancement toward
a classical liberal ideal, but while Smith is an idealist, he is also a realist
and a pragmatist.

As a pragmatist, Smith believes that if the British system is to progress
the government needs not only to escape the mercantile distortions, it
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needs to follow policies that encourage progress. Chapter Nine describes
Smith’s vision, largely laid out in WN Book V, of what a good government
should do and should avoid doing in order to serve its society.

Chapters One through Nine present Smith’s moral philosophy. On the
face of it this might seem to be an antiquarian exercise in which the old
work of a fellow long dead is studied as one might study the design of
a nineteenth century steam engine – a fascinating innovation in a march
toward progress that has passed it by. I don’t see it that way. I believe
Smith’s conceptions of

� human nature and the co-evolution of individual and society, and of
� human society as a multidimensional, simultaneous, evolving system

offer a rich source of alternative ways of thinking at a time when economic
analysis begins with homo economicus and the social sciences have be-
come thoroughly departmental. Chapters Ten, Eleven, and Twelve bring
the moral philosophy of Adam Smith into the modern discourse on eco-
nomics, the social sciences, and social philosophy.

Chapter Ten argues that the Chicago paradigm, as represented by
Gary Becker’s Economic Approach to Human Behavior, which, accord-
ing to Becker, “provides a valuable unified framework for understanding
all human behavior” (Becker, 14), does not offer a satisfactory resolu-
tion to a dilemma of liberal society that has challenged liberal philoso-
phers since the first experiments in liberal order began to emerge, the
“cohesion question”: If the productive potential of liberal society derives
from individuals’ freedom to pursue their own interests, how does such
a society exploit that potential without also unleashing a Hobbesian war
of all against all? As will be clear by the time we reach Chapter Ten,
Smith’s moral philosophy is largely constructed to resolve this dilemma
because, absent such a resolution, there is no “liberal plan” in the human
prospect.

Two modern, Nobel Prize winning scholars who richly address this
“cohesion question” are Amartya Sen and James Buchanan. Chapter Ten
examines Sen’s resolution to this question. It requires relaxing the modern
homo economicus assumption and allowing for the dynamic development
of social values. It is a solution that is very much in the Smithian tradition.

Buchanan is the source of Sen’s conception of the dynamic devel-
opment of social values. In his “Constitutional Economics” Buchanan
moves modern analysis from two dimensions – a political/economic in-
stitutional analysis represented by the New Institutional Economics and
Buchanan’s constitution – to a constrained three-dimensional analysis,
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one that includes a marginal consideration of change in social institutions
and, in particular, civic ethics. Chapter Eleven traces this contribution
by Buchanan and argues that it is enhanced by moving beyond the mar-
gin, from a constrained three-dimensional institutional analysis to a full
Smithian dynamic three-dimensional institutional analysis.

In the original Preface to his Principles of Political Economy, John
Stuart Mill writes:

For practical purposes, political economy is inseparably intertwined with many
other branches of social philosophy. Except on matters of mere detail, there are
perhaps no practical questions, even among those which approach nearest to
the character of purely economical questions, which admit of being decided on
economical premises alone. And it is because Adam Smith never loses sight of this
truth; because in his applications of Political Economy, he perpetually appeals to
other and often far larger considerations than pure Political Economy affords –
that he gives that well-grounded feeling of command over the principles of the
subject for the purposes of practice . . . (Mill, 4–5)

It is this dimensionality of Smith’s thinking and its fruitfulness that I seek
to represent here.

Chapter Twelve examines an issue that was a nascent concern of
Smith’s, lay at the heart of Marx’s critique of liberal economics, was a
very important issue to John Stuart Mill and John Maynard Keynes, and
yet only lurks on the periphery of modern mainstream economic analysis:
the perverse effect on a liberal system of an increasing concentration of
control over capital that empowers the capital holders to extort advan-
tages in pursuit of even greater returns on their capital. Exploring this
issue makes it clear that any resolution to the cohesion question must
address issues of commutative and distributive justice simultaneously.

An Epilogue offers a reflection on the human prospect.

a caveat: on knowing smith’s mind

There are those who believe that because we cannot know Smith’s mind
we should not presume to ascribe a purpose to his work.51 Instead

51 Vivienne Brown writes that “[t]he ‘commonsense’ view of language put forward in LRBL
is . . . one that grounds the meaning of a text in the intended meaning of the author . . . The
reading of Adam Smith’s discourse to be presented in this book . . . does not attempt to
apply the model of communication described in LRBL. In particular, it does not lay
claim to uncovering or recovering Smith’s own intentions in his lectures and writing.
Such a claim could only be strictly justified if there existed independent evidence, over
and above the text themselves, to which an appeal might be made concerning Smith’s
intentions. This would constitute objective external evidence against which the textual
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we should simply examine Smith’s texts as freestanding documents to
which we give meaning. I think this is not only the wrong approach
to Smith; I think it would disappoint him. I believe he wrote out of a
commitment . . . with purpose, with intention . . . and he would not like
the thought that his purpose died on the page.

So how do I respond to the argument that I cannot know the mind of
a writer, in this case Smith’s, and that it is arrogant of me to suggest that
I can?

I think of myself as relating to Smith as I believe he related to the deity.
Smith did not claim that he could know the mind of the deity.52 I know
I cannot know the mind of Adam Smith. However, Smith believed that
the deity had a purpose, that that purpose was embodied in the design,53

and that by observing the product of the deity’s hand – nature – he could
imagine, at least in general contours, the shape of that design and, in turn,
its purpose.54 I believe that Smith had a purpose, a design; and I believe
that by observing the product of Smith’s hand – his works – I can imagine,
at least in general contours, the shape of that design and, in turn, his
purpose.

In a letter celebrating the life of his recently deceased, very dear friend,
David Hume,55 Smith offers a description of his last conversation with
Hume. Smith reports that in the course of their conversation he made
note of Hume’s “cheerfulness” and said to Hume that he “could not
help entertaining some faint hopes” that Hume might survive his malady.
Hume’s response: “‘Your hopes are groundless’” (Correspondence, 218).

Hume then went on to say that with this sense of inevitable death in
mind he had been reading Lucian’s Dialogues of the Dead and reflecting

exegesis could be tested, but no such evidence or higher court exists. . . . [I]nferences
[of an author’s meaning] are commonplace in the secondary literature in intellectual
history as a result of the widespread assumption that the meaning of a text is governed by
authorial intentionality, the assumption that underlies LRBL, and such claims function
powerfully in commanding support for particular recoveries and discoveries of their
author’s intentions” (Brown, 19). Clearly Brown intends to suggest that what I propose
to do is not possible.

52 Indeed, as noted earlier, he would dismiss such a claim as arrogant beyond measure.
53 “Smith’s natural law implies a propensity working to accomplish its purpose. This ani-

mism is strictly in keeping with eighteenth-century deism, with which nature became the
polite word for God” (W. Dunn, 335). “‘Nature’ is almost always viewed teleologically
in W[ealth of Nations]. It exists for and with a purpose, and part of that purpose is human
welfare” (Waterman, 918).

54 Smith’s “principles were not ‘natural laws,’ they were inferences, sometimes unwarranted,
from the regularity of phenomena” (Bittermann, 1940B, 733).

55 A letter to William Strahan (publisher of Smith’s and of Hume’s work) written at Kirkaldy,
Fifeshire (Smith’s home) on 9 November 1776 (Correspondence, 217–21).
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on excuses he might make to Charon for not entering the boat to cross
the river Styx into the realm of the dead. Smith’s letter continues:

[A]mong all the excuses which are alleged to Charon for not entering readily
into his boat, he [(Hume)] could not find one that fitted him; he had no house
to finish, he had no daughter to provide for, he had no enemies upon whom he
wished to revenge himself. . . . [Hume concluded:] “I, therefore, have all reason to
die contented.” He then diverted himself with inventing several jocular excuses,
which he supposed he might make to Charon, and with imagining the very surly
answers which it might suit the character of Charon to return to them. “Upon
further consideration,” said he, “I thought I might say to him, ‘Good Charon, I
have been correcting my works for a new edition. Allow me a little time, that I may
see how the Public receives the alterations.’ But Charon would answer, ‘When you
have seen the effect of these, you will be for making other alterations. There will
be no end of such excuses; so, honest friend, please step in the boat.’ But I might
still urge, ‘Have a little patience, good Charon, I have been endeavouring to open
the eyes of the Public. If I live a few years longer, I may have the satisfaction of
seeing the downfall of some of the prevailing systems of superstition.’ But Charon
would then lose all temper and decency. ‘You loitering rogue, that will not happen
these many hundred years. Do you fancy I will grant you a lease for so long a term?
Get into the boat this instant, you lazy loitering rogue.’” (Correspondence, 218–9)

This shared moment contemplating the end of a life’s work as a philoso-
pher reflects a central element in the character of both Smith and Hume:
These were scholars who wrote with purpose. Both wanted to make a
contribution to humankind’s betterment.56 These were humble scholars.57

Both knew their work was, at best, a contribution, not the last word.

56 For Smith: “The natural order of society is the ideal moral order, and Smith seems to
imply that there is an ideal that morality, society and even the political economy should
emulate. . . . There is, then, a built-in teleology in human nature, an ideal to which we all
do and should strive” (Werhane, 50–1). Coats sees a commitment, albeit more limited:
“Although the prevailing theories and practices of government fell far short of his ideal –
which he realized was unattainable in practice . . . – he certainly hoped that his magnum
opus would contribute to the reform of present discontents” (Coats, 223–4).

Griswold, borrowing from Haakonssen, is correct in saying that Smith rejects
“‘Burkean’ quietism” (Griswold, 1999, 304). “It should be clear by now that we ought
not to make the old mistake of inferring from the political open-endedness of Smith’s
‘utopia’ that his politics is merely quietist” (Griswold, 1999, 307). Smith sees contours of
constructive path and “[h]is insistence on the moral defensibility of the conceptions of lib-
erty and justice . . . provides a normative basis for social and political action” (Griswold,
1999, 307).

57 “In all the liberal and ingenious arts, in painting, in poetry, in music, in eloquence, in
philosophy, the great artist feels always the real imperfection of his own best works, and
is more sensible than any man how much they fall short of that ideal perfection of which
he has formed some conception, which he imitates as well as he can, but which he despairs
of ever equalling. It is the inferior artist only, who is ever perfectly satisfied with his own
performances” (TMS, 248).
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And so it is with my work on Smith. I imagine the vision of Adam
Smith’s moral philosophy and I present my representation of that vision
in what follows. I know mine is not the last word; I simply hope to make
a contribution.

In Charles Griswold’s excellent contribution on Smith, he writes
that the “plausibility of my reconstruction of his basic framework rests
primarily on its fit with his work” (Griswold, 170). Plausibility, fit,
persuasiveness . . . these are standards right out of Smith, so they are the
standards by which my work, too, should be measured.
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On Human Nature, Social Norms, Co-Evolution,
Natural Selection, and the Human Prospect

on sympathy, sentiments, and self-command

Adam Smith’s Theory of Moral Sentiments begins by making the point
that we are, by our nature, social beings:

How selfish soever man may be supposed, there are evidently some principles in
his nature, which interest him in the fortune of others, and render their happiness
necessary to him, though he derives nothing from it except the pleasure of seeing
it. (TMS, 9)

This connection is made through our capacity for “sympathy . . . [which]
denote[s] our fellow-feeling with any passion whatever” (TMS, 10). We
feel sympathy with another when we, as spectator, step into that other’s
being and experience his circumstance as we imagine it is to him.1 Sympa-
thy is not simply, as is often the connotation, about “pity or compassion”
(TMS, 9) for one who is experiencing sorrow. It is about the fellow-feeling
we conceive with another in any and all of the circumstances that life
presents (love, death, hunger, injury, kindness . . . ).

As I emphasized in Chapter One, imagination is central to Smith’s
moral philosophy. I described there how, according to Smith, it is through

1 “[S]ympathy is very properly said to arise from an imaginary change of situations with the
person principally concerned, yet this imaginary change is not supposed to happen to me
in my own person and character, but in that of the person with whom I sympathize. When I
condole with you for the loss of your only son, in order to enter into your grief . . . I not only
change circumstances with you, but I change persons and characters. My grief, therefore,
is entirely upon your account, and not in the least upon my own. It is not, therefore, in the
least selfish” (TMS, 317).

34
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imagination that a philosopher pretends to enter into the mind of the
deity. It is also through imagination that a philosopher or any individual
pretends to enter into the mind of another person. And just as a philoso-
pher imagines the invisible connecting principles of the deity’s design
that give rise to the unfolding nature we observe; similarly, one individual
observing another imagines the invisible sentiments that give rise to the
unfolding actions of that other whom he observes.

Sentiments are those “affection[s] of the heart, from which any action
proceeds” (TMS, 18). There are three broad categories of sentiments in
Smith’s representation of human nature: self-love, justice, and benefi-
cence.2 Self-love is the spring for action in a human being. It is self-love
that motivates in each of us “the hope of bettering his condition” (WN, 99).
Justice is the legitimate right and expectation all persons have of redress
for any injury.3 Beneficence is the kindness and generosity, the warmth
of the human heart, we bestow upon others.4

These sentiments are expressed through the passions. We feel sympa-
thy with another to the degree that the balance of sentiments we imagine
he should feel in any circumstance – the proportions of self-love, justice,
and beneficence that should motivate him – is the balance that we imagine
he does feel given the passions we observe.5

When the original passions of the person principally concerned are in perfect
concord with the sympathetic emotions of the spectator, they necessarily appear
to this last just and proper, and suitable to their objects; and, on the contrary,
when, upon bringing the case home to himself, he finds that they do not coincide
with what he feels, they necessarily appear to him unjust and improper, and un-
suitable to the causes [the circumstances] which excite them. To approve of the
passions of another, therefore, as suitable to their objects, is the same thing as
to observe that we entirely sympathize with them; and not to approve of them

2 “Concern for our own happiness recommends to us the virtue of prudence [a dimension
of self-love]; concern for that of other people, the virtues of justice and beneficence; of
which, the one restrains us from hurting, the other prompts us to promote that happiness”
(TMS, 262).

3 “[T]he violation of justice is injury: it does real and positive hurt to some particular persons,
from motives which are naturally disapproved of” (TMS, 79).

4 In his 1790 revisions to the TMS, Smith includes the words: “Kindness is the parent of
kindness . . .” (TMS, 225). This seems to be indicative of Smith the person. See Stewart’s
description of his beneficence (Stewart, 326, fn∗).

5 Smith writes in LJA of “being overbalanced by a selfish motive” (LJA, 94). On Balance as
the Standard: “By propriety Smith means something very like a kind of balance” (Skinner,
1979, 43, emphsis in original). “The standard Smith sets for the proper direction of our
passions is an internal balance among the passions themselves . . . .” (Fleischacker, 121).
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as such, is the same thing as to observe that we do not entirely sympathize with
them. (TMS, 16)

The degree of sympathy one feels with the passions and, thus, with
the underlying sentiments that motivate another determines, according to
Smith, the propriety or impropriety of that person’s action. In contrast, the
merit or demerit of another’s action is determined by the consequences
of that action:

[T]he sentiment or affection of the heart, from which any action proceeds, and
upon which its whole virtue or vice depends, may be considered under two dif-
ferent aspects, or in two different relations: first, in relation to the cause or object
which excites it; and, secondly, in relation to the end which it proposes, or to the
effect which it tends to produce: that upon the suitableness or unsuitableness,
upon the proportion or disproportion, which the affection seems to bear to the
cause or object which excites it, depends the propriety or impropriety, the de-
cency or ungracefulness of the consequent action; and that upon the beneficial
or hurtful effects which the affection proposes or tends to produce, depends the
merit or demerit, the good or ill desert of the action to which it gives occasion.
(TMS, 67)

In a perfect world, intention is the only issue in moral judgment.6 Thus,
in assessing the behavior of another,

[t]he only consequences for which he can be answerable, or by which he can
deserve either approbation or disapprobation of any kind, are those which were
someway or other intended, or those which, at least, show some agreeable or
disagreeable quality in the intention of the heart, from which he acted. To the
intention or affection of the heart, therefore, to the propriety or impropriety, to
the beneficence or hurtfulness of the design, all praise or blame, all approbation
or disapprobation, of any kind, which can justly be bestowed upon any action,
must ultimately belong. (TMS, 93)

In this perfect world where only intentions matter, the standard against
which we must assess these intentions is that ideal balance of sentiments
that would be in harmony with the deity’s design. In order to make such

6 This is because of the effect of fortune: “The consequences which actually, and in fact,
happen to proceed from any action, are, if possible, still more indifferent either to praise
or blame, than even the external movement of the body. As they depend, not upon the
agent, but upon fortune, they cannot be the proper foundation for any sentiment, of which
his character and conduct are the objects.

“The only consequences for which he can be answerable, or by which he can deserve
either approbation or disapprobation of any kind, are those which were someway or
other intended, or those which, at least, show some agreeable or disagreeable quality in
the intention of the heart, from which he acted” (TMS, 93).
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an assessment we would have to be:

� a perfectly impartial spectator,
� with a transparent window into the real sentiments (“the intention[s]

of the heart” (TMS, 93)) of the one we observe, and
� a full knowledge of that ideal balance that is consistent with the design.7

If we could make an imaginary leap into such an ideal spectator position,
from that perspective we could assess not only the morality of others,
but also of ourselves. Such a self-assessment is the foundation, according
to Smith, of perfect virtue. Add to that the self-command necessary to
maintain that ideal balance in oneself, and you have Smith’s image of
perfect virtue:

The man who acts according to the rules of perfect prudence, of strict justice, and
of proper benevolence, may be said to be perfectly virtuous. (TMS, 237)8

This is the character of those beings who would inhabit Smith’s ideal
liberal society. It would be a society in which all could enjoy liberty secured
by the rule of justice. It would be a society in which there would be no
need for institutional government to enforce that justice because, in this
perfect world, citizens know the ideal measure of justice and have the
self-government, the self-command, to enforce it upon themselves. As
Smith writes:

What institution of government could tend so much to promote the happiness of
mankind as the general prevalence of wisdom and virtue? All government is but
an imperfect remedy for the deficiency of these. (TMS, 187)

But, alas, as Smith appreciated all too well, we don’t live in this prefect
world.

The Theory of Moral Sentiments . . . expounds a detailed psychology according to
which human action is motivated by a less-than-perfect balance of ‘sentiments’:
self-love, justice, and beneficence or benevolence. (Waterman, 912–13)

7 The representation of this ideal by Firth is much more analytically refined than Smith
would care to worry about and, in the process, creates an image that is, in fact, inconsistent
with Smith’s heuristic image. I agree with Raphael’s rejection of Firth’s extreme version
of the ideal impartial spectator (Raphael, 1975, 95).

8 The centrality of these three sentiments and the role of self-command in the character of
virtue is clearly evident in the structure of the new Part VI, “Of the Character of Virtue”
(TMS, 212) that Smith adds to the TMS in 1790. Section I covers self-love, Section II
covers justice and beneficence, and Section III deals with self-command.
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Perfection is, indeed, beyond our reach, but progress toward the limit is
nevertheless possible:

[In] situations which bear so hard upon human nature, that the greatest degree of
self-government, which can belong to so imperfect creature as man, is not able to
stifle, altogether, the voice of human weakness . . . though it [one’s behavior] fails
of absolute perfection, it may be a much nearer approximation towards perfection
than what, upon such trying occasions, is commonly either to be found or to be
expected. (TMS, 25–6)

Explaining how individuals become more ethical is an essential chapter
in Smith’s general story of humankind’s progress because that general
progress is contingent on a multitude of particulars: the ethical maturation
of individual human beings.

We saw a moment ago a parallel between the role of imagination in
Smith’s general vision and in his particular analysis of virtue. In his general
vision, imagination allows us to pretend to enter the mind of the deity. In
his particular analysis of virtue, imagination allows us to pretend to enter
the mind of another person. Now we see another parallel between his
general vision and his particular analysis of virtue. Both offer normative
reference points, limiting cases. In Smith’s general vision, the liberal plan
is the ideal norm, the limiting case of humankind’s constitution. In the
case of virtue, that perfect virtue just described is the ideal norm, the
limiting case of individual human character.

These parallels are no coincidence. It is the evolution at the level of
particulars that drives the evolution at the level of the general. Thus,
to understand his general natural selection/evolution/limit story of hu-
mankind, we must examine its particulars. This chapter is about Smith’s
representation of the evolution of ethics.9 The two chapters that follow ex-
amine the instrumental role that political and social institutions – positive

9 In Adam Smith’s Marketplace of Life, James Otteson offers a marketplace conception of
ethical development in Smith’s moral philosophy. As he describes Smith’s logic, “human
morality . . . display[s] four central substantive characteristics: it is a system that arises
unintentionally from the actions of individuals, it displays an unconscious and slow devel-
opment from informal to formal as needs and interests change and progress, it depends
on regular exchange among freely associating people, and it receives its initial and on-
going impetus from the desires of the people who use it. . . . [These are] the same four
structural elements [that] can be found in the system of unintended order described
in Smith’s Wealth of Nations” (Otteson, 124). I will argue that socialization is better
than “exchange” as an analytical frame for understanding moral development in Smith’s
analysis.

A market is simply an amoral coordination mechanism that, given extant tastes and
values, equilibrates exchange among autonomous individuals based on a flexible price
signal. So where do the tastes and the values that participants bring to this autonomous
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law and religion, respectively – play in Smith’s general representation of
humankind’s evolution and the particular role these institutions play in
the evolution of ethics. From these social and political dimensions we
turn, beginning in Chapter Five, to Smith’s analysis of the economic di-
mension of progress, his story of The Nature and Causes of the Wealth of
Nations.

I begin with the evolution of ethics because this is the thread that ties
Smith’s analysis together. Understanding this evolution is best achieved
in steps. First we’ll examine Smith’s analysis of the evolution of the in-
dividual being as he is shaped by his society. This representation of in-
dividual evolution will then be woven into a larger analysis of how the
actions of the evolving individuals reshape, intentionally or unintention-
ally, the social construction that shaped them. This woven analysis is about
the co-evolution of individual and society. The representation of this co-
evolution then becomes the material from which the analysis of evolving
social and political institutions and the progress of opulence can be de-
veloped.

on the ethical evolution of the individual

Human Nature and the Ties that Bind: the Power of Socialization

Sympathy, that fellow-feeling, is a universal human capacity: Even the
“greatest ruffian, the most hardened violator of the laws of society, is
not altogether without it” (TMS, 9). Thus, each of us knows what it is to
feel sympathy with, to feel this fellow-feeling with, another person. We
know that to sympathize with another is to feel approval of his sentiments.
This approval, this approbation, is something we desire ourselves. So our
capacity for sympathy awakens in us a desire for its reciprocation. Each
of us “longs for . . . the entire concord of the affections of the spectator
with . . . [our] own” sentiments (TMS, 22).

[N]othing pleases us more than to observe in other men a fellow-feeling with
all the emotions of our own breast; nor are we ever so much shocked as by the
appearance of the contrary. (TMS, 13)

exchange come from? I will argue that in Smith’s model, these are socially constructed, the
current norms generated by a multigenerational process of societal evolution. I agree with
much of Otteson’s excellent analysis, but I don’t think his general frame, the marketplace,
captures the fullness of Smith’s moral philosophical vision. In Chapter Eleven, I deal with
the market argument for the emergence of morality in detail.
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The reciprocal nature of this fellow-feeling is the tie that binds us to
other human beings. They desire our approval, our approbation, and so
too we desire theirs. In pursuit of this approbation, we each adjust our
behavior to please those spectators whose approval we value and desire.
It is this dynamic, our willingness to adjust our behavior in pursuit of the
approval of others, that, according to Smith, makes it possible for our
society to shape, to socialize us:

This natural disposition to accommodate and to assimilate, as much as we can,
our own sentiments, principles, and feelings, to those which we see fixed and
rooted in the persons whom we are obliged to live and converse a great deal
with, is the cause of the contagious effects of both good and bad company.
(TMS, 224)

The Elementary Social Construction of Being
and the Inculcation of Duty

The coarse clay of which the bulk of mankind are formed,10 cannot be wrought up
to . . . perfection. There is scarce any man, however, who by discipline, education,
and example, may not be so impressed with a regard to general rules, as to act
upon almost every occasion with tolerable decency, and through the whole of his
life to avoid any considerable degree of blame. (TMS, 162–3)

A significant part of Smith’s career was devoted to teaching about
ethics and his views on how education shapes individual ethics are well
developed. According to Smith, ethics education starts early, in the home.
A young child is the perfect student for a lesson in ethics because

[i]ts precepts, when . . . [properly] dressed and adorned, are capable of producing
upon the flexibility of youth,11 the noblest and most lasting impressions, and as
they fall in with the natural magnanimity of that generous age, they are able to
inspire, for a time at least, the most heroic resolutions, and thus tend both to

10 Smith believes that the properties of this clay, of our being, are constant: Skinner cites as
one of Hume’s influences on Smith the notion that mankind must be studied empirically
and “that the study of man, thus constituted, would yield the conclusion that ‘there is
a great uniformity among the actions of men, in all nations and ages, and that human
nature remains still the same, in its principles and operations’ (Inquiry Concerning Human
Understanding . . . )” (Skinner, 1979, 15).

11 This “flexibility” derives from Smith’s view that “[t]here seems to be in young children an
instinctive disposition to believe whatever they are told. . . . [They] put implicit confidence
in those to whom the care of their childhood, and of the earliest and most necessary parts
of their education, is intrusted” (TMS, 335).



P1: ICD
0521852471c02.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 17:22

On Human Nature, Social Norms, and Co-Evolution 41

establish and confirm the best and most useful habits of which the mind of man
is susceptible. (TMS, 329)

In this earliest stage of socialization, the home instills “domestic
morals” (TMS, 222): Be respectful of your parents, be kind to your siblings.
What better place to learn basic ethical standards than at home because
there one is in the context of the lessons to be learned, and there one de-
sires more than anywhere else to be approved of, to belong, to be beloved.

Self-command, on the other hand, is a lesson in virtue that, in Smith’s
view, is most likely learned once one has left the safe haven of home.

A very young child has no self-command . . . [and a child is unlikely to acquire
this self-command w]hile it remains under the custody of such partial protectors
[as parents]. . . . When it is old enough to go to school, or to mix with its equals, it
soon finds that they have no such indulgent partiality. It naturally wishes to gain
their favor, and to avoid their hatred or contempt. Regard even to its own safety
teaches it to do so; and it soon finds that it can do so in no other way than by
moderating, not only its anger, but all its other passions, to the degree which its
play-fellows and companions are likely to be pleased with. It thus enters into the
great school of self-command. (TMS, 145)12

As students get older the process of ethical education becomes more
complex, because as young adults they develop both a skepticism about
the values of society and a greater ability to reason. Their skepticism ex-
presses itself, according to Smith, through a rejection of society’s assertion
that certain values are naturally good and worthy of respect:

We frequently hear the young and the licentious ridiculing the most sacred rules
of morality . . . Upon this account we generally cast about for other arguments,
and the consideration which first occurs to us, is the disorder and confusion
of society which would result from the universal prevalence of such practices.
(TMS, 89)

Thus we use the capacity for reason that these young people are devel-
oping to persuade them of the utility of the rules of ethics that we seek to
have them adopt.13 The heuristic is different but, as with the young child,

12 Smith suggests a slightly different timing in LJA (LJA, 142).
13 For Smith, this utility argument is an educational strategy, not the original basis for our

ethical systems. Smith specifically and repeatedly rejects the argument that ethics are
derived from some sort of reasoned argument. Indeed, he argues that most philosophers
and statesmen who endeavor to present representations of the order or suggest arrange-
ments for the human order do so more for the aesthetics of the utility their representation
or arrangements embody. The utility in and of itself is not their motive force. (See TMS,
188, 210, 263, 298–9, 306, 317.)
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the motive we exploit in our attempt to teach virtue is the same. When
students are willing to listen to this reasoning, it is out of a desire for
approbation from a respected instructor and/or the admiration of their
fellows.

Education is an important part of the process through which social val-
ues are inculcated in a new generation,14 but Smith recognizes that there
are other forces at work on the psyche of individuals that also influence
their moral development. There is, for example: Example.

In Smith’s view, modeling is a powerful socialization tool. Education
exposes one not only to ideas, but also to examples or role models, and
these models can significantly influence one’s development. There are also
many models experienced outside of education, and Smith sees these as
extremely important in an individual’s moral development. We are, for
example, very likely to become like the company we keep. The power of
that company over our being derives from our desire for the approbation
of those who matter to us. Recall “the contagious effects of both good
and bad company” (TMS, 224).

Obviously, the best company to keep is “really good company,” those
who practice “justice, modesty, humanity, and good order” (TMS, 200).
Keeping such company encourages one to develop like qualities and to
be “shocked with whatever seems to be inconsistent with the rules which
those virtues prescribe” (TMS, 200). Unfortunately, not all company is
good company.

As with our company, those we serve set an example for us. “[T]he
servant who shapes his work according to the pattern which his master
prescribes for him, will shape his life too according to the example which
he set him” (WN, 612). The master’s claim to esteem as a model rests on
his accomplishments as a man of the world, but he has no higher claim. Not
so the religious man who “never acts deliberately but as in the presence of
that Great Superior who is finally to recompense according to his deeds. A
greater trust is reposed, upon this account, in the regularity and exactness
of his deeds” (TMS, 170). The religious leader, therefore, represents an
especially powerful role model.

In Smith’s analysis, the primary power of company or models derives
from the psychic benefits and costs associated, respectively, with accepting
or rejecting the company or the leader. From one’s company one receives

14 Smith writes that even “[t]he most vulgar education teaches us to act, upon all important
occasions, with some sort of impartiality between ourselves and others . . .” (TMS, 139).
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the following signal: If you become like us, you will become one of us –
you will belong; and if you become a model of the behavior we admire,
we will admire you. Conversely, if you do not choose to be like us, you
will not be accepted among us – you will be ostracized.15 From a leader
as model one receives a signal that says: If you follow my lead you will
have access to the benefits I am in a position to bestow, be they worldly
(fame or material goods) or other worldly (access to heaven); turn away
and you will be denied. The more significant the benefits/costs, the more
powerful the attraction/sanction of the model, and the more likely it is to
be accepted.

Example shapes us, education shapes us, and so too, according to Smith,
“discipline” shapes us. By discipline Smith has in mind primarily those
difficult challenges of life that, as the expression goes, build character. The
particular element of an individual’s nature that Smith feels is enhanced by
discipline is the capacity for self-command. “Hardships, dangers, injuries,
misfortunes are the only masters under whom we can learn the exercise
of this virtue” (TMS, 153).

The education, example, and discipline of individuals’ formative years
instill an unrefined set of behavioral standards in the “bulk of mankind”
(TMS, 163). These shared standards are unrefined because they represent
an unreflective adoption of the inherited standards, but they are essential
for social cohesion because they serve to stifle the more coarse inclinations
that our human frailty would otherwise unleash:

Nature . . . has not left this weakness [our human frailty], which is of so much
importance, altogether without a remedy; nor has she abandoned us entirely to
the delusions of self-love. Our continual observations upon the conduct of others,
insensibly lead us to form to ourselves certain general rules concerning what is fit
and proper either to be done or to be avoided. . . .

The regard to those general rules of conduct, is what is properly called a sense of
duty, a principle of the greatest consequence in human life, and the only principle
by which the bulk of mankind are capable of directing their actions. . . .

[U]pon the tolerable observance of these duties, depends the very existence of
human society, which would crumble into nothing if mankind were not generally
impressed with a reverence for those important rules of conduct. (TMS, 159,
161–2, 163)

15 In good company, a man who is “the proper object of the resentment and indigna-
tion of mankind, and of what is the natural consequence of resentment, vengeance
and punishment . . . dares no longer look society in the face, but imagines himself as
it were rejected, and thrown out from the affections of all mankind. . . . Ever thing seems
hostile . . . [b]ut solitude is still more dreadful than society” (TMS, 84).
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Duty is the coarse form that we impress on our coarse clay in order for
social order to be possible, but we are capable of a more refined shape.

Were it possible that a human creature could grow up to manhood in some solitary
place, without any communication with his own species, he could no more think of
his own character, of the propriety or demerit of his own sentiments and conduct,
of the beauty or deformity of his own mind, than of the beauty or deformity of
his own face. All these are objects which he cannot easily see, which naturally
he does not look at, and with regard to which he is provided with no mirror
which can present them to his view. Bring him into society, and he is immediately
provided with the mirror which he wanted before. It is placed in the countenance
and behaviour of those he lives with, which always mark when they enter into,
and when they disapprove of his sentiments; and it is here that he first views the
propriety and impropriety of his own passions, the beauty and deformity of his
own mind. (TMS, 110)

It is the reflection of society that offers each of us our first norms, but it is
self-reflection that refines those norms. Smith’s analysis of the maturation
of individual values explains how that refinement takes shape.

The Development of Autonomous Being: From Duty to Imagination
and Impartial Spectator as Guide

In following the dictates of duty, we listen to the judgments of real specta-
tors from whom we desire approbation as they offer their assessment of
our behavior based on those dictates. In our unrefined state, we accom-
modate our behavior to their judgments because we desire most of all
their approbation. As we begin to develop an autonomous sense of self,16

however, all too often we feel that these assessments are ill informed be-
cause these real spectators do not fully appreciate our circumstances. We
still listen, but “we often appeal from the judgment of the actual specta-
tors of our action to the judgment of future better informed spectators,
or to what the judgment of the present spectators would be if they knew

16 “In the same manner [as with our physical appearance] our first moral criticisms are
exercised upon the characters and conduct of other people; and we are all very forward
to observe how each of these affects us. But we soon learn, that other people are equally
frank with regard to our own. We become anxious to know how far we deserve their
censure or applause, and whether to them we must necessarily appear those agreeable or
disagreeable creatures which they represent us. We begin, upon this account, to examine
our own passions and conduct, and to consider how these must appear to them, by
considering how they would appear to us if in their situation. We suppose ourselves the
spectators of our own behaviour, and endeavour to imagine what effect it would, in this
light, produce upon us. This is the only looking-glass by which we can, in some measure,
with the eyes of other people, scrutinize the propriety of our own conduct” (TMS, 112).
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all the circumstances. We appeal to the sympathies of the impartial spec-
tator, who is freed from the limitations of their knowledge and personal
situation” (Morrow, 1923, 32).

This emerging autonomous impartial spectator position17 is a source
of solace when we find that our behavior, behavior we feel is worthy of
praise, is nevertheless, generally criticized by others who, we feel, do not
understand and appreciate our circumstance. We can escape from the
dictates of the general clamor because, according to Smith, although we
seek praise, we also value the thought of being praiseworthy.18 This in-
dependent assessment of worthiness through the perspective of an imag-
ined impartial spectator makes the progress of individuals toward greater
virtue possible:

Nature, when she formed man for society, endowed him with an original desire
to please, and an original aversion to offend his brethren. She taught him to feel
pleasure in their favourable, and pain in their unfavourable regard. She rendered
their approbation most flattering and most agreeable to him for its own sake; and
their disapprobation most mortifying and most offensive.

But this desire of the approbation, and this aversion to the disapprobation of
his brethren, would not alone have rendered him fit for that society for which he
was made. Nature, accordingly, has endowed him, not only with a desire of being
approved of, but with a desire of being what ought to be approved of; or of being
what he himself approves of in other men. The first desire could only have made
him wish to appear to be fit for society. The second was necessary in order to

17 “How, then, does the superior tribunal acquire its independence?” (Raphael, 1975, 91).
Raphael describes this process of moral maturation beautifully. The key is: We can’t
please all the real spectators and none of them knows the situation as we do, so out of
necessity we begin to construct our own reference point – our impartial spectator; taking
a different perspective puts things into more real proportions, as with the view from his
window (see Raphael, 1975, 91–2). Smith writes of this perspective issue: “In my present
situation an immense landscape of lawns, and woods, and distant mountains, seems to
do no more than cover the little window which I write by and to be out of all proportion
less than the chamber in which I am sitting. I can form a just comparison between those
great objects and the little objects around me, in no other way, than by transporting
myself, at least in fancy, to a different station, from whence I can survey both at nearly
equal distances, and thereby form some judgment of their real proportions. Habit and
experience have taught me to do this so easily and so readily, that I am scarce sensible
that I do it . . .” (TMS, 135–6).

18 “Man naturally desires, not only to be loved, but to be lovely; or to be that thing which
is the natural and proper object of love. He naturally dreads, not only to be hated, but
to be hateful; or to be that thing which is the natural and proper object of hatred. He
desires, not only praise, but praiseworthiness; or to be that thing which, though it should
be praised by nobody, is, however, the natural and proper object of praise. He dreads, not
only blame, but blame-worthiness; or to be that thing which, though it should be blamed
by nobody, is, however, the natural and proper object of blame” (TMS, 113–14).
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render him anxious to be really fit. The first could only have prompted him to the
affectation of virtue, and to the concealment of vice. The second was necessary in
order to inspire him with the real love of virtue, and with the real abhorrence of
vice. In every well-formed mind this second desire seems to be the strongest of
the two. (TMS, 116–17)

As we depend more on this internal assessment, we become more
autonomous in our ethical judgments. From the imagined impartial spec-
tator position, things begin to look different. From this position, we are
invariably led to imagine not only what would be the socially accept-
able response to the circumstance – what would be our duty – but also
whether there is another response that seems more reasonable to us. This
application of reason and imagination19 is the dynamic that leads to in-
dividual standards based on our unique, independent perspective.20 Thus
our autonomous perspective leads to the development of autonomous
standards.21 Griswold offers an excellent description of this process:

[T]he impartial spectator ultimately defines the standards, but only after a process
of reflection on and refinement of what is given. This is just what Smith says in
referring to these standards as “the slow, gradual, and progressive work of the
great demigod within the breast”; in shaping them, the wise and virtuous person
“imitates the work of the divine artist” . . . Since spectators’ moral sentiments are
woven into the world – into practices, traditions, and institutions, for example – and
since the impartial spectator is a reflective refinement of the exchanges of ordinary
life, moral evaluation typically begins with established rules and standards. The
impartial spectator’s judgments culminate a process of often complex reasoning
that determines the relevant relations of “propriety.” (Griswold, 1999, 145–6)22

19 “His theory . . . insists on a place for agency or self-determination. By means of the imag-
ination’s capacity to reflect on self from the standpoint of the spectator, and to identify
with that standpoint, one can direct one’s actions and shape one’s character” (Griswold,
1999, 115).

20 “The impartial spectator in each individual began as an external observer and then to
some extent became internalized over time. . . . The ‘just and wise man,’ which was Smith’s
phrase for a highly evolved individual, would give assent only to the internalized ideal . . .”
(Fitzgibbons, 64).

21 “The all-wise Author of Nature has, in this manner, taught man to respect the sentiments
and judgments of his brethren; to be more or less pleased when they approve of his
conduct, and to be more or less hurt when they disapprove of it. He has made man, if I
may say so, the immediate judge of mankind . . .

“But though man has, in this manner, been rendered the immediate judge of mankind,
he has been rendered so only in the first instance; and an appeal lies from his sentence to
a much higher tribunal, to the tribunal of their own consciences, to that of the supposed
impartial and well-informed spectator, to that of the man within the breast, the great
judge and arbiter of their conduct” (TMS, 128–30).

22 Jerry Muller offers a very nice description of this process in his Chapter 8, where he
writes: “The Theory of Moral Sentiments . . . [presents] a theory of the development of
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This description of the emergence of an autonomous conscience23 is,
as I said, excellent, but there is one point in this description of ethical
refinement that, I believe, needs to be refined.

Griswold asserts that “[t]he impartial spectator’s judgments culminate
a process of often complex reasoning that determines the relevant rela-
tions of ‘propriety.’” The terms “culminate” and “determines” imply that
there is an end to the process. There is no culmination, there is no final
determination in Smith. Ethical maturation is an ongoing process because
the ideal is a limit – we can forever refine our values as we approach it,
but we can never achieve it.

[In assessing the behavior of another] though . . . [that] behavior . . . fails of ab-
solute perfection, it may be a much nearer approximation towards perfection,

conscience through the internalization of social norms, as well as a theory of how the
morally developed individual is able to ascend from moral conformity to moral auton-
omy” (Muller, 1993, 100).

Haakonssen (1981) also offers a very thoughtful analysis of this process in his Chap-
ter 3: “[W]e are led to ask whether, according to Smith, the socially accepted and necessary
is all there is to morality, or whether parts of morality can gain some independence of
the commonly received, that is whether moral ideals are possible. A theory to explain
this must be able to account for how moral ideals develop out of social morality, since
the latter is the empirically given morality. . . .

“It is exactly such a theory Smith is proposing” (Haakonssen, 1981, 55–6). Haakonssen
proceeds to describe how we begin to become self-reflective in our ethical judgments. We
initially use a spectator position to reflect on how “real” others would see us as we adjust
our behavior in pursuit of their praise, but this independent spectator position can evolve
into an independent position of assessment based on our own evolving sense of ethics.
If it does, then we seek to please that imagined spectator in pursuit of praiseworthiness.
“In this way it is possible for men to detach their morality, at least to some extent, from
the social circumstances which created it” (Haakonssen, 1981, 56, emphasis in original).
Such “independence” (Haakonssen, 1981, 57) becomes a new frame for effecting change.

23 This emergence of the autonomous ethical individual is Smith’s representation of the
emergence of our conscience. “Conscience . . . is the mechanism whereby the individ-
ual comes to adopt the standpoint of the spectator in order to assess and guide his
own conduct . . .” (Campbell, 1971, 147). “The rudimentary stage of the virtue of self-
command, found in the child or the man of weak character, depends on the feelings of
actual spectators. The higher stage, reached by the man of constancy, depends entirely on
conscience. . . . [T]his distinction . . . [contrasts] the normative ideals of conscience with
the positive facts of social life” (Raphael, 1975, 94). Raphael suggests that this analysis of
the evolution of our moral refinement, in fact, was a development that unfolded in the
evolution of Smith’s own refinement of his moral philosophy: “Smith began to stress the
impartiality of the spectator only when he came to theorize about the effect on the agent
of the reactions of spectators” (Raphael, 1975, 89). In the first edition of TMS, Smith’s
construction suggested that “conscience reflects actual social attitudes . . . [but this con-
struction] faces a difficulty: if this were correct, how could conscience ever go against
popular opinion, as it clearly sometimes does? This must have been the objection put to
Smith by Sir Gilbert Elliot” (Raphael, 1975, 90–1) because a letter from Smith to Elliot



P1: ICD
0521852471c02.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 17:22

48 Adam Smith’s Moral Philosophy

than what, upon such trying occasions, is commonly either to be found or to be
expected.

In cases of this kind . . . we very frequently make use of two different standards.
The first is the idea of complete propriety and perfection, which, in those difficult
situations, no human conduct ever did, or ever can come up to; and in comparison
with which the actions of all men must for ever appear blameable and imperfect.
The second is the idea of that degree of proximity or distance from this com-
plete perfection, which the actions of the greater part of men commonly arrive
at. (TMS, 26)

Here, we hear Smith explicitly reflecting on perfect virtue as a limit. We
can approach a “much nearer approximation towards perfection, than
what, upon such trying occasions, is commonly either to be found or to
be expected.” We can move beyond the current norms of society.24 But
we can never reach the limit.

The wise and virtuous man directs his attention to the . . . standard . . . of exact
propriety and perfection. There exists in the mind of every man, an idea of this
kind, gradually formed from his observations upon the character and conduct both
of himself and of other people. . . . He endeavours as well as he can, to assimilate
his own character to this archetype of perfection. But he imitates the work of the
divine artist, which can never be equaled. (TMS, 247)

To the degree that an individual transcends the current societal norms
in the approximation of perfection, that is to be esteemed. But societal

that includes his proposed revisions to TMS on this topic clearly demonstrates that he is
addressing this issue in the next (second) edition of TMS. (See Raphael, 1975, 91.) That
proposed revision included the term “developed conscience” (Raphael, 91), but it was
not in the actual revisions.

Harpham describes this process as follows: “By starting with the basic idea of a spec-
tator who is impartial and adding a variety of qualifying words or phrases to further
identify the evaluative position desired, Smith uses the idea of impartial spectatorship to
solve a number of different moral and philosophical problems in the world. His philo-
sophical intentions in developing the idea started with a general concern over sociability
in the first edition, to one over conscience in the second edition [in response to Elliot], to
one of moral autonomy in the final edition [in response to his concern over the human
prospect]” (Harpham, 2001, 144). Smith clearly took Elliot’s criticisms very seriously:
“I thought myselfe infinitely obliged to you for the objection which you made to a Part
of my system” (Correspondence, 48); and on 10 Oct. 1759, Smith writes to Elliot about
the refinement of the impartial spectator position in the revised presentation: “You will
observe that it is intended both to confirm my Doctrine that our judgments concerning
our own conduct have always reference to the sentiments of some other being, and to
shew that, notwithstanding this, real magnanimity and conscious virtue can support itselfe
under the disapprobation of all mankind” (Correspondence, 49).

24 “A virtuous individual possessing self-command is not only someone who has internalized
the moral norms of his community; he is someone who has learned to improve upon
them. . . . [He] strives to achieve the ideal” (Harpham, 2000, 235).
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progress is not made when one individual transcends the norm. It is made
when the norm itself, and thus the common standard of civic ethics, pro-
gresses. Refined individuals can contribute to this progress, but the pro-
cess of progress is larger than any one individual. To the degree that an
individual can move the societal norms along with his own, he moves the
standard for the next generation. If some in that next generation do as he
has done, then over time, the approximation moves progressively nearer
to the ideal. This process of inheriting norms, acting on them, and setting
a new standard for the subsequent generation is the story of co-evolution
that I turn to now.

on the dynamic of societal change: custom and
the co-evolution of individual and society

Custom and the Golden Mean

In Smith’s analysis, every society is a unique social construction with its
own well-established norms that are peculiar to its particular time, place,
and circumstance.25 Smith refers to the set of social norms of a given
society as its “golden mean”:

Every age and country look upon that degree of each quality, which is commonly
to be met with in those who are esteemed among themselves, as the golden mean
of that particular talent or virtue. And as this varies, according as their different
circumstances render different qualities more or less habitual to them, their senti-
ments concerning the exact propriety of character and behavior vary accordingly.
(TMS, 204)

“[T]he chief causes of the . . . opinions which prevail in different ages
and nations concerning what is blamable or praise-worthy . . . are cus-
tom [“the habitual arrangement of our ideas” (TMS, 194)] and fashion
[the custom “of a high rank, or character” (TMS, 194)]” (TMS, 194).26

Lacking perspective on time and place, most people consider custom as

25 “In general, the style of manners which takes place in any nation, may commonly upon
the whole be said to be that which is most suitable to its situation” (TMS, 209).

26 “Every morall duty must arise from some thing which mankind are conscious of . . . [yet]
it is very seldom that one has a distinct notion of the foundation of their duties, but have
merely a notion that they have such and such obligations. . . . [I]ndeed it will but seldom
happen that one will be very sensible of the constitution he has been born and bred under;
everything by custom appears to be right or at least one is but very little shocked at it.”
(LJA, 321–2).
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representing the natural order of things:

Few men have an opportunity of seeing in their own times the fashion in any
of these arts change very considerably. Few men have so much experience and
acquaintance with the different modes which have obtained in remote ages and
nations, as to be thoroughly reconciled to them, or to judge with impartiality
between them, and what takes place in their own age and country. Few men
therefore are willing to allow, that custom or fashion have much influence upon
their judgments concerning what is beautiful, or otherwise, in the productions of
any of those arts; but imagine, that all the rules, which they think ought to be
observed in each of them, are founded upon reason and nature, not upon habit
or prejudice. (TMS, 195)

Because each of us is born into just such an extant social construc-
tion, our birthright includes, by custom, a particular “natural order of
things” that is confirmed for us as Truth by the language and behavior
of all of those who surround us. Indeed, we often become so enamored
of our own society’s Truth that we see it as evidence of our society’s
superiority over other societies. Smith cites as an example of this socio-
centrism the absurdity of European arrogance with respect to definitions
of beauty:

What different ideas are formed in different nations concerning the beauty of the
human shape and countenance? A fair complexion is a shocking deformity upon
the coast of Guinea. Thick lips and a flat nose are a beauty. In some nations long
ears that hang down upon the shoulders are the objects of universal admiration.
In China if a lady’s foot is so large as to be fit to walk upon, she is regarded
as a monster of ugliness. Some of the savage nations in North-America tie four
boards round the heads of their children, and thus squeeze them, while the bones
are tender and gristly, into a form that is almost perfectly square. Europeans
are astonished at the absurd barbarity of this practice, to which some mission-
aries have imputed the singular stupidity of those nations among whom it pre-
vails. But when they condemn those savages, they do not reflect that the ladies
in Europe had, till within these very few years, been endeavouring, for near a
century past, to squeeze the beautiful roundness of their natural shape into a
square form of the same kind. And that, notwithstanding the many distortions
and diseases which this practice was known to occasion, custom had rendered it
agreeable among some of the most civilized nations which, perhaps, the world ever
beheld. (TMS, 199)

Smith asserts that such norms “concerning the beauty of the human
shape and countenance” are not bounded by any natural standards, but
norms of behavior are different. There are common elements in those
latter norms across all societies because there are some natural standards
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that are essential for the cohesion of any social construct. Smith cites for
example the universal abhorrence of wanton murder.

But whereas there are norms of ethical behavior that seem to be gen-
erally accepted (murder is evil), there are particular variations on these
norms that are quite dramatic, “particular usages . . . capable of establish-
ing, as lawful and blameless, particular actions, which shock the plainest
principles of right and wrong” (TMS, 209). The power of custom cre-
ates these particular variations and thus customs are “the chief causes
of the many irregular and discordant opinions which prevail in differ-
ent ages and nations concerning what is blameable or praise-worthy”
(TMS, 194).

Smith cites, as an example of the power of custom to preserve some very
abhorrent variations on the natural norms of ethics, the case of infanticide
in Greece:

Can there be greater barbarity, for example, than to hurt an infant? . . . Yet the
exposition, that is, the murder of new-born infants, was a practice allowed of in
almost all the states of Greece, even among the polite and civilized Athenians;
and whenever the circumstances of the parent rendered it inconvenient to bring
up the child, to abandon it to hunger, or to wild beasts, was regarded without
blame or censure. This practice had probably begun in times of the most savage
barbarity. (TMS, 209–10)

Smith imagines that in the most desperate of savage states there might
have been a circumstance that warranted this unnatural horror – aban-
doning a child to certain death – because the alternative might have been
more horrific; the death of the entire tribe.27 However, when what in a
very particular situation was an extreme remedy for extreme conditions
becomes custom, this is unconscionable. Given human nature, however,

27 Smith recognizes that, even in his own day, social necessity may warrant actions that
seem unnatural. “A centinel, for example, who falls asleep upon his watch, suffers death
by the laws of war, because such carelessness might endanger the whole army. This
severity may, upon many occasions, appear necessary, and, for that reason, just and proper.
When the preservation of an individual is inconsistent with the safety of a multitude,
nothing can be more just than that the many should be preferred to the one. Yet this
punishment, how necessary soever, always appears to be excessively severe. The natural
atrocity of the crime seems to be so little, and the punishment so great, that it is with great
difficulty that our heart can reconcile itself to it. Though such carelessness appears very
blamable, yet the thought of this crime does not naturally excite any such resentment,
as would prompt us to take such dreadful revenge. A man of humanity must recollect
himself, must make an effort, and exert his whole firmness and resolution, before he
can bring himself either to inflict it, or to go along with it when it is inflicted by others”
(TMS, 90).
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it is not unimaginable:

The imaginations of men had been first made familiar with it [infanticide] in
that earliest period of society, and the uniform continuance of the custom had
hindered them afterwards from perceiving its enormity. . . . When custom can
give sanction to so dreadful a violation of humanity, we may well imagine that
there is scarce any particular practice so gross which it cannot authorise. Such a
thing, we hear men every day saying, is commonly done, and they seem to think
this a sufficient apology for what, in itself, is the most unjust and unreasonable
conduct. (TMS, 210)

Custom shapes the extant social construction of each society and be-
cause each society has a unique history and circumstance, so, too, each
has a unique set of norms for individual behavior. There are natural, gen-
eral principles that shape these norms, but each society’s actual norms
embody particular variations around those natural principles that can be,
as in the Greek case, dramatic and significant.28

Each society’s unique set of norms, the golden mean of that particular
time and place, is considered the natural order of things among those
in the then and there. These norms are thus treated as tacit knowledge,

28 Although Smith abhors this case of infanticide as “most unjust and unreasonable con-
duct,” his criticism is more for the society that would sanction such a custom than for
the individuals who are shaped by it. Whereas we can condemn those who lived by these
customs, it is arrogant to think that we would have done better if born in that time and
that place, so as we judge them we should be careful to avoid the arrogance of 20:20
hindsight. Smith cites, for example, Cato, who was, by the standards of his own time, by
his society’s golden mean, “a man of the most severe virtue and the strictest observer
of the morall rules then in fashion . . .” (LJA, 181). With that caveat, Smith looks back
from the eighteenth century and condemns Cato’s treatment of his slaves. In LJA, he
writes: “Nothing was more common then (sic) to turn out the old or diseased slaves to
die, as we would a dying horse. Cato, who was a man of the most sever virtue and the
strictest observer of the morall rules then in fashion, used frequently to do this and con-
fessed it without shame; and this he would not have done if it had been contrary to the
practise of the times” (LJA, 181). Based on the lessons he has drawn from his reading
of humankind’s history, Smith believes there are some principles for which a persuasive
case can be made that they should be absolutes. The evils of slavery and of infanticide
are two such principles.

Haakonssen writes that the case of slavery “clearly demonstrates that there is
no automatic harmony between even the most basic rights of men . . . [because it]
constitutes . . . [a] conflict between one man’s right to personal liberty and another man’s
property right. We can now see that the former takes priority, and hence that the latter
is no right at all when the two conflict, that is when property-right is claimed in persons.
But many generations have to be schooled in humane respect the individual before we
reach a state of impartiality in which we always recognize injury in this respect as more
severe than injury to property” (Haakonssen, 140–1). This “many generations” logic is
very much in keeping with Smith’s evolutionary story.
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rarely questioned, and thus inherently inert. But change in social norms
can and does occur. Indeed, for Smith’s natural selection/evolution/limit
story of humankind to make sense, not only change but progress must
occur, for the maturation of ethical norms is essential if humankind is to
approach the human prospect.

Smith’s representation of this process of progress involves two levels
of analysis. The foundation is at the level of the particular, in intrasocietal
change. This is a story of the co-evolution of individuals and their society.
This co-evolution story then sets the scene for Smith’s general analysis of
intersocietal change. It is at this intersocietal level that natural selection
leads to a maturation of norms as humankind evolves toward the limiting
case of the liberal plan.

The Co-Evolution of Individual and Society: On Choice, Chance,
Circumstance, and Natural Selection

As the transgenerational depository of core values and understandings,
society, in the form of its institutions, has an organic existence that tran-
scends and shapes each new individual.29 The ability of any individual to
change or even to question this societal structure is constrained by his ini-
tial existential acceptance of this inherited status quo.30 Yet while Smith’s
beings are social, the process of socialization that shapes each being is
entirely consistent with the sovereignty of the individual: “[I]n the great
chess-board of human society, every single piece has a principle of motion
of its own . . . ” (TMS, 234).

In Smith’s analysis, individuals are social beings and they are sovereign
beings, each motivated by a unique balance of sentiments. The character
of that balance originates in socialization, but even as the individual is

29 “Institutions further imply historicity and control. Reciprocal typifications of actions
are built up in the course of a shared history. They cannot be created instantaneously.
Institutions always have a history, of which they are the products. . . . [A system of these
are the] agglomerations of institutions that we call societies” (Berger and Luckmann,
54).

30 I paraphrase Buchanan’s expression, “existential acceptance of the status quo”
(Buchanan 1991, 20). “With the acquisition of historicity, these formations . . .

acquire . . . [a] crucial quality . . . : this quality is objectivity. This means that the insti-
tutions that have now been crystallized . . . are experienced as existing over and be-
yond the individuals who ‘happen to’ embody them at the moment. In other words, the
institutions are now experienced as possessing a reality of their own, a reality that con-
fronts the individual as an external and coercive fact” (Berger and Luckmann, 58).
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shaped by society, the uniqueness of his personal biography gives him a
singular perspective from which he can act on and affect the extant social
constructs,31 including the social definition of ethical balance, the “golden
mean.”32 His imagination and reason equip him to do so.

Smith is conservative in his approach to change:

The love of our country seems, in ordinary cases, to involve in it two different
principles; first, a certain respect and reverence for that constitution or form of
government which is actually established . . . (TMS, 231)

Yet he also sees the need for change because the world we inherit is never
perfect. Thus this quotation continues:

and secondly, an earnest desire to render the condition of our fellow-citizens as
safe, respectable, and happy as we can. (TMS, 231)

So although he is wary of radical change,33 Smith admires those who seek
reasoned incremental, constructive change. Such a person is, for Smith,

[t]he man . . . [of] public spirit[,] . . . prompted altogether by humanity and benev-
olence, [who,] . . . like Solon, when he cannot establish the best system of
laws, . . . will endeavour to establish the best that the people can bear. (TMS, 233)

Smith cites as examples of such admirable men:

Edward the 1st, one of the most prudent of our kings . . . [who] saw the danger
[of concentrated judicial power and] . . . divided the business of the Justiciary into

31 “Identity is, of course, a key element of subjective reality, and like all subjective reality,
stands in a dialectical relationship with society. Identity is formed by social processes.
Once crystallized, it is maintained, modified, or even reshaped by social relations. The
social processes involved in both the formation and the maintenance of identity are
determined by the social structure. Conversely, the identities produced by the interplay
of organism, individual consciousness and social structure react upon the given social
structure, maintaining it, modifying it, or even reshaping it. Societies have histories in
the course of which specific identities emerge; these histories are, however, made by men
with specific identities.

“If one is mindful of this dialectic one can avoid the misleading notion of ‘collective
identities’ without having recourse to the uniqueness . . . of individual existence” (Berger
and Luckmann, 174–5).

32 “Individual judgments are, ultimately, constitutive of social norms, but social norms are
also an indispensable source for individual judgments. Indeed, the process of moral judg-
ment is the means by which individuals most deeply build the views of their society into
themselves. Paradoxically, it is precisely by doing this that they can also most fully express
their individuality” (Fleischacker, 49). “Individually free action and social construction
of the self are compatible, for Smith, even dependent on one another” (Fleischacker, 51).

33 “No government is quite perfect, but it is better to submitt to some inconveniences than
to make attempts against it. . . . [But even radical change can sometimes be justified:] K.
James, on account of his encroachments on the body politic, was with all justice and equity
in the world opposed and rejected” (LJB, 435–6).
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three different courts . . . . (LJA, 276; LJB, 422) . . . [and] Henry 2nd, who of all our
kings excepting Edwd.1s. had the greatest legislative capacity (LJA, 283) [and
established the foundation of the independent jury system.]

But individual intention is not, in Smith’s analysis, the only or even
the primary source of the societal change. Most change in any society
is the unintended consequence of actions by individuals seeking some
much narrower objective. Smith cites as an example of this the case of
Elizabeth I:

Elizabeth, who always affected popularity, was continually unwilling to impose
taxes on her subjects. In order to supply her exigencies she sold the royal
demesnes . . . Her successors therefore standing in need of frequent supplies were
obliged to make application to Parliament. The Commons were now to become
very considerable, as they represented the whole body of the people, and as they
knew the king could not want, they never granted him any thing without in some
degree infringing his priviledges. At one time they obtained freedom of speech,
at another they got it enacted that their concurrence should be necessary to every
law. The king on account of his urgent necessities was forced to grant whatever
they asked and thus the authority of the parliament established itself. (LJB, 420–1)

So, as the institutions of society construct individuals, so too those
individuals, intentionally or unintentionally, reconstruct society’s institu-
tions.34 This co-evolution is an essential element in Smith’s representation
of societal change, but it, too, has to be contextualized.

The actions of individuals are shaped not only by the extant societal
structure within which they function, but also by the larger geopolitical
context of that society. So, for example, in Smith’s analysis, England’s
evolution is driven by the intended and unintended consequences of the
Edwards, the Henrys, the Elizabeths, to name a few; but those actions
and their consequences were in turn shaped by the fact that England is an
island across a Channel from France and the rest of the European con-
tinent. Smith appreciates that this geopolitical context has implications
for the internal trajectory of societal change. He writes, for example, that
after the Union with Scotland in 1707, because Britain is an island,

[t]he Union put them out of the danger of invasions. They were therefore under
no necessity of keeping up a standing army; they did not see any use or necessity
for it. . . . [As a consequence] a system of liberty has been established in England
before the standing army was introduced . . . (LJA, 265, 269)

34 Warren Samuels: “Smith used two analytical procedures: the method of regarding society
as a derivative of the individual and that of regarding the individual as a product of
society” (Samuels, 1984B, 199–200).
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Smith’s story of the English/British experience is indicative of his larger
theme: Societal evolution is a quirky process of the chance, circumstance,
and the intended and unintended consequences of the actions of indi-
viduals. Reason plays an important instrumental role in this dynamic, but
reason is neither the original source of our moral understandings35 nor the
ultimate determinant of the trajectory of events. Individual human beings
can affect the course of events,36 but they cannot effect that course. The
human condition is far too complex to be directed by the weak powers
of human reason. There is, Smith believed, a greater and ultimately more
benign power guiding the course of human events.

In Smith’s story of humankind’s history and its prospect, individuals,
circumstances, and chance drive as well as distort or perturb the natural
course of events causing the rise and fall of nations and empires. But
through it all, the power of the design (the deity, nature) determines the
long-term course of the human experience. That course is progressive in a
normative sense because more mature societies are, ceteris paribus, more
capable of sustaining themselves. Thus, while individual societies may
grow, stagnate, and decline, natural selection gives rise to a continuously
closer approximation of the ideal human prospect, the liberal plan.

In this story, human nature is constant (we are not “better” than our
predecessors), but human character evolves along with human institu-
tions, and these have the capacity to mature toward the ideal.

Moral Relativism, Institutions as Instrumental,
and the Invisible Absolute

Girswold writes that “there is no a priori Smithian dogma” on the content
of civic virtue, “what mix is appropriate will depend on the historical
circumstances” (Griswold, 1999, 295, emphasis in original). Indeed, this

35 “[T]hough reason is undoubtedly the source of the general rules of morality, and of
all the moral judgments which we form by means of them; it is altogether absurd and
unintelligible to suppose that the first perceptions of right and wrong can be derived from
reason, even in those particular cases upon the experience of which the general rules are
formed. These first perceptions, as well as all other experiments upon which any general
rules are founded, cannot be the object of reason, but of immediate sense and feeling. It
is by finding in a vast variety of instances that one tenor of conduct constantly pleases in
a certain manner, and that another as constantly displeases the mind, that we form the
general rules of morality” (TMS, 320).

36 “[D]iversity of moral judgment that is critically reflective . . . may be the engine that
propels humankind forward. . . . Conversations both with others and with oneself push
the Enlightenment project forward” (Harpham, 2001, 144–5).



P1: ICD
0521852471c02.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 17:22

On Human Nature, Social Norms, and Co-Evolution 57

moral mix is a part of what evolves historically and thus it is appropriate
to the circumstance. But that is not to say that there are no absolutes.
Quite to the contrary, the premise of Smith’s moral philosophy is that
there are absolutes.37

Smith’s approach to ethics can be described as moral relativism and
invisible absolutes. It parallels his approach to philosophy more generally.
There are invisible connecting principles that are absolute because they
are the work of the deity, but we cannot know those absolutes – including
the absolutes of morality. Our inability to “know” does not, however,
abrogate our responsibility to imagine. We can, if Smith’s premise of
progress is correct, intuit the contours of these absolutes by observing the
course of humankind’s history.38 By imagining and approximating these
invisible absolutes we can hope to help humankind approach the ideal
human prospect.39

Recall that according to Smith, humankind is evolving through stages
and each stage represents a step in progress. By observing how norms
change with progress, we can identify the normative principles that seem

37 “Smith, like Hume, had no philosophical belief in absolutes, only a ‘cool’ hope in a very
gradual, if stumbling improvement” (Macfie, 57). Progress implies some normative sense
of better. Smith didn’t presume to know the blueprints of the absolute, perfect design,
but “‘cool’ hope in a very gradual, if stumbling improvement” was premised for Smith
by an invisible absolute – the design case.

38 Campbell cites a quotation from TMS (164–5) suggesting the “authority of moral
rules . . . linked to the assertions that the moral faculty does in fact arbitrate within and be-
tween all other faculties, and this, in turn, is vindicated by the claim that this is a function
which the Deity intended it to fulfill. This train of argument rests on the assumption that
the world is a unified mechanism and on the belief that the justification of its constituent
parts consists in demonstrating their place within the whole. Unfortunately for Smith,
such an argument has to take for granted the goodness of the mechanism as a whole,
and since this cannot be done without drawing on the very moral principles which he is
required to justify, the argument is, in the end circular” (Campbell, 1971, 224). No – the
deity justifies the final cause, but the emergence of moral systems that realize this end is
part of the efficient causes and the dynamic of this evolution, not the absolute content of
the ideal morality, is what he is describing. “[T]eleology in Smith’s philosophy should be
seen . . . not [as] a description of how the world is but a proposition of the harmony we
yearn for it to have. It is therefore a regulative ideal . . .” (Griswold, 332–3).

39 “The moralist in Smith would like to be able to claim that, for all of us, the judgments
of the impartial spectators in our respective breasts are the same, irrespective of the
experiences to which we have been exposed; but as a social theorist, he explains the
impartial spectator as a construct that each of us makes from his own experience. In
looking for a coherent reading of Smith, we may sometimes have to choose whether to
give priority to his social theory or to his morality, to his assumptions or to his conclusions”
(Sugden, 84). These are not conflicting conceptions; these are dimensions of Smith – the
being in the process of the individual/humankind evolution (relative) v. the ideal, limiting
case (absolute).
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to be consistent with progress and in turn intuit what the contours of the
ideal normative principles might be.

Recall also that institutions play an essential, instrumental role in this
process because they are the transgenerational organic system through
which this evolution unfolds. If, as we identify the cases of constructive
progress in norms, we also identify how institutions have contributed to or
have impeded that progress, this may offer guidance for shaping current
institutions to play an instrumental role in pursuit of further progress . . . or
so Smith hoped. To that end, he offered just such an analysis of the
role of

� positive law and
� religion

in his story of humankind’s evolution. Those instrumental institutions are
the subject of the next two chapters.
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On the Role of Positive Law in Humankind’s Evolution

on justice

Justice . . . is the main pillar that upholds the whole edifice . . . of human society.
(TMS, 86)

In the first lecture we have from Adam Smith’s 1762–63 series of Lectures
on Jurisprudence (28 January 1762), he begins by asserting that “[t]he first
and chief design of every system of government is to maintain justice . . .”
(LJA, 5, emphasis added).

In an ideal world, perfectly virtuous citizens know and enforce per-
fect standards of justice upon themselves. But absent perfect virtue, if
society is to cohere, it is essential that government emerge to define
and enforce standards of justice. According to Smith, without govern-
ment’s enforcement of justice there would be chaos, and without govern-
ment’s instrumental role in the refinement of justice there would be no
progress.

Smith’s analysis of the emergence of government and of the instru-
mental role government plays in the refinement of justice as humankind
evolves is not a story of the genius of human reason, but rather of the
ingenious, benevolent design of the deity.

The very existence of society requires that unmerited and unprovoked malice
should be restrained by proper punishments; and consequently, that to inflict
those punishments should be regarded as a proper and laudable action. . . . [Y]et
the Author of nature has not entrusted it to his [man’s] reason to find out that
a certain application of punishments is the proper means of attaining this end;
but has endowed him with an immediate and instinctive approbation of that very
application which is most proper to attain it. The oeconomy of nature is in this

59
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respect exactly of a piece with what it is upon many other occasions. With regard
to all those ends which, upon account of their peculiar importance, may be re-
garded, if such an expression is allowable, as the favourite ends of nature, she has
constantly in this manner not only endowed mankind with an appetite for the end
which she proposes, but likewise with an appetite for the means by which this end
can be brought about. . . . (TMS, 77, emphasis added)

Nature, as part of her “oeconomical” arrangement, has endowed humans
with a natural sentiment of resentment in response to injustice,1 and it is
from this sentiment that the evolution of justice begins. In the rude state
of society, where “there is properly no government at all” (LJB, 404),
individuals impose a rough justice on one another as they personally
avenge their own resentment of injustice.2 However, as society begins to
evolve, this rough justice is not sufficient for progress to proceed, because
allowing individuals to define and enforce justice in a progressively more
complex society would lead to chaos. It is then that government emerges
in order to “maintain justice.”3

As the violation of justice is what men will never submit to from one another, the
public magistrate is under a necessity of employing the power of the common-
wealth to enforce the practice of this virtue. Without this precaution, civil society
would become a scene of bloodshed and disorder, every man revenging himself
at his own hand whenever he fancied he was injured. To prevent the confusion
which would attend upon every man’s doing justice to himself, the magistrate, in
all governments that have acquired any considerable authority, undertakes to do
justice to all. . . . (TMS, 340–1)

Government authority emerges to establish order in society, but gov-
ernment is neither the original source of order nor the locus of control that
establishes order in the ideal state. Order begins and ends with the indi-
vidual citizen. In the beginning, a rude order is established by retribution
based on a self-defined sense of justice. In the end, in the limit, a refined
order is established by a common acceptance of social norms, civic ethics,
among citizens with the self-command, the self-government, to enforce

1 “Resentment seems to have been given us by nature for defence, and for defence only.
It is the safeguard of justice and the security of innocence. . . . [Injustice] is, therefore, the
proper object of resentment, and of punishment, which is the natural consequence of
resentment. . . . [M]ankind [can] go along with, and approve of the violence employed to
avenge the hurt which is done by injustice . . .” (TMS, 78).

2 “Among equals each individual is naturally, and antecedent to the institution of civil
government, regarded as having a right both to defend himself from injuries, and to exact
a certain degree of punishment for those which have been done to him” (TMS, 80).

3 “In the first stages of society, when government is very weak, no crimes are punished [by
government]; the society has not sufficient strength to embolden it to intermeddle greatly
in the affairs of individualls. . . . But when the society gathers strength . . . [government can
and does impose] punishment” (LJA, 129–30).
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those norms upon themselves. Between this beginning and this end, in the
course of humankind’s evolution from the rude state toward the ideal, the
internal and external systems of governance – norms and positive laws,
respectively – shape one another as systems of justice evolve.

on positive law, social norms, and the evolving
system of justice

In the nascent stage of humankind’s evolution, the first steps in the
progress of opulence give rise to the first holdings of valuable private
property. This in turn creates more complex issues of property rights. As
a consequence, justice becomes a more complicated concept. To preserve
social order, civil government emerges to define and maintain justice by
establishing and enforcing laws regarding property rights. For this new in-
stitution of civil government to function, however, it must have a source
of authority.

Civil government supposes a certain subordination. But as the necessity of civil
government gradually grows up with the acquisition of valuable property, so the
principal causes which naturally introduce subordination gradually grow up with
the growth of that valuable property. (WN, 710)

Subordination emerges with civil government because as property
ownership increases so, too, does the distinction of ranks between those
who have more and less property. This distinction nurtures subordina-
tion because there is a natural “disposition of mankind, to go along with
all the passions of the rich and the powerful . . . [While o]ur deference to
their inclinations [is not] founded chiefly, or altogether, upon a regard to
the utility of such submission, and to the order of society, which is best
supported by it” (TMS, 52), there is nevertheless utility in this authority.
It is instrumental in establishing order.

As the complexity of society increases, civil government takes on more
responsibilities and the authority of civil government becomes institution-
alized.4 This institutional authority is, in turn, instrumental in shaping so-
cial norms, for if the authority of the civil government is seen as legitimate,
this gives rise to allegiance. Allegiance can, in turn, inspire a sense of duty
because the “duty of allegiance seems to be founded [in part] on . . . the

4 “In pastoral countries, and in all countries where the authority of law is not alone sufficient
to give perfect security to every member of the state, all the different branches of the same
family commonly chuse to live in the neighbourhood of one another. . . . In commercial
countries, where the authority of law is always perfectly sufficient to protect the meanest
man in the state, the descendants of the same family, having no such motive for keeping
together, naturally separate and disperse, as interest or inclination may direct” (TMS,
222–3).
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principle of authority” (LJA, 318). As we saw in Chapter Two, duty is the
first ethical form our coarse clay takes from our community.

[I]t is very seldom that one has a distinct notion of the foundation of their duties,
but have merely a notion that they have such and such obligations. . . . [I]ndeed it
will but seldom happen that one will be very sensible of the constitution he has
been born and bred under; everything by custom appears to be right or at least
one is but very little shocked at it. (LJA, 321–2)

Thus, the mere weight of the government’s authority, where that au-
thority is seen as legitimate, tends to inculcate the standards embodied in
its laws as personal standards among the people. That “[a]uthority [also
serves as] . . . the foundation of that . . . utility or common interest” (LJA,
322) to which men appeal when persuading others of the virtue of the law.
In this manner, positive law serves as an active tool for the inculcation of
values. As Smith writes: “[W]hat forms the character of every nation . . . is
the nature of their government . . .” (WN, 586).

Smith cites ancient Rome as an example of this interdependence of
positive law and civic ethics. According to Smith, Rome was, in contrast
to Greece, a state where respect for the institutions of justice nurtured
good citizens:

The superiority of character in the Romans5 over that of the Greeks, so much
remarked by Polybius and Dionysius of Halicarnassus, was probably owing to
the better constitution of their courts of justice [“The attention, to practice and
precedent, necessarily formed the Roman law into . . . [a] regular and orderly
system . . .”], than to any other circumstances to which those authors ascribe it.
Romans are said to have been particularly distinguished for their superior respect
to an oath. But the people who were accustomed to make oath only before some
diligent and well-informed court of justice, would naturally be much more atten-
tive to what they swore, than they who were accustomed to do the same thing
before mobbish and disorderly assemblies. (WN, 779)

Smith believes that the English experience also reflects this salutary
effect of more mature positive law on the character of the citizenry. As he
makes the case for Roman civic maturity by contrasting it with Greece,
so too Smith makes the case for English civic maturity by contrasting it
with France. In particular, he contrasts the safety of London and Paris,
asserting that the necessity of police to insure personal security in these
two cities is not proportional to population but rather to the “nature of
the manners of the people” (LJA, 332).

5 “[T]he whole tenor of the Greek and Roman history bears witness to the superiority of
the publick morals of the Romans” (WN, 773).
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“Upon the whole it is the custom of having many retainers and depen-
dents which is the great source of all the disorders and confusion of some
cities; and we may also affirm that it is not so much the regulations of
police which preserves the security of a nation as the custom of having
in it as few servants and dependents as possible” (LJA, 333). The large
number of “retainers and dependents” in Paris gives rise to the necessity
of a large police force there because “[n]othing tends so much to corrupt
and enervate and debase the mind as dependency, and nothing gives such
noble and generous notions of probity as freedom and independency.
Commerce is one great preventive of this custom. [“The establishment of
commerce and manufactures . . . brings . . . independency, [and] is [there-
fore] the best police for preventing crimes” (LJB, 486–7).] . . . Hence it is
that the common people of England who are alltogether free and inde-
pendent are the honestest of their rank any where to be met with” (LJA,
333). And hence it is that while in Paris “hardly a night passes . . . without
a murther or a robbery in the streets, . . . in London there are not above
3, 4, or 5 murthers in a whole year” (LJA, 332).

Thus, superior probity of the common people of England relative to
those of France goes hand-in-hand with the formers’ freedom and inde-
pendence. That freedom and independence have evolved hand-in-hand
with commercial progress. But, as we will see, that commercial progress
goes hand-in-hand with the unique and very constructive development of
the English legal system. So the maturation of the citizenry and the mat-
uration of positive law go hand-in-hand. Indeed, everything in Smith’s
analysis goes hand-in-hand because in his moral philosophical system,
these social, economic, and political dimensions form a simultaneous,
evolving system.

Next, we turn to Smith’s story of how the progress of positive law
evolved into that legal system he considered the most mature in human
history, that in England, and the relationship of this maturation to the
progress of opulence that England enjoyed.

setting the scene for the english story:
positive law and the four stages

Smith opens his Wednesday, February 23, 1763 lecture on jurisprudence
with the following words:

In the last lecture I endeavoured to explain to you more fully that form of gov-
ernment which naturally arises amongst mankind as they advance in society, and
in what manner it gradually proceeded. (LJA, 215, emphasis added)
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We know where he is going – to that English model that he admires.
But his purpose is not simply admiration. It is to analyze and explain why
this model works so well so that he can cull from this example the lessons
of progress. In order to do this, he needs to analyze and explain how this
progress unfolded. That is why he tells his students that his course is about
“advance in society, and in what manner it gradually proceeded.” It is an
investigation of humankind’s evolution, that evolution as progress, and
the principles (the design) that guide that progress.

This investigation begins, as did humankind, in the most unrefined or
rude state of society, where “there can be very little government of any
sort . . .” (LJA, 201). What judicial or executive power there is in that
stage resides in the community as a whole.6 Internal issues and decisions
regarding intratribal disputes are resolved by consensus. “The legislative
power can hardly subsist in such a state; there could be occasion but for
very few regulations, and no individual would think himself bound to
submit to such regulations as were made by others, even where the whole
community was concerned” (LJA, 202).

The reason for this simple form of governance is the simple state of
the society. The size and nature of tribal life makes communal meet-
ings possible whenever necessary, and the number of potential disputes is
small because the conception of property is very limited: “Among savages
property begins and ends with possession, and they seem scarce to have
any idea of anything as their own which is not about their own bodies”
(LJB, 460).

Things become more complex in the next, shepherding stage of soci-
ety. “Among shepherds the idea of property is further extended” (LJB,
460). “Those animalls which are most adapted for the use of man . . . are
no longer common but are the property of certain individualls. The dis-
tinctions of rich and poor then arise” (LJA, 202). This expanding domain
and differential distribution of “[p]roperty makes it [(government)] abso-
lutely necessary. . . . [for property is] the grand fund of all dispute” (LJA,
208). Government must exist to maintain the property rights of the rich
against the poor, and to insure that the poor “must either continue poor
or acquire wealth in the same manner as they [(the rich)] have done”
(LJA, 208–9). Thus, “[t]he age of shepherds is that [stage] where govern-
ment properly first commences” (LJA, 202). But the legislative function

6 “[I]n the early periods of every society . . . trials were . . . carried on by the assembly of the
whole people . . .” (LJA, 87–8).
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of government, the institutionalization of positive law, is still missing:

With regard to laws and the legislative power, there is properly nothing of that
sort in this period. There must indeed be some sort of law as soon as property
in flocks commences, but this would be but very short and have few distinctions
in it, so that every man would understand it without any written or regular law.
It would be no other than what the necessity of the state required. Written and
formall laws are a very great refinement of government, and such as we never meet
with but in the latest periods of it. (LJA, 213, emphasis added)

The emergence of civil government in the shepherding stage is a re-
finement, an advancement, in human society; but there is much greater
refinement to come.

If it is in the age of shepherds that “government properly first com-
mences” (LJA, 202), it is in the age of agriculture that government be-
comes properly legislative. This is due to the fact that in the age of agri-
culture “property receives its greatest extension” (LJB, 460), and with
this extension begins the complex task of settling issues regarding those
means, beyond possession, by which one can acquire property: accession,7

prescription,8 or succession.9

The complexity of the issues involved is very significant. As Smith
writes with regard to the first of these: “Tho the opportunities of ac-
cession are but very few in the age of shepherds, yet they multiply to a
number almost infinite when agriculture and private property in land is
introduced” (LJA, 28). With this growing complexity it is no longer possi-
ble for law to be “very short . . . [with] few distinctions in it, so that every
man would understand it without any written or regular law.” The com-
plexity requires that the system of laws be regularized, institutionalized.
Hence, it is in this stage that the establishment by government of a system
of formal positive law begins.

The contours of the story Smith is telling are emerging: Economic
progress, the movement from stage of production to stage of production,
creates more complex issues of ownership and this, in turn, brings the need
for a more complex legal system. If the legal system meets these needs,
the security it affords leads to more economic progress. More economic
progress leads to more complexity in economic ownership and inter-
course, which, in turn, requires more development of positive law . . . and

7 See (LJA, 28) or (LJB, 460).
8 See (LJA, 36) or (LJB, 461).
9 See (LJA, 37) or (LJB, 462).
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so it goes. Thus, progress depends on the harmonious, simultaneous de-
velopment of the economic and legal dimensions of society.

As the burden grows on positive law to provide the security that comes
with the enforcement of justice, the maturation of civic ethics can be-
gin to bear some of this burden. Indeed, as Smith makes clear in his
example comparing the policing of London and Paris, maturing civic
ethics is an essential dimension of societal progress. Absent such civic
ethics, order can only be established by countless police enforcing end-
less dictates of positive law, and this is inimical to the very freedom that
is necessary for progress to proceed into the more advanced stages of
society.

Smith clearly feels that a key reason for England’s commercial progress
beyond the rest of Europe was its escape from many of the illiberal pos-
itive laws that constrained those other nations. His story of this escape
is not a story of superior English reason building a superior system, but
rather one of the serendipitous unfolding of chance, circumstance, and
the intended and unintended consequences of individuals’ choices. In this
process, individuals and institutions are co-evolving because, as we will
see, even as individuals are shaped by the extant institutional structure,
they are reshaping it.

particular utility and general progress – the english
story

Smith’s analysis of the evolution of the English court system is a classic
case of the “oeconomy of nature” at work: Pursuits of particular utility
(self-interest) in particular geopolitical circumstances lead to an unin-
tended but desirable general outcome, the maturation of justice and the
progress of opulence. Smith reviews this evolution in his March 1763 lec-
tures on jurisprudence:10

The judiciall power in the kingdom was first given . . . [to a] Chief Justiciary . . . [“All
these three different parts of the judiciall power were united in the Great Justi-
ciary” (LJA, 276):] the power of judging in all civill causes, . . . [of trying] all crim-
inall causes; . . . [and of trying] fiscall [disputes] . . . betwixt the sovereign and the
subjects. (LJA, 275–6)

[The first] defalcation made on the power of the Justiciary [occurred] in the time
of King John. . . . [A]s the Justiciary attended the king in his progresses thro the
kingdom to execute justice, and his court followed that of the kings, it was found

10 He covers the same subject in his 1766 lectures. He offers this analysis yet again in less
detail in Book V, Part II “Of the Expence of Justice” in WN (WN, 708).
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necessary to separate one of these powers from him, which was given to the Court
of Common Pleas. (LJA, 276)

The reason for this change was entirely utilitarian. Because the reso-
lution of civil suits was much slower than criminal suits,11 following the
Great Justiciary around the country as he in turn followed the king was
a burden on the people. “This inconvenience was very soon perceived to
require a remedy; it was therefore provided by the Magna Charta in King
Johns time that” “Common pleas shall not follow the King’s Court but be
held in one fixed place” (LJA, 278, 278fn). The power of the Great Jus-
ticiary was not much abated by this change, however. In fact, that power
was such that it was a threat to the king’s own power, and so the king
responded:

We see . . . that the Mayers de Palais [(the French equivalent to the English
Great Justiciary)] during the two first races of the kings of France usurped the
kingdom. . . . [But in England] Edward the Ist, one of the most prudent of our
kings, who seems to have known what he did as well as any one, dreading least
the Great Justiciary should serve him in the same way as the Mayer de Palais had
done the French kings, abolished his authority all together. (LJA, 276)

This marked the point at which, according to Smith, the evolution of the
English judicial system departed from that found on the continent.12 This
parting of the ways was not based on Edward’s philosophical attachment
to the notion of courts as impartial or independent, or on any intention to
construct those institutions that became admirable in the mature English
judicial system. It simply reflected Edward’s prudence in the face of a
potential threat to his power.

Edward Ist divided the business of the Justiciary into three different courts vizt

The Court of King’s Bench
The Court of Exchequer
The Court of Common Pleas

In the last all civil suits were tried. In the first all criminal ones, and to it lay the
appeal from the Court of Common Pleas; . . . [and t]he Court of the Exchequer
judged in all affairs between the king and his subjects. . . . The Court of Chancery
was originally no court at all. The Chancellor was no more than a keeper of breives
or writs according to which justice was done. What gave occasion to the keeping
of these breives shall now be considered. (LJB, 422–3)

11 A point that Smith finds ironic and consistent with his conception of punishment. See
(LJA, 276–7).

12 “[I]n every country but England he became as powerfull as the king. But Edward the
first saw the danger and got it prevented” (LJB, 422).
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At this point in his lectures Smith has explained the transformation
in the structure of the judiciary. Now, with the language of evolution, he
prepares his students to move on to the next chapter in his story describing
how this new structure evolved and matured. As with the first, this new
chapter is about particular utility guiding choices that cause unintended,
but socially desirable, consequences.

When Edward had thus broke the judicial power, the persons whom he appointed
as judges were generally of the meanest sort of no fortune or rank, who had
been bread to the knowledge of the law, and very frequently these were clergy
men. . . . [B]eing all low men who depended on the will of the king, they would
be very unwilling and afraid in any shape to go beyond the meaning of the law
or any ways to alter it; and therefore in all cases breives and writts were drawn
out according to which they decided justice, and exact records of all proceedings
were kept in the officina brevium. (LJA, 278–9)

This standard of exactness was pushed further by the fact that men of
low station were vulnerable to “bribery and corruption. [In fact,] Edward
himself levi’d at one time by fines for bribery about £100,000 . . . so that
the bribery must have been very excessive. They were therefore ordered
to judge by the strict law, and were to be tried in their proceedings by
their own records . . .” (LJA, 279).

Thus, we see that pursuing their particular utility in a strategic game
with one another, the judges and the king were each led to make choices
that had very desirable, unintended consequences. The judges, being of
“the meanest sort,” turned to precedent as protection from the possible
wrath of the king, and the king required scrupulous record keeping (essen-
tial for a system based on precedent) as protection from the corruption
of the judges. Ironically, two characteristics that Smith would normally
abhor in a court – low sorts as judges and lack of independent judges –
gave rise to another, more permanent characteristic of the court that
Smith found most essential to the sure administration of justice.

[One] thing which greatly confirms the liberty of the subjects in England . . . [is]
the little power of the judges in explaining, altering, or extending or correcting the
meaning of the laws, and the great exactness with which they must be observed
according to the literall meaning of the words. . . . (LJA, 275)13

Having examined the causes that “gave occasion to the keeping of
these breives” and the salutary effects of this evolution, Smith then turns

13 “[I]t may be looked upon as one of the most happy parts of the British Constitution tho
introduced merely by chance. . . . ” (LRBL, 176)
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to the particular utility that gave rise to the professionalization of the
courts.

Another thing which tended to support the liberty of the people and render
the proceedings in the courts very exact, was the rivalship which arose betwixt
them. (LJA, 280)

Smith describes how, through various methods, the several courts were
able to encroach upon each other’s jurisdiction. This process was encour-
aged by the fact that

the whole profits of the courts . . . depended on the numbers of civill causes which
came before them, [thus] they would all naturally endeavour to invite every one
to lay his cause before their court, by the precision, accuracy, and expedition
(where agreable) of their proceedings, which emulation made a still greater care
and exactness of the judges. (LJA, 281)

Ultimately, as a consequence of this competition,

it came, in many cases, to depend altogether upon the parties before what court
they would chuse to have their case tried; and each court endeavoured, by superior
dispatch and impartiality, to draw to itself as many causes as it could. The present
admirable constitution of the courts of justice in England was, perhaps, originally
in a great measure, formed by this emulation. . . . (WN, 720)

Again we see the particular utility of the institution and its members
leading to a general, unintended, but very desirable consequence, the
professionalization of its work. And the evolution continues: There was,
after all, the issue of filling gaps in the existing precedents.

Again, to England’s good fortune, the process is directed by unintended
consequences of particular utility toward the intended ends of the deity,
the creation of the conditions necessary for a harmonious commercial
society.

[When] the wrong complained of agreed not with any single brief but was com-
prehended under any two or more, he [(the Chancellor)] should cause the clerk
to make out a new brief in that form. . . . In this manner he was as it were the judge
of the point of law, and the courts had only the matter of fact to examine. Many
causes would however occurr in which there was no fact disputed, in which case
there could be no use or necessity to carry it before the courts . . . In these cases
the Chancellor could give a sufficient remedy. And in this manner it was that the
equitable Court of Chancery began. . . .

The Chancellor . . . soon began to consider those cases which the common law
did not comprehend. The first thing he did in this way was to order specifick
performance of contracts. These were not sustaind by the common law . . . This
however a man was bound in honor to perform, and the Court of Chancery, which
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was considered as a court of conscience with the Chancellor at the head who was
generally a clergy man skilled in the cannon law, began to give action on this
head. (LJA, 281–2, emphasis in original)

Thus it was that an essential piece of the legal foundation of a com-
mercial society, contract enforcement, came into being. This evolution of
Chancellor’s duties14 was driven by particular utility, but clearly it filled
an important role in the maturation of society.

In the story Smith tells of the evolution of the English courts, we see the
“oeconomy of nature”, the design, at work. We see it again in his story
of the evolution of what he clearly believes is the most significant and
mature element of the English judicial system: the jury. The jury “curbs
the power of the judge . . . [because] in all causes . . . [t]he matter of fact is
left intirely to their determination” (LJA, 283).

Note the phrase: “The matter of fact is left intirely to their determina-
tion.” This focus on juries and adjudication based on facts weaves very
nicely into Smith’s larger story of the benevolent intentionality of the
deity’s design.

Recall from Chapter Two that in an ideal world, assessment of an-
other is based on the intention of the actor (propriety or impropriety)
rather than the consequences of the act (merit or demerit). Smith recog-
nizes, however, that this is a dangerous prospect in real world assessment
because we can never know the intention so well as the observed conse-
quences of an action, the observed facts. Happily for England, nature’s
design has given rise to the evolution of a jury system based on “matter
of fact,” an essential compensation for humans’ inability to function in
the ideal.

Nature . . . when she implanted the seeds of this irregularity in the human breast
[(assessing the behavior on consequences rather than intentions)], seems, as upon
all other occasions, to have intended the happiness and perfection of the species.
If the hurtfulness of the design, if the malevolence of the affection, were alone
the causes which excited our resentment, we should feel all the furies of that

14 The beauty of the new Court of Chancery is that, unlike those unfettered new courts Smith
deplores (“All new courts are a great evil, because their power at first is not precisely
determined and therefore their decisions must be loose and inaccurate” (LJB, 426)), the
Court of Chancery joined an existing system of justice that could act, to a significant
degree, as a constraint on any arbitrary judgment it might make. “[T]he Chancellor is
certainly as arbitrary a judge as most. But neither is he very dangerous to the liberty of
the subject, as he can not try any causes besides those which have no remedy at common
law. Nor can he in any case act directly contrary to any method of proceeding laid down
by the courts of common law. And from this court as from all others appeals may be
carried before the House of Lords” (LJA, 283).
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passion against any person in whose breast we suspected or believed such designs
or affections were harboured, though they had never broke out into any action.
Sentiments, thoughts, intentions, would become the objects of punishment; and
if the indignation of mankind run as high against them as against actions; if the
baseness of the thought which had given birth to no action, seemed in the eyes of
the world as much to call aloud for vengeance as the baseness of the action, every
court of judicature would become a real inquisition. There would be no safety for
the most innocent and circumspect conduct. . . . Actions, therefore, which either
produce actual evil, or attempt to produce it, and thereby put us in the immediate
fear of it, are by the Author of nature rendered the only proper and approved
objects of human punishment and resentment. . . . [This, as with] every part of
nature, when attentively surveyed, equally demonstrates the providential care of
its Author, and we may admire the wisdom and goodness of God even in the
weakness and folly of man. (TMS, 105–6)

In Smith’s view, the English system of justice was, as of his day, the
most refined system in the world, and juries for determining fact were the
crown jewel of that system.

The law of England, always the friend of liberty, deserves praise in no instance
more than in the carefull provision of impartial juries. . . . Nothing can be a greater
security for life, liberty, and property than this institution. The judges are men of
integrity, quite independent, holding their offices for life, but they are tied down
by the law. The jurymen are your neighbours who are to judge of a fact upon
which your life depends. (LJB, 425)

As with the courts, the evolution of this English jury system was a
serendipitous unfolding of chance, circumstance, and the intended and
unintended consequences of individuals’ choices:

In the beginnings of the allodial and feudall governments . . . the person prose-
cuted came into court with twelve others; and if he swore he was innocent and
these 12 swore also that they believed him to be so, he was acquitted. (LJA, 283)

This method was ultimately undermined by the resentment among the
nobles at the fact that they could get no satisfaction of an abridgement of
their rights from such a partial process. As a result, they turned back to a
more traditional method of settlement: “judiciall combat” (LJA, 283).

The first person to remedy these inconveniencies was Henry 2d, who of all our
kings excepting Edwd. Is. had the greatest legislative capacity. He ordered that
instead of [the current system] . . . the sheriff should appoint 12 juratores who
should be made acquainted with the cause, and having considered it should give
in their opinion or verdict, to which the judge should adhere, and pronounce the
sentence accordingly from the law. . . . Nothing can be more carefull and exact
than the English law in ascertaining the impartiality of the jurers. (LJA, 283–4)
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This impartial jury system was, in part, an unintended consequence of
resentment of the nobles, but it was also the intended consequence of a
choice by a wise leader. Henry 2nd put in place a mechanism for English
justice to approximate the perspective of an impartial spectator, the very
perspective that lies at the heart of Adam Smith’s conception of justice
in particular and of moral assessment in general.

Smith did not see the English judicial system of his day as perfect,15 but
he did believe it was the most mature example of jurisprudence human
society had produced as of his lifetime. And he clearly believed that it was
the good fortune of secure circumstance (being an island), wise leadership
(e.g., Edward Ist and Henry 2nd), serendipitous unintended consequences,
and the time to mature16 that made the system more closely approximate
his image of the ideal than any other.17 This maturation had, in turn, he
believed, provided the security necessary for England to enjoy the most
robust progress of opulence in the world.

on justice and the progress of opulence

The ultimate motive for pursuing justice is not utility. It is a sentiment,
resentment. And the development of positive law is not driven for the
most part by reason in pursuit of a desirable general outcome; but rather,
as we have just seen, by chance, circumstance, and the pursuit of particular
utility. Nevertheless, there is general utility, there are positive general
outcomes, where justice is advanced, however it is advanced. One such
positive general outcome is the progress of opulence.

Only where there is justice is there an incentive to establish a herd,
to plant a crop, to accumulate stock. The herds of the pastoral stage, the
crops of the agricultural stage, the stock of the commercial stage . . . these
each require a sense of security among the shepherds, the farmers, and
the merchants, respectively. That sense of security is only possible where

15 For example, he criticizes the fact that juries must reach unanimous decisions as a signif-
icant defect in the system. See (LJA, 285).

16 “It takes time and repeated practise to ascertain the precise meaning of the law or to
have precedents enough to determine the practise of a court” (LJA, 287).

17 I have focused on the evolution of the English judicial system as representative of Smith’s
view that the evolution of humankind is a rather quirky process of chance, circumstance,
and the intended and unintended consequences of individuals’ choices. There are many
more examples to be found in Smith that reflect the same process. For example, he sees
such a process in the emergence of the House of Commons (LJB, 420), in the evolution
of contract law (LJA, 89), and in treatment of aliens (LJA, 307).
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those who herd, or plant, or accumulate feel that there is a system of
justice to protect them.18 As Smith writes:

In the infancey of society, as has been often observed, government must be weak
and feeble, and it is long before it’s authority can protect the industry of individuals
from the rapacity of their neighbours. When people find themselves every moment
in danger of being robbed of all they possess, they have no motive to be industrious.
There would be little accumulation of stock, because the indolent . . . would live
upon the industrious, and spend whatever they produced. . . . In this manner it is
next to impossible that any accumulation of stock can be made. . . . Nothing can
be more an obstacle to the progress of opulence. (LJB, 522, emphasis added)

The progress of opulence through stages must, therefore, go hand-in-
hand with a complementary evolution of a system of justice embodied in
positive laws and civic ethics.

It is easy to see that in these severall ages of society, the laws and regulations
with regard to property must be very different. . . . [W]here the age of hunters
subsists . . . [a]s there is almost no property amongst them . . . [f]ew laws or regula-
tions will [be] requisite . . . But when flocks and herds come to be reared property
then becomes of a very considerable extent . . . [so] there are many opportunities
of injuring one another . . . In this state many more laws and regulations must take
place . . . In the age of agriculture . . . there are many ways added [to theft or rob-
bery] in which property may be interrupted . . . The laws therefore . . . will be of a
far greater number than amongst a nation of shepherds. In the age of commerce,
as the subjects of property are greatly increased the laws must be proportionally
multiplied. The more improved any society is and the greater length the severall
means of supporting the inhabitants are carried, the greater will be the number
of laws and regulations necessary to maintain justice. . . . (LJA, 16)

In Smith’s analysis of humankind’s evolution through these stages,
there is a duality of limits. There is the ultimate limit set by the deity –
that ideal liberal society of independent beings enjoying perfect liberty,
making the most for all, and doing well for the least. This is the point of
reference, the norm against which all societies can be compared to deter-
mine their level of advancement. Then there is the artificial limit a society
imposes upon itself by “the nature of its laws and institutions” (WN, 111).
Smith highlights the consequences of different “laws and institutions”
when he compares China, where the laws and institutions have caused it
to stagnate, and the “present [declining] state of Bengal”, where “[w]ant,
famine, and mortality” prevail, with the wonderful progress of opulence
in the British American colonies.

18 “[T]he liberty, reason, and happiness of mankind . . . can flourish only where civil govern-
ment is able to protect them” (WN, 803).
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Both China and Bengal began their progress deep in antiquity with
many inherent advantages: Much fertile ground to till and, thanks to a
system of navigable rivers,19 an extensive market within reach.

China has been long one of the richest, that is, one of the most fertile, best culti-
vated, most industrious, and most populous countries in world. It seems, however,
to have . . . long [ago] . . . acquired that full complement of riches which the nature
of its laws and institutions permits it to acquire.20 (WN, 89, emphasis added). . . . But
this complement may be much inferior to what, with other laws and institutions,
the nature of its soil, climate, and situation might admit of. (WN, 111)

So, what about China’s laws and institutions undermined its progress?
They have created precisely the problem that constructive laws and insti-
tutions are supposed to eliminate: insecurity.21

In a country . . . where, though the rich or the owners of large capitals enjoy a good
deal of security, the poor or the owners of small capitals enjoy scarce any, but are
liable, under the pretence of justice, to be pillaged and plundered at any time by
the inferior mandarins, the quantity of stock employed in all the different branches
of business transacted within it can never be equal to what the nature and extent
of that business might admit. In every different branch, the oppression of the poor
must establish the monopoly of the rich, who, by engrossing the whole trade to
themselves, will be able to make very large profits. Twelve per cent accordingly
is said to be the common interest of money in China, and the ordinary profits of
stock must be sufficient to afford this large interest. (WN, 111–12)

As we will see in Chapter Six, the accumulation and the free flow of cap-
ital are essential for the growth of commerce. If small capitals are always
at risk, there will only be accumulation by large holders. If large holders
monopolize capital, it will, all too often, not flow to ready opportunities

19 “The improvements in agriculture and manufactures seem likewise to have been of very
great antiquity in the provinces of Bengal, in the East Indies, and in some of the eastern
provinces of China; though the great extent of this antiquity is not authenticated by any
histories of whose authority we, in this part of the world, are well assured. In Bengal the
Ganges and several other great rivers form a great number of navigable canals in the same
manner as the Nile does in Egypt. In the Eastern provinces of China too, several great
rivers form, by their different branches, a multitude of canals, and by communicating
with one another afford an inland navigation much more extensive than that either of
the Nile or the Ganges, or perhaps than both of them put together” (WN, 35).

20 Indicative of his values, Smith sees the most significant consequence of this political
failure to be “[t]he poverty of the lower ranks of people in China [which] far surpasses
that of the most beggarly nations in Europe” (WN, 89).

21 They also constrained access to the market: “A country which neglects or despises foreign
commerce, and which admits the vessels of foreign nations into one or two of its ports
only, cannot transact the same quantity of business which it might do with different laws
and institutions” (WN, 112).
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because the small number of larger holders can never have such a wealth
of information about fruitful opportunities as a large number of small
holders.

Furthermore, if concentrated control leads to constrained access to
capital, capital will be inordinately expensive, so fewer opportunities can
be exploited.22 The twelve percent return Smith cites is indicative of a
monopoly premium on the cost of capital when control over capital is
concentrated and access is constrained. Elsewhere in WN, he writes that
“[a]t present the rate of interest, in the improved parts of Europe, is
nowhere higher than six per cent, and in some of the most improved it is
so low as four, three, and two per cent” (WN, 335).

The consequence of these distortions in China is stagnation, but things
are even worse in Bengal:

China, . . . though it may perhaps stand still, does not seem to go backwards. . . . But
it would be otherwise in a country where the funds destined for the mainte-
nance of labour were sensibly decaying. . . . [There, w]ant, famine, and mortality
would . . . prevail . . . This perhaps is nearly the present state of Bengal, and of some
other of the English settlements in the East Indies. . . . [A] fertile country . . . where
subsistence, consequently, should not be very difficult, and where, notwithstand-
ing, three or four hundred thousand people die of hunger in one year. (WN, 90–1)

As in China, the source of Bengal’s suffering is the perverse “laws and
institutions” by which it is governed. In contrast to China, however, the
laws and institutions governing Bengal are not imposed from within, but
rather by the East India Company as the agent empowered with a largely
free hand by the British government to run colonial Bengal.

As sovereigns, Smith asserts, the interest of the company should be to
grant the greatest freedom and security to the people because this would
generate the greatest wealth for the nation and “[t]he greater the revenue
of the people . . . the greater the annual produce of their land and labour,
the more they can afford to the sovereign” (WN, 637).

But a company of merchants are, it seems, incapable of considering themselves
as sovereigns, even after they have become such. Trade, or buying in order to sell
again, they still consider as their principal business, and by a strange absurdity
regard the character of the sovereign as but an appendix to that of the merchant,
as something which ought to be made subservient to it, or by means of which they
may be enabled to buy cheaper in India, and thereby to sell with a better profit
in Europe. They endeavour [therefore to stifle competition.] . . . Their mercantile
habits draw them in this manner, almost necessarily, though perhaps insensibly, to

22 In Chapter Twelve, I will return to this issue of concentrated control over capital.
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prefer upon all ordinary occasions the little and transitory profit of the monopolist
to the great and permanent revenue of the sovereign, and would gradually lead
them to treat the countries subject to their government nearly as the Dutch treat
the Moluceas [imposing “so perfectly destructive a system” (WN, 636)]. . . . As
sovereigns, their interest is exactly the same with that of the country which they
govern. As merchants their interest is directly opposite to that interest. (WN,
637–8)

This merchant’s focus on short-term gain has generated “[t]he great for-
tunes so suddenly and so easily acquired in Bengal [where] money . . . [is]
lent to the farmers at forty, fifty, and sixty per cent and the succeeding crop
is mortgaged for the payment” (WN, 111). It has also led to the decline
of Bengal.

This decline due to the absurd “laws and institutions” imposed on that
colony by the East India Company makes a particularly stark and useful
comparison for Smith because it is so very different from those other
British colonies, the ones in North America:

The difference between the genius of the British constitution which protects and
governs North America, and that of the mercantile company which oppresses
and domineers in the East Indies, cannot perhaps be better illustrated than by the
different state of those countries. (WN, 91)

“Plenty of good land, and liberty to manage their own affairs their
own way, seem to be the two greatest causes of the prosperity of all new
colonies” (WN, 572), but nowhere are those principles more closely ap-
proximated than in the British American colonies. There, the citizens en-
joy the same system of justice as that which has benefited the citizens of
England and, under that umbrella of security, those colonies have flour-
ished. So, notwithstanding all the mercantile regulations that constrain
the commerce of North American colonial farmers and merchants, the
liberty and justice that they enjoy has afforded them security. Thanks
to that security, capital has been accumulated. If, because of mercantile
policies, that capital cannot flow entirely freely, it can at least flow safely.

That security which the laws in Great Britain give to every man that he shall en-
joy the fruits of his own labour, is alone sufficient to make any country flourish,
notwithstanding these [mercantile impediments] and twenty other absurd regu-
lations of commerce . . . The natural effort of every individual to better his own
condition, when suffered to exert itself with freedom and security, is so powerful a
principle, that it is alone, and without any assistance, not only capable of carrying
on the society to wealth and prosperity, but of surmounting a hundred imper-
tinent obstructions with which the folly of human laws too often incumbers its
operations . . . In Great Britain [and the American colonies] industry is perfectly



P1: IBE
0521852471c03.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 17:30

On the Role of Positive Law in Humankind’s Evolution 77

secure; and though it is far from being perfectly free, it is as free or freer than in
any other part of Europe [and certainly much more so than in Bengal]. (WN, 540)

Again and again in Smith’s work he comes back to this nexus among
laws, institutions, and the progress of opulence. The theme is always the
same: Justice secured by positive law and civic ethics goes hand-in-hand
with the progress of opulence. Where there is progress:

� It is primarily a consequence of the serendipitous unfolding of chance,
circumstance, and the choices of individuals based on peculiar utility.

� It depends on the security that comes with refinement of justice.
� It is generally “by very slow degrees” (WN, 391).23

The evolution of this simultaneous system toward the human prospect
can be encouraged, however, by the applied reason and persuasion of
philosophers. Smith wrote with just such a purpose.

the science of the legislator and the lessons of history

In the closing words of the TMS, Smith writes:

Every system of positive law may be regarded as a more or less imperfect attempt
towards a system of natural jurisprudence . . . Sometimes what is called the consti-
tution of the state, that is, the interest of the government; sometimes the interest
of particular orders of men who tyrannize the government, warp the positive laws
of the country from what natural justice would prescribe. . . . In no country do the
decisions of positive law coincide exactly, in every case, with the rules which the
natural sense of justice would dictate. Systems of positive law, therefore, though
they deserve the greatest authority, as the records of the sentiments of mankind
in different ages and nations, yet can never be regarded as accurate systems of
the rules of natural justice. (TMS, 340–1)

But while history offers no example that represents perfection – the
standards that “natural justice would prescribe”24 – history is nevertheless

23 For example, Smith traces the emergence of entail and primogeniture and the dependency
of tillers. Then he traces the English case describing how tillers acquired “by very slow
degrees” (WN, 391) more independency and security and how this process led to the
unintended consequence of enhancing the grandeur of England: “Those laws and customs
so favourable to the yeomanry have perhaps contributed more to the present grandeur
of England than all their boasted regulations of commerce taken together” (WN, 392).

24 Bittermann describes the essence of natural law doctrine as follows: “[T]here was an
ethical law of nature, discoverable by reason alone, that was uniform through time and
place; that this law was an ideal pattern to which positive laws, public policy, and individual
conduct should conform; that this law had a divine origin; and that conformity to it was
essential for accomplishing the divine plan” (Bittermann, 1940A, 492).Smith would buy
most of this except for the “discoverable by reason alone” idea.
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very valuable because by examining it we can learn how positive law
has evolved and in some places progressed in the course of humankind’s
history. This in turn is an invaluable resource, because from that history we
can cull those principles that seem to go hand-in-hand with progress, and
thus we can imagine the contours of natural jurisprudence. The quotation
just cited continues:

It might have been expected that the reasonings of lawyers, upon the different
imperfections and improvements of the laws of different countries, should have
given occasion to an inquiry into what were the natural rules of justice independent
of all positive institution. It might have been expected that these reasonings should
have led them to aim at establishing a system of what might properly be called
natural jurisprudence, or a theory of the general principles which ought to run
through and be the foundation of the laws of all nations. But though the reasonings
of lawyers did produce something of this kind . . . it was very late in the world
before any such general system was thought of, or before the philosophy of law
was treated of by itself, and without regard to the particular institutions of any
one nation. (TMS, 341)

One would expect that this culling of general principles from the his-
tory of positive law would have been done long ago, because the lessons
learned can be very valuable in establishing something approximating a
system of natural jurisprudence and thereby encouraging progress. But
only very recently have philosophical inquiries stepped out of the particu-
lar and taken that broad historical perspective, the course of humankind’s
history, that is necessary if those general principles are to be separated
from the particulars of any given society. As he makes clear in the last
words of the TMS, this is precisely what Smith hoped to do as a part of
his larger moral philosophical enterprise:25

I shall in another discourse endeavour to give an account of the general principles
of law and government, and of the different revolutions they have undergone in
the different ages and periods of society, not only in what concerns justice,26 but
in what concerns police, revenue, and arms, and whatever else is the object of

25 Smith writes to Lord Hailes on 5 March 1769 that “I have read the law entirely with a
view to form some general notion of the great outlines of the plan according to which
justice has [been] administered in different ages and nations: and I have entered very
little into the detail of Particulars . . .” (Correspondence, 141).

26 Justice comes first because it is only once those institutions have secured “what we may
call the internall peace, or peace within doors . . . [that] the government . . . [can turn to
another of its functions:] promoting the opulence of the state . . . [by] what we call police”
(LJA, 5) or regulation.
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law. I shall not, therefore, at present enter into any further detail concerning the
history of jurisprudence.27 (TMS, 340–2)

He wrote the work on “the principles of law and government . . . in
what concerns of police, revenue, and arms.” That is the subject of his
Inquiry into the Nature and Causes of the Wealth of Nations. He never
wrote the book on justice, however.

What I have described is Smith’s effort to work out some of his thoughts
on “what concerns justice” as he lectures to his students at Glasgow.
From those lectures and from sections of the TMS and WN that address
these issues, some of “the general principles [regarding justice] which [he
thought] ought to run through and be the foundation of the laws of all
nations” are clear. These include:

� a professional judiciary – independent of the executive,28 generally
bound to precedent, and paid “[f]ixed salaries ” (WN, 718)29;

� an impartial jury system,
� the power to impeach (LJA, 272),
� a Habeas Corpus Act (LJA, 272; LJB, 480),
� reasonable frequency of elections (LJA, 273), and
� expanded suffrage (LJA, 274).

All of these contribute to the liberty and security of the English subjects,
and that liberty and security is certainly the purpose of natural jurispru-
dence.

Knud Haakonssen puts it perfectly when he writes that the “failings
throughout human history can show the character and the magnitude

27 “The principles upon which those rules either are, or ought to be founded, are the subject
of a particular science, of all sciences by far the most important, but hitherto, perhaps,
the least cultivated, that of natural jurisprudence . . .” (TMS, 218).

28 “This Separation of the province of distributing Justice between man and man from that
of conducting publick affairs and leading Armies is the great advantage which modern
times have over antient, and the foundation of that greater Security which we now enjoy
both with regard to Liberty, property and Life. It was introduced only by chance and to
ease the Supreme magistrate of this most Laborious and least Glorious part of his Power,
and has never taken place until the increase of Refinement and the Growth of Society
have multiplied business immensely” (LRBL, 176).

29 On fixed salaries for judges: In the WN Smith notes how in the process of creating a
regular and determinate tax revenue stream, the irregular compensation for justice based
on presents was abolished and “[f]ixed salaries were appointed to judges” (WN, 718).
This didn’t significantly diminish the cost of justice given that much of that cost was to
cover the fees of lawyers. It did, however, separate the judges’ compensation from their
judgments, and so it was hoped it would “prevent the corruption of justice” (WN, 719).
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of the task for natural jurisprudence . . . [Studying these failings] can
also suggest to a philosopher like Smith the foundation of such a
discipline . . . When the principles are applied to the task, the contempla-
tion of a philosopher turns into the science of a legislator” (Haakonssen,
1981, 189). This philosophical enterprise in pursuit of this science was
very much Smith’s purpose. I find Haakonssen’s work compelling, so I
will spend a few pages on how I believe the story I tell here relates to
his work.

the relationship of this analysis to knud haakonssen’s
the science of a legislator

Haakonssen writes, in describing Smith’s standard of moral evaluation,
that, as he reads Smith,

the description of the impartial spectator is a description of the criteria which
mankind must use in deciding whether an action or character is morally valuable
or not. . . . If we read Smith in this way his science of morals . . . assume[s] a genuine
normative significance. For although the impartial spectator does not supply us
with positive moral rules, the spectator principles do show us how moral judgments
can be critically discussed and tested. Those moral judgments which do not comply
with the principles embodied in the impartial spectator can, at least for the time
being, be discarded. . . . By supplying such principles Smith’s science of morals
becomes more than a science, it becomes a tool. This aspect of Smith’s science is
of great significance – not least for a full understanding of that branch of it called
jurisprudence. (Haakonssen, 1981, 136)

So the “spectator principles” don’t provide “mankind” with rules, but they
do “give evaluation concrete form [and thereby inform] practical reason-
ing” (Haakonssen, 1981, 137) as we go about making moral assessments.
Carrying this logic into the Lectures on Jurisprudence, Haakonssen writes
that although critical analysis is not the purpose of those Lectures, Smith
does use the spectator tool to pass judgment on legal constructions as he
presents historical cases:

When we look at the lectures as reported in the students’ notes, it is . . . [not the
critical, but] the historical and analytical approach which predominates. They were
not meant to be an agenda for systematic law-reform – how could they be? – but
an introduction to the basic principles of the law as it is. Nevertheless, throughout
the lectures there are a number of examples of how Smith would use the test of
natural justice [the spectator principle] to criticize existing law. . . . (Haakonssen,
1981, 138)
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This reflects the “close and necessary connection between the crit-
ical and the historical aspects of Smith’s jurisprudence” (Haakonssen,
1981, 138): The critical eye of the impartial spectator position allows us to
apply “the test of natural justice to criticize existing law” in various his-
torical cases. Indicative of this conception of the connection, Haakonssen
describes the progress of “[p]roperty law . . . [as] based upon spectator
approval refined over generations . . .” (Haakonssen, 1981, 142).

After reviewing a number of examples of Smith’s own application of
“jurisprudential criticism” (Haakonssen, 1981, 146), Haakonssen writes
that while “[t]his discussion of concrete legal criticism in Smith’s work is
hardly complete . . . it is complete enough to show the critical capability
which he thought his jurisprudence had” (Haakonssen, 1981, 147).

I agree with Haakonssen’s assertion that Smith felt competent to offer
a “systematic programme” of jurisprudential criticism. And I agree that
this application of reason can be instrumental in the process of progress.30

But as Haakonssen recognizes, his construction raises a puzzling question:

Smith’s legal criticism obviously presupposes that the negative and precise virtue
of justice is ‘natural’ in the sense that it is somehow outside the grip of social
change. But we know that justice consists in the verdict of the impartial spectator
on what is properly considered injury in concrete situations . . . This would seem,
however, to make the impartial spectator dependent upon the situation in which
he judges: He cannot be purely and simply impartial – he must be impartial in
relation to actual and particular people and circumstances. This raises the question
of whether his verdict in itself is not dependent upon, or relative to, the situation?
In which case, what becomes of the idea of natural justice?

We can understand how Smith avoided the horns of this dilemma in the fol-
lowing way. Some parts of the impartial spectator’s verdict are universal – and in
that sense ‘natural’ – while others are dependent upon the situation in which he
judges. (Haakonssen, 1981, 147–8, emphasis in original)

I agree with Haakonssen that “natural justice is . . . an ideal standard”
(Haakonssen, 1981, 149), but I don’t believe his attempt to escape from

30 Though only instrumental: Smith believed that chance, circumstance, and the intended
and unintended consequences of individuals’ choices (reason being instrumental in this
last category) are the real determinants of progress. And clearly Haakonssen agrees:

With phenomena as complex as those of human society there will nearly always be a
number of directions which things can develop, and which direction is taken will depend
upon a multiplicity of factors, ranging from ‘hard’ determining factors, like the absence
of sea transport for a country, to ‘soft’ determining factors, like an individual’s decisions
about how to act. This means that although in our social and historical explanations we
shall often be unable to point out the necessary and sufficient conditions of events, we
shall yet be able to make these events intelligible by pointing out some of the more or
less necessary conditions. (Haakonssen, 1981, 186)
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the horns of this moral relativism dilemma is satisfying. It requires us to
imagine a rather schizophrenic impartial spectator with “parts” at odds.
It is not clear how this poor soul would resolve this internal conflict to
arrive at a singular judgment that was at one and the same time relative
and universal.

Setting Haakonssen’s spectator principle into the natural selec-
tion/evolution/limit framework presented here can, I believe, resolve the
issue more neatly. In this framework the questions become:

� Where did the extant “spectator principles” come from?
� How are they becoming more refined (as in the case of property law)?
� If refinement implies a normative ideal, what is that ideal?

The responses to these questions are, as laid out in Chapter Two:

� The extant “spectator principles” are a part of that “golden mean . . .

[that] varies, according . . . [to society’s] different circumstances”
(TMS, 204).

� These principles change intrasocially as individuals and their social
constructs co-evolve. They become more refined through an intersocial
process of natural selection.31

� The ideal is not observable, but its existence is implicit in and its con-
tours can be imagined by observing the historical process of refinement.

Setting Haakonssen’s analysis into this larger frame is beneficial in an-
other way as well. It contextualizes his analysis of Smith’s history of law
in Smith’s more general story of the history of humankind. For exam-
ple, Haakonssen notes in his presentation of Smith’s analysis of “[t]he
development of modern law” (Haakonssen, 1981, 171) that “[b]y far the
most important changes here [with respect to property] were to the laws
of succession” (Haakonssen, 1981, 172). Smith believed, as Haakonssen
describes it, that after the fall of Rome, primogeniture was a natural
response to the insecurity of the times: “Whatever order and stability
there were depended wholly upon the strength of the local lord . . .”
(Haakonssen, 1981, 172). According to Smith, however, the institution
outlived its usefulness because it “was still pervasive” (Haakonssen, 1981,

31 Haakonssen writes that “[n]atural justice has . . . been with men since the beginning of
time and has been developed through men’s reactions in particular circumstances. . . .
[T]he rules of natural justice are rules which emerge unintentionally from such reactions
in particular situations . . .” (Haakonssen, 1981, 150). “Emerge unintentionally” describes
precisely this evolution/natural selection/limit process, albeit in a larger frame.
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173) even after “[s]ecurity for property and all other rights was . . . derived
from civil government . . .” (Haakonssen, 1981, 172).

Haakonssen has this exactly right. This is another piece of a classic con-
tribution to the Smith literature. But again, I believe setting this analysis
into Smith’s larger frame can enhance this contribution. Haakonssen’s
focus is the evolution of law.32 In Smith’s work this evolution is an impor-
tant but instrumental development in a larger analysis of humankind’s
evolution.

As Smith analyzes the evolution of the law, his primary focus is on
security. Where that evolution made possible greater and broader secu-
rity, the prospect for society’s progress was enhanced because greater
and broader security makes possible larger accumulation. This in turn
provides the fuel for the progress of opulence, and, as demonstrated pre-
viously, this progress has feedback effects on the maturation of the law
and civic ethics. In Smith’s moral philosophy, law is a part of an evolving
simultaneous system of institutions and individuals.

Smith’s analysis of the history of law is constantly oriented by the
question: How, at each stage in humankind’s evolution, did positive law
contribute to or impede progress? From this focus, he hoped to cull some
insights that would help him imagine the direction the development of
the positive law must take to maintain and spur progress toward natural
jurisprudence and the human prospect: The liberal plan.

In closing his work, Haakonssen writes

Few of Smith’s expressions have been as misleading as his insistence on the im-
portance of a “regular administration of justice.” The regular administration is a
guiding ideal, an ideal of perfection, which can lead and direct a political process;
but given the usual condition of human society, it will necessarily turn out to be
less a realized ideal than a rough approximation. It is therefore a genuine mis-
reading of Smith if his concept of a system of natural justice is taken as merely
an ‘administrative’ matter, and his ‘science of a legislator’ thus seen as an impov-
erishment of political theory. The system of natural jurisprudence was in itself a
political challenge, and Smith had no illusions about its magnitude. . . . [The] fail-
ings throughout human history can show the character and the magnitude of the
task for natural jurisprudence . . . [Studying these failings] can also suggest to a
philosopher like Smith the foundation of such a discipline . . . When the principles

32 Similarly, Haakonssen’s description of the evolution of contract law (Haakonssen, 1981,
174) is brief and is not put into a larger context. His analysis of the evolving legal re-
lationship between lords and villains is brief and doesn’t fully develop the evolution-
ary context: extension of the market, increased security, independence, productivity,
accumulation . . . (Haakonssen, 1981, 176–7).
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are applied to the task, the contemplation of a philosopher turns into the science
of a legislator. (Haakonssen, 1981, 188–9, emphasis in original)

Again, beautifully said. Smith did conceive of the real as only “a
rough approximation” of the ideal. He did study the history of our fail-
ings, as well as our successes, to imagine the contours of the ideal as a
guide for policy. He did appreciate that turning the “contemplation of a
philosopher . . . into the science of a legislator” is a daunting task. As I
will describe in more detail in Chapter Eight, his sense of the challenge
became ever more keen as he grew older, but his commitment never wa-
vered. He saw political institutions as important instruments for societal
change, and he wanted to help shape those instruments so their effect
would be progressive.

Robin Paul Malloy writes in his excellent piece on “Adam Smith and
the Modern Discourse of Law and Economics” that “Smith offered a dy-
namic and contextual understanding of the relationship between law and
economics” (Malloy, 114). I believe Malloy has it right. But this “dynamic
and contextual . . . relationship between law and economics” is only a part
of a larger simultaneous system. Positive law is only one of the extremely
important institutions in this simultaneous, evolving system. Religion is
another.
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On the Role of Religion in Humankind’s Evolution

religion and positive law – instrumental institutions
in humankind’s evolution

There are some striking and significant parallels between the instrumen-
tal role of positive law and that of religion in Smith’s analysis of the
evolution of humankind. Both emerge to provide security in a very inse-
cure, marginal state of human existence. Both grow from insignificance
to powerful institutions. Both can, but do not always, play a constructive
role in humankind’s evolution, including facilitating the progress of opu-
lence. In both cases, institutional inertia can transform what was, at one
point, a useful construction into an impediment. Finally, for humankind
to approach the limiting case, both the justice enforcement mechanisms
of positive law and the power of institutional religion must wither because
under the liberal plan, citizens enforce justice upon themselves and the
ethics they share as citizens are not religious but civic.

There are also, of course, some important differences between institu-
tions of positive law and religion in Smith’s analysis. For example, positive
law emerges to bring order to human society as it becomes too complex
for the informal, individual enforcement of justice. In contrast, religion
emerges as a means of allaying the fears humans share in the face of in-
explicable and awesome displays of nature, as well as fears about their
individual and collective prospect.

Beyond these distinct origins, these institutions begin to intersect. As
religion becomes institutionalized, it takes on the role of ethical authority
and enforcer, a power that can be exerted as a substitute for positive
law if there is a political vacuum or as a complement to existing positive

85



P1: IBE
0521852471c04.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 17:37

86 Adam Smith’s Moral Philosophy

law. It is also possible, however, that the power of religion can conflict
with, compete with, and impose upon and shape positive law to suit its
particular interests.

To fully appreciate the role and relationship of legal and religions insti-
tutions in Smith’s analysis, they must both be contextualized in his larger
natural selection/evolution/limit frame. We’ve looked at positive law in
that context; now we turn to religion.

on the emergence and evolution of religion

Developing Religious Belief and Order

In the rude state, humankind is so vulnerable to the inconstancies of its
marginal existence and is, at the same time, by virtue of human nature, so
desperately in need of an explanation of the magnificent but terrifyingly
inexplicable, that it turns to stories of “intelligent, though invisible causes”
to make sense of them (HA, 46):

Mankind, in the first ages of society, before the establishment of law, order, and
security, have little curiosity to find out those hidden chains of events which bind
together the seemingly disjointed appearances of nature. . . . Many . . . smaller in-
coherences, which in the course of things perplex philosophers, entirely escape
his [any individual’s] attention. Those more magnificent irregularities, whose
grandeur he cannot overlook, call forth his amazement. Comets, eclipses, thun-
der, lightning, and other meteors, by their greatness, naturally overawe him and
he views them with a reverence that approaches to fear. His inexperience and un-
certainty with regard to every thing about them, how they came, how they are to
go, what went before them, what is to come after them, exasperate his sentiment
into terror and consternation. But our passions, as Father Malbranche observes,
all justify themselves; that is, they suggest to us opinions which justify them. As
those appearances terrify him, therefore, he is disposed to believe every thing
about them which can render them still more the objects of his terror. That they
proceed from some intelligent, though invisible causes, of whose vengeance and
displeasure they are either the signs or the effects, is the notion of all others most
capable of enhancing this passion, and is that, therefore, which he is most apt to
entertain. (HA, 48)

These invisible players who treat us as pawns in their game that is our
life strike fear in our hearts, for they can, with no warning and for no
reason but whim, move us into harm’s way.

But all the irregularities of nature are not of this awful or terrible kind. Some are
perfectly beautiful and agreeable. These, therefore, from the same impotence of
mind, would be beheld with love and complacency, and even with transports of
gratitude; for whatever is the cause of pleasure naturally excites our gratitude. A
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child caresses the fruit that is agreeable to it, as it beats the stone that hurts it.
The notions of a savage are not very different. (HA, 48–9)

Here we see Smith’s understanding of the evolution of human society
and his understanding of social psychology woven together. As it is with a
child, so it is with human society: Both begin in a very immature state with
very little sophistication vis-à-vis appearances. As it seems to a child that
all the joys and stresses of life are the result of ad hoc decisions of those
more powerful beings who control his life, so too for the “savage.” For
the child, those powers are visible beings – parents in particular, adults in
general. For the “savage,” those powers are also beings, but in this case
they are invisible: They are the gods.

Hence the origin of Polytheism, and of that vulgar superstition which ascribes all
the irregular events of nature to the favour or displeasure of intelligent, though
invisible beings, to gods, deamons, witches, genii, faires. For it may be observed,
that in all Polytheistic religions, among savages, as well as in the early ages of
Heathen antiquity, it is the irregular events of nature only that are ascribed to
the agency and power of their gods. Fire burns, and water refreshes; heavy bodies
descend, and lighter substances fly upwards, by the necessity of their own nature;
nor was the invisible hand of Jupiter ever apprehended to be employed in those
matters. But thunder and lightning, storms and sunshine, those more irregular
events, were ascribed to his favour, or his anger. Man, the only designing power
with which they were acquainted, never acts but either to stop, or to alter the
course, which natural events would take if left to themselves. Those other intelli-
gent beings, whom they imagined but knew not, were naturally supposed to act in
the same manner. . . . And thus, in the first ages of the world, the lowest and most
pusillanimous superstition supplied the place of philosophy. (HA, 49–50)

“In the first ages of the world,” those living at the margin take “the
natural course of things” (HA, 44), that is nature and its order, as a given,
seamless reality that requires no explanation. What require explanation
are the apparently ad hoc interruptions of nature, and those explanations
are supplied by analogy: As the hands of humans only act on nature to
interrupt its natural course, so, too, it must be the invisible hands of the
gods (e.g., “the invisible hand of Jupiter”) that account for those magnifi-
cent and often terrifying “irregular events” we observe in nature at large.

This polytheistic view not only “explains” the apparently ad hoc events
of nature; it also serves humankind in that less mature stage by giving
“sanction to the rules of morality . . . [and] thus enforc[ing] the natural
sense of duty”:

During the ignorance and darkness of pagan superstition, mankind seem to have
formed the ideas of their divinities with so little delicacy, that they ascribed to
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them, indiscriminately, all the passions of human nature, those not excepted which
do the least honor to our species, such as lust, hunger, avarice, envy, revenge.
They could not fail, therefore, to ascribe to those beings, for the excellence of
whose nature they still conceived the highest admiration, those sentiments and
qualities which are the great ornaments of humanity, and which seem to raise it
to a resemblance of divine perfection, the love of virtue and beneficence, and the
abhorrence of vice and injustice. . . . These natural hopes and fears, and suspicions,
were propagated by sympathy, and confirmed by education; and the gods were
universally represented and believed to be the rewarders of humanity and mercy,
and the avengers of perfidy and injustice. And thus religion, even in its rudest form,
gave a sanction to the rules of morality, long before the age of artificial reasoning
and philosophy. That the terrors of religion should thus enforce the natural sense
of duty, was of too much importance to the happiness of mankind for nature to
leave it dependent upon the slowness and uncertainty of philosophical researches.
(TMS, 164)

This is classic Smith. The deity designed not only the limiting case of
the ideal liberal society, the deity endowed human nature with properties
that, by the deity’s design and with no human intent, lead in the course of
humankind’s evolution to the development of institutional instruments
that shape the coarse clay of human nature in ways that allow for the
progressive evolution of humankind. In the earliest stage of societal de-
velopment, cohesion requires a common sense of duty. Religion defines
and instills that sense.

As society matures, so too does the story of the divine, and a medium
for that maturation is philosophy.

Philosophy, by representing the invisible chains which join together all these dis-
jointed objects, endeavours to introduce order into this chaos of jarring and dis-
cordant appearances, and to allay this tumult of the imagination. . . . (HA, 45–6)

The philosophic vision implies that nature is a coherent whole, that
there is nothing ad hoc about its “jarring and discordant appearances.”
As philosophy develops our conception of nature as a singular system,
theology no longer focuses on the stops of nature but on its wholeness.
With this new frame a new explanation is required. Ironically, that new
explanation is supplied by the same analogy, human action, but with a
different image . . . not as the ad hoc actor, but as the designer:

As soon as the Universe was regarded as a complete machine, as a coherent system,
governed by general laws, and directed to general ends, viz. its own preservation
and prosperity, and that of all the species that are in it; the resemblance which it
evidently bore to those machines which are produced by human art, necessarily
impressed those sages with a belief, that in the original formation of the world
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there must have been employed an art resembling the human art, but as much
superior to it, as the world is superior to the machines which that art produces. The
unity of the system, which, according to this ancient philosophy, is most perfect,
suggested the idea of the unity of that principle, by whose art it was formed; and
thus, as ignorance begot superstition, science gave birth to the first theism . . .

(History of Ancient Physics, (hereafter HAP), 113–4)1

But, even as philosophy emerges and religion evolves, religion contin-
ues to play a central role in humankind’s progress.

Religious Order and the Progress of Opulence

The organizing, institutionalizing, and regulating of individual behavior
that come with religion complement a simultaneous development in hu-
man activity: the division of labor.

The division of labor is “derived” from a “propensity [in all individuals]
to truck, barter, and exchange one thing for another” (WN, 25). Clearly,
only through exchange is it possible for individuals to enjoy the gains
from trade that are the fruits of the division of labor. However, as Smith
emphasizes again and again, production for exchange requires a sense of
security. To the degree that religion establishes and enforces rules that
create that sense of security, it facilitates the development of the division
of labor.

As the division of labor progresses, issues of property ownership
emerge. This necessitates, as described in Chapter Three, rudimentary
legal systems to provide the terms that codify and the magistrates that
enforce nascent concepts of private property. Religion, by inculcating
a moral framework for societal intercourse, can complement and rein-
force these legal definitions and sanctions. The security provided by a
complementary nexus of religious and legal institutions makes possible
accumulation. As Chapters Five and Six describe, the emergence of accu-
mulation is central to Smith’s story of the progress of opulence because
it is accumulation that provides the capital necessary for an ever-finer
division of labor. This increasing division of labor generates even greater
surpluses and ever more complex issues of interdependence and owner-
ship, issues that necessitate the evolution of religious and legal systems.
As long as religious and legal institutions mature in harmony with the

1 As Spencer Pack writes: “It is philosophy itself that generates the belief in monotheism”
(Pack, 302).
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process of production, those institutions are instrumental in encourag-
ing the progress of opulence that comes with the ever-finer division of
labor.

Among the emerging divisions of labor made possible where religion
and positive law provide the security necessary for the progress of opu-
lence is the philosophical reflection necessary for a further systematizing
of society’s worldview:

[W]hen . . . order and security [are established], and subsistence ceases to be pre-
carious, the curiosity of mankind is increased, and their fears are diminished. The
leisure which they then enjoy renders them more attentive to the appearances
of nature, more observant of her smallest irregularities, and more desirous to
know what is the chain which links them together. That some such chain sub-
sists betwixt all her seemingly disjointed phenomena, they are necessarily led
to conceive; and that magnanimity, and cheerfulness, which all generous natures
acquire who are bred in civilized societies, where they have so few occasions to
feel their weakness, and so many to be conscious of their strength and security,
renders them less disposed to employ, for this connecting chain, those invisible
beings whom the fear and ignorance of their rude forefathers had engendered.
(HA, 50)

This emergence of philosophy not only effects the transformation of
religion cited earlier, it deepens society’s systematic understandings of
natural processes, making possible ever more complex and fruitful modes
of production2 and facilitating the transport of commodities over greater
distances. This latter development encourages the finer division of labor
because it opens up a broader market through which to vent the expanding
surpluses that greater productive capacity can generate.

However, whereas natural philosophy has contributed to progress,
moral philosophy, having started later (WN, 769) and having been more
corrupted (WN, 771), has not, in Smith’s view, made such a significant con-
tribution. For most of humankind’s evolution, it has been religion that has
inculcated and enforced the ethical norms (the general sense of duty) that

2 “All the improvements in machinery . . . have by no means been the inventions of those
who had occasion to use the machines. . . . [Some have been by] those who are called
philosophers or men of speculation, whose trade it is, not to do any thing, but to observe
every thing; and who, upon that account are often capable of combining together the
powers of the most distant and dissimilar objects” (WN, 21). “The invention of machines
vastly increases the quantity of work which is done . . . [T]he man who first thought of
applying steam of water and still more the blast of wind to turn [the mill] . . . by an outer
wheel in place of a crank, was neither a millar nor a mill-wright but a philosopher, one of
those men who, tho they work at nothing themselves, yet by observing all are enabled by
this extended way of thinking to apply things together to produce effects to which they
seem noway adapted” (LJA, 346–7).
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complement positive law in establishing the security that is essential for
the progress of opulence.

This power of religion derives from that opinion which is first impressed by nature,
and afterwards confirmed by reasoning and philosophy, that those important rules
of morality are the commands and laws of the Deity, who will finally reward the
obedient, and punish the transgressors of their duty. (TMS, 163)

[Religion teaches us that w]e are always acting under the eye, and exposed to the
punishment of God, the great avenger of injustice . . . [This is an image that is]
capable of restraining the most headstrong passions, with those at least who by
constant reflection, have rendered it familiar to them.

It is in this manner that religion enforces a natural sense of duty. (TMS, 170)3

Religion and positive law play an essential, instrumental role in
humankind’s progress by establishing order and security in society.4

However, while the human prospect is progress, the process of hu-
mankind’s evolution is slow and discontinuous because these and other in-
stitutions do not evolve in an invariably constructive way. Smith’s reading
of history suggests to him that, as with the case of positive law described
in Chapter Three, religious institutions can be a constructive force in
the evolution of society, but they can also be an impediment to or even
destructive of that end.

The Catholic Church looms large in Smith’s story as an example of a re-
ligions institution that played a constructive role at one point in Europe’s
history, but that maintained its power long after its constructive contri-
bution was history. His description of the Church’s role in the evolution
of the European university system is a case in point.

the church and the university system

Smith’s lengthy WN account of the emergence and evolution of modern
European universities5 begins with the fall of the Roman empire.

3 The power of religion is further enhanced by the fact that for the great bulk of
humankind “[t]he institutions for the instruction . . . are chiefly those for religious instruc-
tion” (WN, 788).

4 For the Scots, “the notion of a refining process, supported by the evidence of improve-
ment in the arts and sciences, became the context for the analysis of human evolution
in its entirety, including religious developments. To nearly all Scots, religious history was
nothing more than an instance of the way in which civilized people had left barbarism and
barbarous ideas behind. It did not provide them with an indication of the future course
of events” (Spadafora, 378).

5 In WN, Book I, Smith offers an interesting story of the origin of the modern use of the
term university: “Seven years seem anciently to have been, all over Europe, the usual term
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During the empire, “[w]hen christianity was first established by law, a
corrupted Latin had become the common language of all western parts of
Europe” (WN, 765). With the empire’s collapse, “Latin gradually ceased
to be the language of any part of Europe. But the reverence of the people
naturally preserves the established forms and ceremonies of religion long
after the circumstances which first introduced and rendered them reason-
able are no more” (WN, 765). So even as Latin ceased to be the language
of the people, it remained the language of the Church. “Two different
languages were thus established in Europe . . . a language of priests, and a
language of the people. . . . ” (WN, 765) The university emerged, at least
in part, to educate “priests . . . [in] that sacred and learned language in
which they were to officiate. . . . ” (WN, 765)

Because the Church decreed “the Latin translation of the Bible . . . to
have been equally dictated by divine inspiration, and therefore of equal
authority with the Greek and Hebrew originals” (WN, 766), those origi-
nals were not a part of the university training for priests. In time, however,
reformers rejected the “equal authority” of the Latin translation. This is-
sue of translation became a battleground. The Church favored its Latin
translations, while reformers reached back to “the Greek text of the new
testament, and even the Hebrew text of the old, [as] more favourable to
their opinions than the vulgate translation, which, as might naturally be
supposed, had been gradually accommodated to support the doctrines of
the catholick church” (WN, 766). The reformers

set themselves . . . to expose the many errors of that translation, which the Roman
catholick clergy were thus put under the necessity of defending or explaining. But
this could not well be done without some knowledge of the original languages, of
which the study was therefore gradually introduced into the greater part of univer-
sities; both of those which embraced, and of those which rejected, the doctrines of
reformation. The Greek language was connected with every part of that classical

established for the duration of apprenticeships in the greater part of incorporated trades.
All such incorporations were anciently called universities, which indeed is the proper
Latin name for any incorporation whatever. The university of smiths, the university of
tailors, etc., are expressions which we commonly meet with in the old charters of ancient
towns. When those particular incorporations which are now peculiarly called universities
were first established, the term of years which it was necessary to study, in order to obtain
the degree of master of arts, appears evidently to have been copied from the terms of
apprenticeship in common trades, of which the incorporations were much more ancient.
As to have wrought seven years under a master properly qualified was necessary in order
to entitle any person to become a master, and to have himself apprenticed in a common
trade; so to have studied seven years under a master properly qualified was necessary to
entitle him to become a master, teacher, or doctor (words anciently synonymous) in the
liberal arts, and to have scholars or apprentices (words likewise originally synonymous)
to study under him” (WN, 136–7).
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learning, which . . . happened to come into fashion much about the same time as
the doctrines of the reformation were set on foot. (WN, 766)

Each side needed to return to the Greek originals to establish the bona
fides of its translation of the testaments. This in turn required teaching
Greek, the language of the ancient classics of philosophy and, as Greek
entered the curriculum, so did those classics.

Over time, the structure of that ancient philosophy became the frame
for the development of the study of philosophy in the universities. Smith
describes this structure as follows: “The antient Greek philosophy was di-
vided into three great branches; physicks, or natural philosophy; ethicks,
or moral philosophy; and logick. This general division seems to be agree-
able to the nature of things” (WN, 766).

As Smith describes in his “History of Astronomy,” natural philosophy
emerged first as that “science which pretends to explain” “those great
phenomena [that] are the first objects of human curiosity” (WN, 767).
Then, following the systematizing model of natural philosophy, moral
philosophy emerged as “the science which pretends to investigate and
explain those connecting principles” (WN, 768–9) that weave the “rules
and maxims for the conduct of human life” into a single system (WN,
768).6 Finally, logic emerged as a method for resolving disputes in these
realms of philosophy:

Different authors gave different systems both of natural and moral philosophy.
But arrangements by which they supported those different systems, far from being
always demonstrations, were frequently at best but very slender probabilities,7 and
sometimes sophisms . . . Gross sophistry has scarce ever had any influence upon
the opinions of mankind, except in matters of philosophy and speculation; and in
these it has frequently had the greatest. (WN, 769)

With alternative systems competing for the attention of and acceptance
by the audience,

[t]he patrons of each system of natural and moral philosophy naturally endeav-
oured to expose the weakness of the arguments adduced to support the systems

6 The purpose of Smith’s own enterprise is to imagine “[t]he maxims of common
life . . . arranged in some methodical order,” and to use that foundation to represent the
contours of the principles that guide the evolution of humankind. Based on his analysis
of humankind’s history, he offers a “systematical arrangement of different observations
connected by a few common principles” (WN, 768–9) – a Newtonian type effort. But note
the “which pretends.” As with Newton’s work, it is all a product of imagination. Smith
uses this same image, “pretends, ” when discussing natural and moral philosophy in TMS
(TMS, 313–4) and in HA (51).

7 As noted in Chapter One, ceteris paribus, the probability of a system is Smith’s metric for
persuasiveness.
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which were opposite to their own. In examining these arguments, they were
necessarily led to consider the difference between a probable and a demonstrative
argument, between a fallacious and a conclusive one; and Logick, or the science
of the general principles of good and bad reasoning, necessarily arose out of
the observations which a scrutiny of this kind gave occasion to. (WN, 769–70)

These three branches of ancient philosophy became a part of the uni-
versity curriculum as an unintended consequence of the debate over trans-
lation. But even as the universities evolved from their original form as
“ecclesiastical corporations” (WN, 765) to centers of philosophical in-
quiry, the influence of religion continued to affect that evolution.

[The] antient division of philosophy into three parts was in the greater part of
the universities of Europe, changed for another into five. [To natural philosophy,
moral philosophy, and logic were added metaphysics and ontology.]

In the antient philosophy, whatever was taught concerning the nature either
of the human mind or of the Deity, made a part of the system of physicks. Those
beings, in whatever their essence might be supposed to consist, were parts of
the great system of the universe, and parts too productive of the most important
effects. Whatever human reason could either conclude, or conjecture, concerning
them, made, as it were, two chapters, though no doubt very important ones, of the
science which pretended to give an account of the origin and revolutions of the
great system of the universe. But in the universities of Europe, where philosophy
was taught only as subservient to theology, it was natural to dwell longer upon
these two chapters than upon any other of the science. They were gradually more
and more extended, and were divided into many inferior chapters, till at last the
doctrine of spirits, of which little can be known, came to take up as much room
in the system of philosophy as the doctrine of bodies, of which so much can be
known. The doctrines concerning these two subjects were considered as making
two distinct sciences. What are called Metaphysicks or Pneumaticks were set in
opposition to Physicks, and were cultivated not only as more sublime, but, for
the purposes of a particular profession, as the more useful science of the two.
The proper subject of experiment and observation, a subject in which a careful
attention is capable of making so many useful discoveries, was almost entirely
neglected. The subject in which, after a few very simple and almost obvious truths,
the most careful attention can discover nothing but obscurity and uncertainty, and
consequently produce nothing but subtleties and sophisms, was greatly cultivated.
(WN, 770–1)

And, just as the debate among competing systems of natural and/or
moral philosophy gave rise to the science of logic, so to the “opposition”
between the sciences of metaphysics and physics “naturally gave birth to
a third . . . called Ontology. . . . But if subtleties and sophisms composed
the greater part of the Metaphysicks . . . they composed the whole of this
cobweb science of Ontology . . . ” (WN, 771).
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The Church’s control over the curriculum of major universities of
Europe led, in Smith’s view, to a terrible distortion of the philosophical
enterprise. Indicative of his disgust, he contrasts what moral philosophy,
his own realm of inquiry, was and should be with what it became in these
universities:

Wherein consisted the happiness and perfection of man, considered not only as
an individual, but as the member of a family, of a state, and of the great society of
mankind, was the object which the ancient moral philosophy proposed to inves-
tigate. In that philosophy the duties of human life were treated of as subservient
to the happiness and perfection of human life. But when moral, as well as natural
philosophy, came to be treated of as chiefly subservient to theology, the duties
of human life were treated of as subservient to the happiness of a life to come.
In the antient philosophy the perfection of virtue was represented as necessar-
ily productive, to the person who possessed it, of the most perfect happiness in
this life. In the modern philosophy it was frequently represented as generally, or
rather as almost always inconsistent with any degree of happiness in this life; and
heaven was to be earned only by penance and mortification, by the austerities and
abasement of a monk; not by the liberal and generous, and spirited conduct of a
man. Casuistry and an ascetic morality made up, in most cases, the greater part of
the moral philosophy of the schools. By far the most important of all the different
branches of philosophy, became in this manner by far the most corrupted. (WN,
771)8

This theological-based curriculum not only corrupted moral philoso-
phy, it diminished the university curriculum in natural philosophy because,
given the focus on metaphysics, only a “short and superficial system of
Physicks . . . is what still continues to be taught in the greater part of the
universities of Europe. . . . ”9 (WN, 772)

There have been, Smith writes, “improvements” in philosophy, but
these have not pierced the university “sanctuaries in which exploded

8 This modern theological distortion of philosophy represented, for Smith, a step backward
from the ancient philosophy. He valued the old view that places an emphasis on the human
condition and conceives of virtue, not as austerity in this world or subservience to another,
but as a standard of conduct vis-à-vis other humans. Smith faults theologically based
philosophy for suggesting that we should manage our lives as if we know the intention of
the deity with an eye toward some next world that the deity offers as a reward for doing
its bidding in this one. For Smith, this is arrogant, useless, and even harmful. It is arrogant
and useless because he did not believe we can know the mind of the deity. It is harmful
because by focusing on a next world we neglect the duties we have to one another in this
one, and thus diminish the human prospect – a prospect the deity offers us in this world.

9 However, this harm was mitigated by the fact that, in many universities, nothing was
taught, because of incentives that did not reward performance. Smith cites as an example
his own experience at Oxford. Given a system of salaries independent of performance, “in
the university of Oxford, the greater part of the publick professors have, for these many
years, given up altogether even the pretence of teaching” (WN, 761).
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systems and obsolete prejudices found shelter and protection, after they
had been hunted out of every other corner of the world” (WN, 772).

Smith could write these words because, while “the greater part of the
universities of Europe” (WN, 772) were trapped in a doctrinaire focused
on “casuistry and an ascetic morality” (WN, 771), that was not the case
at his own Glasgow University. At Glasgow, Smith was able to study and
engage the “antient philosophy” he admired. In particular, he studied
issues of virtue with Francis Hutcheson.10

This system [“which makes virtue consist of benevolence” (TMS, 300)], as it was
much esteemed by many ancient fathers of the Christian church, so after the Ref-
ormation it was adopted by several divines of the most eminent piety and learning
and of the most amiable manners . . . But of all the patrons of this system, ancient
or modern, the late Dr. Hutcheson was undoubtedly, beyond all comparison, the
most acute, the most distinct, the most philosophical, and what is of the greatest
consequence of all, the soberest and most judicious. (TMS, 301)

The story Smith tells of the Church’s role in the evolution of the
European universities is but a part of his larger story of the evolution
of institutional religion in Europe. That evolution, and the emergence of
the liberal Scottish church that made possible the flowering of Glasgow
University is, in turn, only one chapter in his full story of humankind’s
evolution. It is, however, an instructive and important chapter because it
is from this chapter that Smith culls his principles concerning religion as
an institution and his conception of natural religion, that form of religious
belief that he sees as consistent with the liberal plan. Now we turn to that
larger story, and the lessons Smith culls from it.

the evolution of the church in europe: the church
and the reformation

Smith begins his story of the evolution of the church in Europe by de-
scribing the power of an established church:11

The clergy of every established church constitute a great corporation. They can
act in concert, and pursue their interest upon one plan and with one spirit, as
much as if they were under the direction of one man; and they are frequently too

10 “In Adam Smith’s first period in Glasgow, students encountered at the University the ‘new
light’ theology and moral philosophy taught by Francis Hutcheson which counteracted
the ‘old light’ Calvinism of the bulk of the local clergy, who could be narrow and bigoted”
(Ross, 33).

11 His concern over this power that motivates the public policy he advocated toward religion
is presented in the next section.
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under such direction. Their interest as an incorporated body is never the same with
that of the sovereign, and is sometimes directly opposite to it. . . . [Deference is
demanded] in order to avoid eternal misery. . . . Should [a sovereign] . . . oppose
any of their pretensions or usurpations [or defend a citizen who does so], the
danger is equally great. (WN, 797)

Often, the only way for the sovereign to influence a well-established
church is by “management and persuasion” and the best tool for that is
“the preferment which he has to bestow upon them” (WN, 799). As Smith
tells the story, in the case of the Catholic Church, these preferments,
coming from many sovereigns, were centrally managed, and over time
the power of that management became concentrated in the pope. As a
consequence, “[t]he clergy of all the different countries of Europe were
thus formed into a sort of spiritual army . . . directed by one head, and
conducted upon one uniform plan . . . [with] detachments quartered” in
every country (WN, 800).

The Church accumulated immense wealth from the rents of the tenants
on its own estates as well as from “the tythes [that gave it] a very large
portion of the rents of all the other estates in every kingdom of Europe”
(WN, 801). This wealth became the largess that established and sustained
the Church’s power over retainers who were “entirely dependent . . . [on
its] hospitality and . . . charity . . . [and were] perhaps, more numerous than
those of all the lay-lords” (WN, 801). This army of retainers made the
Church

the most formidable combination that ever was formed against the authority and
security of civil government, as well as against the liberty, reason, and happiness
of mankind, which can flourish only where civil government is able to protect
them. (WN, 802–3)

The subsequent erosion of this immense power was not a product of
reason. Rather it was the consequence of an evolution driven by the
unintended consequences of individuals’ choices as changing incentives
modified particular interests.

Had this constitution [based on “private interest”] been attacked by no other
enemies but the feeble efforts of human reason, it must have endured forever.
But that immense well-built fabric, which all the wisdom and virtue of man could
never have shaken, much less have overturned, was by the natural course of things,
first weakened, and afterwards in part destroyed, and is now likely, in the course
of a few centuries more, perhaps, to crumble into ruins altogether. . . .

The gradual improvements of arts, manufactures, and commerce, the same
causes that destroyed the power of the great barons, destroyed in the same manner,
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through the greater part of Europe, the whole temporal power of the clergy. (WN,
803, emphasis added)

As with the case of the “great barons” (described in Chapter Seven),
“[t]he clergy [which] could [initially only] derive advantage from its im-
mense surplus” (WN, 801) through largess, “discovered [with the emer-
gence of an extended market] the means of spending their whole revenues
upon their own persons . . . ” (WN, 803). This encouraged more produc-
tion for the market in order to earn more to spend in the market. As
a result, the largess that supported the army of retainers dried up and
the relationship between the clergy and the tenants on Church land was
transformed from custodial, sharing some of the surplus with those de-
pendents, to legal, a lease for rent. This transformation led to tenants
who were “in a great measure independent” (WN, 803) because their
well being depended on the market rather than on this benefactor.

The corrosive effect of this change on the power of the clergy – less
dependents meant less power – opened up an opportunity for temporal
governors to take more power. Across much of Europe, they did so, most
often by taking control of election and distributions of benefices. “The
authority of the church of Rome was in this state of declension, when
the disputes which gave birth to the reformation, began in Germany . . . ”
(WN, 805).

The reformation came to a world fertile for change because the existing
hierarchy was often resented as old and inert. The enthusiasm of those
who offered these new doctrines and their greater command of the history
of ideas, gave their movement energy and credibility. “The austerity of
their manners [in contrast to the “vanity, luxury, and expence of the richer
clergy” (WN, 804)] gave them authority with the common people . . . ”
(WN, 805). Some sovereigns seized upon this popularity, and, seeking
to eliminate the longstanding challenge of the Church, “established the
reformation in their own dominions” (WN, 806).

As Smith tells the story, lacking a pope to resolve differences of doc-
trines, inevitable divisions emerged among the reformers. This “gave
birth . . . [to] the Lutheran and Calvinistic sects . . . ” (WN, 807). The
Lutherans followed an “episcopal” model of governance, and by control
of benefices “rendered . . . [the sovereign] the real head of the church”
(WN, 807). As, in effect, officers of the sovereign, the Lutheran clergy
was polished and well connected to the “sovereign, to the court, and to
the nobility and gentry of the country . . . ” (WN, 807). However, it was
also a clergy that was out of touch with the concerns of the common
people, and thus less able to persuade that public to reject the “ignorant
enthusiast” (WN, 808).
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The Calvinist model was much more individualistic and democratic.
Power derived from election by the people of the parish and all clergy
were of equal rank. This process invited fanaticism and conflict, and thus
led to “disorder and confusion” (WN, 808).

The government in Scotland, the largest country to follow this sect,
saw fit to manage the process so that these perverse effects did not be-
come destabilizing. The subsequent evolution of the Scottish church is yet
another example of serendipitous, unintended consequences.

State management of the elections and benefices largely diminished the
fanaticism. What remained in this presbyterian model was the equality of
authority and the near-equality of benefice. This meant that a clergyman
had no incentive to

pay court to his patron . . . In all the presbyterian churches, where the rights of
patronage are thoroughly established, it is by nobler and better arts that the
established clergy in general endeavour to gain the favour of their superiors; by
their learning, by the irreproachable regularity of their life, and by the faithful
and diligent discharge of their duty. . . . Nothing but the most exemplary morals
can give dignity to a man of small fortune. (WN, 809–10)

The presbyterian clergy were thus men of modest means, which allowed
them to relate to and with the common people. It also necessitated that, if
they sought the respect and affection of the people, they must be leaders
and caregivers: noble, kind, and concerned. This, according to Smith, was
precisely the character of the clergy in presbyterian countries, and above
all in his own Scotland. This also is why the people of those countries were
“converted, without persecution, compleatly, and almost to a man . . . ”
(WN, 810).

The modest benefices for the presbyterian clergy were also beneficial to
the universities of the country. There was, after all, a competition between
the churches and the universities for the best minds. In places where clergy
were liberally rewarded – Smith cites, for example, England and France –
all the best minds flowed to their best advantage, the church, to the detri-
ment of the university. This was not the case in Scotland. There, “the
mediocrity of the church benefices naturally tend[ed] to draw the greater
part of men of letters . . . to the employment in which they can be the
most useful to the publick, and at the same time, to give them the best
education, perhaps, they are capable of receiving” (WN, 812).12

12 Smith notes that when a professor takes his/her work as a teacher seriously, it enhances
his/her scholarship: “To impose upon any man the necessity of teaching, year after year,
any particular branch of science, seems, in reality, to be the most effectual method for
rendering him completely master of it himself. By being obliged to go every year over
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So what lessons regarding church, state, and the liberal plan did Smith
cull from this reading of history and his personal experience with religion
in Scotland?

the principles of religion smith culls from this history:
church, state, and the liberal plan

Smith believes, as does his dear friend David Hume, that new, independent
religions are more prone to enthusiasm than established religions. This is
so, according to Smith, because:

The teachers of the doctrine which contains this instruction [(religion)], in the
same manner as other teachers, may either depend altogether for their subsistence
upon the voluntary contributions of their hearers; or they may derive it from some
other fund to which the law of the country may entitle them. . . . Their exertion,
their zeal and industry, are likely to be much greater in the former situation than in
the latter. In this respect the teachers of new religions have always a considerable
advantage in attacking those antient and established systems of which the clergy,
reposing themselves upon their benefices, had neglected to keep up the fervour
of faith. (WN, 788–9)13

It is a market argument. The religious monopolist, fat and happy, is
“indolent” and cannot match the “popular and bold, though perhaps
stupid and ignorant [appeal of the] enthusiasts . . . ” (WN, 789). Smith and
Hume also agree that this enthusiasm and superstition, so often associated
with new religions, undermines the maturation of society.

The lesson Hume draws from this is that the best strategy to diminish
the threat of religious fanaticism is for the state to finance an established
religion in order to, in effect, “‘bribe their indolence’” (Hume, cited in
WN, 791). Smith disagrees. As with the Catholic Church, he fears that an
established religion would become a “spiritual army . . . directed by one
head, and conducted upon one uniform plan” (WN, 800), and that it could

the same ground, if he is good for anything, he necessarily becomes, in a few years, well
acquainted with every part of it: and if upon any particular point he should form too hasty
an opinion one year, when he comes in the course of his lectures to reconsider the same
subject the year thereafter, he is very likely to correct it. As to be a teacher of science
is certainly the natural employment of a mere man of letters, so is it likewise, perhaps,
the education which is most likely to render him a man of solid learning and knowledge”
(WN, 812).

13 One of the great strengths of “the church of Rome . . . [was that it maintained the] zeal
of the inferior clergy” (WN, 789) by requiring them to generate their own income. “It is
with them, as with the hussars and light infantry of some armies; no plunder, no pay”
(WN, 790).
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use its independent power base to “over-awe the chiefs and leaders” of
the party in power (WN, 792).

Smith’s reading of history suggests to him that institutional religion
emerges out of political disorder when a religion’s leaders align them-
selves with a party involved in a political power struggle. The quid pro
quo for this support is power-sharing. If their party wins, these religious
leaders:

first demand was generally, that he [“the civil magistrate”] should silence and sub-
due all their adversaries; and their second, that he should bestow an independent
provision on themselves. As they had generally contributed a good deal to the
victory, it seemed not unreasonable that they should have some share of the spoil.
(WN, 792)

The lesson Smith draws from this is clear. However it is established,
once an institutional religion becomes established, it uses all means to
defend its position. When challenged, it follows the classic strategy of
a monopolist under siege. The established “clergy . . . call upon the civil
magistrate to persecute, destroy, or drive out their adversaries, as dis-
turbers of the peace.14 It was thus that the Roman catholic clergy called
upon the civil magistrate to persecute the protestants; and the church of
England, to persecute the dissenters . . . ” (WN, 789).

In Smith’s view established religions are simply particular examples
of a more general political danger, the power of an established faction.
Powerful factions, be they religious, mercantile, or some other sort, pursue
their own interests at the expense of and thus to the detriment of the
general welfare. So, in opposition to Hume, Smith argues that a more
constructive model for the relationship between religion and the state is
a strict separation of church and state.

Smith envisions a free competition among religious sects in a state that
“dealt equally and impartially with all the different sects, and . . . allowed
every man to chuse his own priest and his own religion as he thought
proper” (WN, 792).15 He believes that this competition will lead to a

14 Not unlike the mercantilists’ behavior Smith describes in the WN.
15 Note the parallel construction with that other ideal of the liberal plan – the freedom

of resources to flow where the owner “thought proper”: “The whole of the advantages
and disadvantages of the different employments of labour and stock must, in the same
neighbourhood, be either perfectly equal or continually tending to equality. If in the same
neighbourhood, there was any employment evidently either more or less advantageous
than the rest, so many people would crowd into it in the one case, and so many would
desert it in the other, that its advantages would soon return to the level of other employ-
ments. This at least would be the case in a society where things were left to follow their
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great many small sects, diminishing the influence of any one sect and thus
the power of any one enthusiasm or superstition. It will also, he suggests,
encourage:

candor and moderation which is so seldom to be found among the teachers of
those great sects whose tenets . . .[are] supported by the civil magistrate. . . . The
teachers of each little sect, finding themselves almost alone, would be obliged to
respect those of almost every other sect, and the concessions which they would
mutually find it both convenient and agreeable to make to one another, might in
time probably reduce the doctrine of the greater part of them to that pure and
rational religion, free from every mixture of absurdity, imposture, or fanaticism,
such as wise men have in all ages of the world wished to see established. . . . (WN,
793)16

Unlike the case of defense (WN, 697) or of the education of the young
(WN, 788), both of which involve public goods (see Chapter Nine), reli-
gion is not, according to Smith, a public good. There is, therefore, no jus-
tification for government subsidization of, or in any way giving privilege
to, any religion.17 Quite to the contrary, Smith argues, such subsidies or
privileges give encouragement to institutions that can become formidable
to the state and destructive to the nation.

Beyond the short-term benefit of a government independent of reli-
gious influence and the long-term benefit of “reduc[ing] the doctrine of
the greater part of them to that pure and rational religion, free from every
mixture of absurdity, imposture, or fanaticism,” Smith also believes that
his many sects, market solution to the provision of religion would offer a
valuable service to a liberal society.

“In a society where things were left to follow their natural course,
where there was perfect liberty, and where every man was perfectly free

natural course, where there was perfect liberty, and where every man was perfectly free
both to chuse what occupation he thought proper, and to change it as often as he thought
proper. Every man’s interest would prompt him to seek the advantageous, and to shun
the disadvantageous employment” (WN, 116, emphasis added).

16 He suggests that the Pennsylvania experiment has demonstrated the credibility of this
position (WN, 793).

17 Absent any justification for provision of religion at the public expense, that provision
should, like most others, be determined in the market. Hume, cited in Smith, expresses it
beautifully: “‘[For m]ost of the arts and professions in the state . . . the constant rule of the
magistrate, except, perhaps, on the first introduction of any art, is, to leave the profession
to itself, and trust its encouragement to the individuals who reap the benefit of it. The
artisans finding their profits to rise by the favour of their customers, increase, as much
as possible, their skill and industry; and as matters are not disturbed by any injudicious
tampering, the commodity is always sure to be at all times nearly proportioned to the
demand’” (Hume cited in WN, 790).
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both to chuse what occupation he thought proper, and to change it as
often as he thought proper” (WN, 116), people move about the coun-
try in search of opportunities. As people move from the community of
a “country village” to the anonymity of the “great city,” they lose the
moral reference point of the spectators who know them and can, through
approbation and disapprobation, constructively influence their behav-
ior. In this anonymous and lonely condition, it is easy to sink into “low
profligacy and vice” (WN, 795). “[B]ecoming a member of a small re-
ligious sect” (WN, 795) can provide a new community and thus a new
moral reference point. It is a morality enforced by the powerful threat
that “expulsion or excommunication” (WN, 796) can throw one back into
lonely isolation. “In little religious sects, accordingly, the morals of the
common people have been always remarkably regular and orderly . . . ”
(WN, 796).

But while Smith sees his scheme of many competing sects as superior
to Hume’s state institutionalize religion, he is wary that even under his
scheme the destructive potential of religion, enthusiasm, and superstition,
could infect the citizenry. So, he offers:

two very easy and effectual remedies . . . by whose joint application the state might,
without violence, correct whatever was unsocial or disagreeably rigorous in the
morals of all the little sects into which the country was divided.

The first of those remedies is the study of science and philosophy, which the
state might render almost universal among all people of middling or more than
middling rank and fortune . . . Science is the great antidote to the poison of enthu-
siasm and superstition, and where the superior ranks of the people were secure
from it, the inferior ranks could not be much exposed to it. (WN, 796)

The second remedy is insuring the “liberty” (WN, 796) of public diver-
sions. Where individuals enjoy the opportunity to be entertained by the
arts, they are less prone to that “melancholy and gloomy humour which
is always the nurse of popular superstition and enthusiasm” (WN, 796).
Indeed, those who seek to whip up the public frenzy are often the subject
of ridicule by those in the arts, and thus freedom of the arts is a tool in
extinguishing the effect of hot rhetoric.

the moderate literati of scotland, natural religion,
and smith’s own relationship to religion

Smith’s competing sects scheme is his plan for creating a dynamic
that would ultimately bring institutional religion toward a closer
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approximation of natural religion. In contrast to institutionalized reli-
gion, Smith imagines that under

the natural principles of religion . . . [people would not] regard frivolous obser-
vances, as more immediate duties of religion, than acts of justice and benefi-
cence; . . . [or] imagine, that by sacrifices, and ceremonies, and vain supplications,
they can bargain with the Deity. . . . (TMS, 170)

The essence of natural religion is for Smith:

� a faith in the existence of the benevolent deity,
� a commitment to imagining and living by the principles of an ideal,

impartial spectator that emphasize “acts of justice and beneficence”
(TMS, 170), and

� a humility in one’s application of those principles.

This is not the religious environment into which Smith was born, so how
did Smith come to hold this view? How did his ideas regarding religion
evolve?18

As Richard Sher describes in his (1985) Church and University in the
Scottish Enlightenment: The Moderate Literati of Edinburgh, Smith lived
during a time of significant evolution in the Church of Scotland. Central
to this evolution was the emergence of the Moderate party.

This party was led by a cohort of ministers who were born within three
years of 1720 (Sher, 162). Smith was born in 1723. Most of these minis-
ters were intellectual heirs of Francis Hutcheson.19 So, too, was Smith.
“[T]he Moderate literati of Edinburgh dominated the kirk during the
1760s, 1770s, and early 1780s” (Sher, 121). These were the very years of
Smith’s lectures at Glasgow, the publication of the TMS and the WN, and
the evolution of his ideas in the revisions of those works. In short, the
Moderate literati were Smith’s intellectual contemporaries. Indeed, he
was a part “of the Moderate literati’s circle” (Sher, 60; see also 61, 68).

The Moderate literati shared with Smith several of the central tenets
of his moral philosophy:

� There is a “goodness of Providence” (Sher, 183).
� Society is evolving in a progressive way (Sher, 205, 250).

18 See Raphael and Macfie, Appendix II (Raphael and Macfie, 1976) “A Passage on
Atonement . . . ” and (Bittermann, 1940) for thoughtful commentaries on this issue.

19 Sher writes of “the Moderates’ philosophical mentor Francis Hutcheson” (Sher, 16) and
so, too, he served Smith.
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� Religion can be a constructive force for positive change if it emphasizes
“acts of justice and beneficence” (TMS, 170) in the context of “pure
and rational religion, free from every mixture of absurdity, imposture,
or fanaticism . . . ” (WN, 793).

As Sher describes it:

Moderatism was dedicated to propagating many of the leading values of the En-
lightenment, especially religious tolerance and freedom of expression, reason-
ableness and moderation, polite learning and literature, humanitarianism and
cosmopolitanism, virtue, and happiness. (Sher, 328)

This is Smith’s kind of institutional religion. Indeed, he writes that “[t]here
is scarce perhaps to be found any where in Europe a more learned, de-
cent, independent, and respectable set of men, than the greater part of
the presbyterian clergy of Holland, Geneva, Switzerland, and Scotland”
(WN, 810).

But although Smith and the Moderate literati shared mutual respect
and many common values, their views diverged when it came to institu-
tional religion itself. This divergence seems to have been due to Smith’s
personal evolution regarding religious orthodoxy. As Bittermann writes:
Smith “may have been a tolerably orthodox, if latitudinarian, Christian
in 1759 and his views may have changed subsequently. The frequent
references to the Deity in the last edition of the ethical essay [TMS
in 1790], far too numerous to constitute merely prudent camouflage,
would indicate that [the older] Smith held to a natural theology. . . . ”
(Bittermann, 1940B, 714) In the same spirit, Raphael asserts that “[t]here
is ample evidence that Smith abandoned a belief in Christian doctrine
(while retaining a form of natural religion) long before 1790” (Raphael,
1992 116).

Much of the evidence to this effect comes from the successive revisions
of the Theory of Moral Sentiments, and the most interesting of these is
the evolution of Smith’s words on the relationship between religion and
the concept of divine judgment.

In Part II, Section II, Chapter III of the Theory of Moral Sentiments,
entitled “Of the utility of this constitution of Nature,” Smith makes the
case, as described in Chapter Three of this volume, that although there
is social utility in the punishment of crimes, the ultimate motivation for
punishment is the natural disposition for retribution based on resentment.
In the original edition of the TMS (1759) he notes that this desire for
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retribution extends beyond the grave:

For it well deserves to be taken notice of, that we are so far from imagining that
injustice ought to be punished in this life, merely on account of the order of
society, which cannot otherwise be maintained, that Nature teaches us to hope,
and religion authorises us to expect, that it will be punished, even in a life to
come. Our sense of its ill desert pursues it, if I may say so, even beyond the
grave. . . . (TMS, 91, original version cited in note b–b)

He goes on in the original edition to assert that as with humankind, so,
too, with the deity, virtue is rewarded or vice is punished “for its own
sake”:

That the Deity loves virtue and hates vice . . . only because it promotes the hap-
piness of society . . . is not the doctrine of nature, but of an artificial, though in-
genious, refinement of philosophy. . . . All our natural sentiments prompt us to
believe, that as perfect virtue is supposed necessarily to appear to the Deity, as it
does to us, for its own sake, and without any further view, the natural and proper
object of love and reward, so must vice, of hatred and punishment. (TMS, 91–2,
note c–c)

Then, given this conception of the deity’s standard of judgment, in the
original edition Smith turns to the fear we must naturally feel as we, such
imperfect beings, prepare to stand for judgment before that perfect one:

Man, when about to appear before a being of infinite perfection, can feel but little
confidence in his own merit, or in the imperfect propriety of his own conduct. In
the presence of his fellow-creatures, he may often justly elevate himself, and may
often have reason to think highly of his own character and conduct, compared to
the still greater imperfection of theirs. But the case is quite different when about to
appear before his infinite Creator. To such a being, he can scarce imagine, that his
littleness and weakness should ever seem to be the proper object, either of esteem
or of reward. But he can easily conceive, how the numberless violations of duty,
of which he has been guilty, should render him the proper object of aversion and
punishment; neither can he see any reason why the divine indignation should not
be let loose without any restraint, upon so vile an insect, as he is sensible that he
himself must appear to be. If he would still hope for happiness, he is conscious that
he cannot demand it from the justice, but that he must entreat it from the mercy
of God. Repentance, sorrow, humiliation, contrition at the thought of his past
conduct, are . . . the only means which he has left for appeasing the wrath which, he
knows, he has justly provoked. He even distrusts the efficacy of all these. . . . Some
other intercession, some other sacrifice, some other atonement, he imagines, must
be made for him, beyond what he himself is capable of making, before the purity
of the divine justice can be reconciled to his manifold offences. The doctrines of
revelation coincide, in every respect, with those original anticipations of nature;
and, as they teach us how little we can depend upon the imperfection of our own
virtue, so they show us, at the same time, that the most powerful intercession has
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been made, and that the most dreadful atonement has been paid for our manifold
transgressions and iniquities. (TMS, 91–2, note c–c)

This language (“divine indignation . . . upon so vile an insect”) reflects
the heritage of the “straight and narrow Calvinist orthodoxy [of Smith’s
youth]. . . . When Voltaire visited Britain in the late 1720s [(Smith was
born in 1723)], the term ‘Scotch Presbyterian’ was still considered with
intolerance and overbearing piety” (Sher, 152). It was this Scottish church
into which Smith and the Moderate literati were born. But as the Moder-
ate literati were transforming the church, so, too, Smith’s views on religion
were evolving.

As is reflected in the original passages from the TMS cited here, in 1759
that dimension of institutionalized religion that related to a belief in an
afterlife, to judgment, and to revelation is still a part of Smith’s vision. But
by 1767, when Smith publishes the Third Edition of the TMS, he seems
to be easing away from this “straight and narrow.”

In a theological passage [((TMS, 91, original version cited in note b–b) cited
previously)] . . . and the paragraph that then followed it, the categorical tone of
certain phrases is softened to a problematic one: for example, ‘religion authorises’
becomes ‘religion, we suppose, authorises’, and ‘neither can he [man] see any
reason’ becomes ‘and he thinks he can see no reason’. (Raphael and Macfie, 39)

By the Sixth Edition, published in 1790, all the language about god, re-
pentance, doctrines of revelation, and atonement cited previously (TMS,
91–2, note c–c) is removed and is replaced with a single sentence:

In every religion, and in every superstition that the world has ever beheld, ac-
cordingly, there has been a Tartarus as well as an Elysium; a place provided for
the punishment of the wicked, as well as one for the reward of the just. (TMS, 91)

But even as Smith seems to abandon the institutional doctrine asso-
ciated with divine judgment, he maintains his belief in its psychic utility.
Recognizing that, all too often, the judgments of this life can be terribly
unjust (He cites as an example the injustice perpetrated on Jean Calas in
the name of religion (TMS, 120).), he writes in his revisions to the Sixth
Edition that:

Our happiness in this life is thus, upon many occasions, dependent upon the hum-
ble hope and expectation of a life to come: a hope and expectation deeply rooted
in human nature; which can alone support its lofty ideas of its own dignity. . . . That
there is a world to come . . . is a doctrine, in every respect so venerable, so com-
fortable to the weakness, so flattering to the grandure of human nature, that the
virtuous man who has the misfortune to doubt of it, cannot possibly avoid wishing
most earnestly and anxiously to believe it. (TMS, 132)
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This leap of faith, this act of imagination, provides the virtuous man who
doubts the institutional doctrine of divine judgment with the tranquility
and serenity of prospective justice in the “life to come.”20 This move
from institutional doctrine to deinstitutionalized faith also reflects the
evolution of Smith’s personal relation to religion.

For the mature Smith, the deity is not about institutional doctrine or
scientific proof, the deity is about faith. As Philo, the skeptic in Hume’s
Dialogues Concerning Natural Religion, expresses it:

[T]here is no view of human life, or of the condition of mankind, from which,
without the greatest violence, we can infer the moral attributes, or learn that
infinite benevolence, cojoined with infinite power and infinite wisdom, which we
must discover by the eyes of faith alone. (Hume, 201–2)

This faith is the source of Smith’s hope for humankind and the motiva-
tion for his life as a moral philosopher, a life committed to representing
the invisible connecting principles that can lead humankind toward that
benevolent prospect with which the deity has endowed humankind: “the
liberal plan of equality, liberty and justice” (WN, 664).

Smith’s reading of history convinced him that if religious institutions
and positive law evolve in constructive ways, they complement the natu-
ral progress of opulence; and when these three dimensions are evolving
constructively together, humankind will be moving toward the human
prospect. Chapters Three and Four have described Smith’s analysis of
two of these dimensions and the principles of progress he culls from that
analysis. The next five chapters examine Smith’s representation of that
third dimension of humankind’s evolution: the progress of opulence.

20 It is a truly extraordinary being who, maintaining his virtue in the face of public rejection
and disapprobation, has the internal tranquility and serenity to die at peace with himself
without any expectation of an imaginary Elysium awaiting him. For Smith, David Hume
was just such an extraordinary being. In his letter describing Hume’s behavior in the face
of impending death, Smith writes of Hume’s serenity and even good humor in the face
of the finality of death. Smith admired Hume, but Smith enjoyed the comfort of faith.
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On the Progress of Opulence, Setting the Scene
in Book I of The Wealth of Nations

moving into the third dimension

As the name of the work implies, Smith turns his focus to an analysis
of the progress of opulence in his Inquiry into the Nature and Causes
of the Wealth of Nations. I begin my inquiry into Smith’s Inquiry where
he began, in WN Book I, where he sets the scene for his analysis of the
progress of opulence by

� laying out the assumptions (e.g., the propensity to truck, barter, and
exchange) he brings to the analysis,

� explaining the principles (e.g., the division of labor) that guide that
analysis,

� defining the terms essential for presenting that analysis (e.g., wages,
rent, profit, interest),

� describing the characteristics of individual markets in an exchange
system through partial analysis, contrasting the natural and unnatural
cases,

� anticipating some of the themes that will be developed as he moves
from a partial to a general, dynamic analysis of an exchange system
and the progress of opulence (the efficiency of competition, the central
role of accumulation, the essential role of laws and institutions), and

� describing the process through which the commercial stage emerges in
the course of the progress of opulence.

111
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the foundation of the progress of
opulence: the division of labor

The Division of Labor and Productivity

Smith believes the key to the progress of opulence is increasing the
productivity of labor, so what better place to start an Inquiry into the
Nature and Causes of the Wealth of Nations than with the words:

The greatest improvement in the productive powers of labour, and the greater
part of the skill, dexterity, and judgment with which it is any where directed, or
applied, seem to have been the effects of the division of labor. (WN, 13)

This principle of the division of labor is familiar to any introductory
economics student. By dividing up the labor of society, each individual
can increase his productivity. This is so because by focusing on one task,
individuals enhance their “dexterity” (practice makes perfect), save time
“commonly lost in passing from one species of work to another,” and
become more inventive (WN, 17). Smith suggests that the benefits of
this increased productivity are obvious if we simply reflect on our own
experience.

Consider, he says, “[t]he woollen coat” of “the most common artificer
or day-labourer in a civilized and thriving country” (WN, 16). From this
familiar image he develops the rich and complex idea of the division of
labor by imagining all the hands involved in producing such a coat. The full
quotation is long and wonderfully imaginative, but indicative of the web
of connections he represents as behind the appearance of this apparently
simple product, he includes the “ship-builders, sailors, sail-makers, rope-
makers, [that] must have been employed in order to bring together the
different drugs made use of by the dyer, which come from the remotest
corners of the world!” (WN, 23)

It is the great multiplication of the productions of all the different arts, in
consequence of the division of labour, which occasions, in a well-governed soci-
ety, that universal opulence which extends itself to the lowest ranks of the people.
(WN, 22)

“[W]ell-governed society,” “that universal opulence which extends it-
self to the lowest ranks of the people” . . . Here, in the opening pages of the
WN, Smith is making explicit that essential connection in his simultane-
ous, evolving system: the constitution of social and political institutions,
the progress of opulence, and the human prospect are interdependent.
As described in Chapters Three and Four, Smith believes that the fruits
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of the division of labor can only be reaped to the degree that the laws
and institutions of a society secure justice. So a “well-governed society,”
governed well by its government and by the ethics of its citizens, is the sine
qua non of the bountiful wealth of nations that begins with the division
of labor and makes possible that benign prospect that “extends itself to
the lowest ranks of the people.”

The Source of the Division of Labor

The division of labor, from which so many advantages are derived, is not originally
the effect of any human wisdom, which foresees and intends that general opulence
to which it gives occasion. It is the necessary, though very slow and gradual,
consequence of a certain propensity in human nature which has in view no such
extensive utility – the propensity to truck, barter, and exchange one thing for
another. (WN, 25)

Is this propensity “one of those original principles in human nature”
or is it “the necessary consequence of the faculties of reason and speech”?
Smith considers the former “more probable,” but goes on to say that the
answer to this question “belongs not to our present subject to enquire”
(WN, 25). What matters to Smith is not the origin but the raison d’etre
of this propensity.1 It is a part of that “oeconomy of nature [which, by
design,] . . . not only endowed mankind with an appetite for the end which
she proposes [(in this case the progress of opulence)], but likewise with
an appetite for the means by which alone this end can be brought about
[(in this case the propensity to truck, barter, and exchange)]” (TMS, 77).2

1 Smith’s agnosticism on this point is indicative of the way he approaches moral philosophy
more generally. As noted in Chapter One, beyond the basic assumption that the universe
he is exploring is the design of a benevolent deity, Smith is not into metaphysics. He does
not therefore get caught up in the origins of the concepts he adopts. He just imagines
those concepts that make sense to tell his story. His purpose is to tell a compelling story of
humankind’s evolution and to imagine the principles of that process so as to inform policy.
We’ll see that there are several places in his story of the progress of opulence (e.g., with
respect to value) when Smith briefly delves into metaphysical questions, but then moves
on to the more instrumental analysis necessary to tell his story. Here he reflects on the
origin of the propensity to truck, barter, and exchange but quickly moves on, noting only
that whatever the origin “[i]t is common to all men” (WN, 25). The assumed condition in
place, the metaphysics are left behind.

2 The “oeconomy of nature” refers to an example of the elegance of the design: The deity
has endowed humankind with propensities that advance the interest of the individual
and that in the process, but by no intention of the individual, also advance the ends of
nature. Nature also advances her ends by “deception[s]” (TMS, 183) that the deity plants
in our nature. A classic example of such a deception is the case of “[t]he poor man’s son,
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Given this propensity in human nature that gives rise to the division
of labor, Smith offers the following conjectural history of the emergence
of the division of labor and exchange:

A savage who supports himself by hunting, having made some more arrows than
he had occasion for,3 gives them in a present to some of his companions, who in
return give him some of the venison they have catched; and he at last finding that
by making arrows and giving them to his neighbour, as he happens to make them
better than ordinary, he can get more venison than by his own hunting, he lays
it aside . . . and becomes an arrow-maker. In the same manner one who makes
coverings for huts becomes altogether a maker of coverings, another a smith,
another a tanner, etc.4 (LJA, 348). [“This bartering and trucking spirit is the cause
of the separation of trades and the improvements in arts” (LJA, 348)] . . .

[As the labor is divided among the people n]o human prudence is requisite to
make this division . . . [I]f things be allowed to take their naturall course there is
no danger that any branch of trade should be either over or under stocked with
hands . . . The certainty of disposing of the su<r>plus produce of his labour in this
way is what ena<b>led men to separate into different trades of ev<e>ry sort
(LJA, 351).

This “certainty of disposing” brings us to the role of the market in Smith’s
analysis.

The division of labor leaves each individual with a surplus of that one
item he produces and a dearth of all those other items he needs for his
subsistence. The arrow-maker, for example, cannot eat his arrows. Thus,
the value of the division of labor for any individual is predicated on the
exchange of his surplus for other commodities from others’ surpluses.

whom heaven in its anger has visited with ambition, when he begins to look around him,
admires the condition of the rich . . . ” (TMS, 181) Another is our fetish for elegance and
design: “How many people ruin themselves by laying out money on trinkets of frivolous
utility? What pleases these lovers of toys is not so much the utility, as the aptness of the
machines which are fitted to promote it” (TMS, 179–80). As Winch writes: “The individual
benefits associated with material goods are greatly exaggerated. . . . [but their pursuit is
socially beneficial because] economic growth was capable of generating rising absolute
living standards for the mass of society . . . [and with it] less ‘servile dependency’ in social
relationships. . . . ” (Winch, 1988, 99). See also (Thompson, 227–8).

3 “Before labour can be divided some accumulation of stock is necessary” (LJB, 521).
4 According to Smith, it is this flow into different professions that gives rise to the different

talents of men, not the different natural talents that gives rise to the flow: “The difference
of natural talents in different men is, in reality, much less that we are aware of; and the very
different genius which appears to distinguish men of different professions, when grown
up to maturity, is not upon many occasions so much the cause, as the effect of the division
of labour. The difference between the most dissimilar characters, between a philosopher
and a common street porter, for example, seems to arise not so much from nature, as from
habit, custom, and education” (WN, 28–9). As described in Chapter One, we may turn
out very differently, but we are all molded from the same “coarse clay” (TMS, 162).
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This, in turn, requires that what we each bring to the exchange satisfies
the desires of those with whom we hope to exchange. Thus, “if we should
enquire into the principle in the human mind on which this disposition of
trucking is founded, it is clearly the naturall inclination of every one has
to persuade” (LJA, 352):

It is not from the benevolence of the butcher, the brewer, or the baker, that
we expect our dinner, but from their regard to their own interest. We address
ourselves, not to their humanity but to their self-love, and never talk to them of
our own necessities but of their advantages. (WN, 26–7)

This may be the most famous passage in all of Smith’s work.5 It is
surely the most dangerous if it is read out of context. Smith’s immediate
point here is straightforward. As explained in Chapter One, self-love is
the spring for human action and it can serve us. What is not on this page
of the WN is the context. In Smith’s moral philosophy, the benefits of
self-love are premised on the presence of the “well-governed society.”
Reading this passage from The Wealth of Nations without that context in
mind can easily lead to a significant misreading of Adam Smith.

The Limits of the Division of Labor

“The division of labour is limited by the extent of the market” (WN, 31).
There is, after all, no reward for great productivity or very specialized
production if there is not sufficient effective demand to vent one’s surplus.
Thus, the pursuit of greater productivity, the ever-finer division of labor, is
only justified by an ever-more extensive market. This, in turn, is a function
of transportation possibilities because these are a significant determinant
of the transaction opportunities and costs.

Writing in the 1770s, it seems natural to Smith that, ceteris paribus,
“water-carriage” (WN, 32) is by far the widest and cheapest avenue to an
extended market. Thus, he argues that the natural course of development
would follow those natural advantages that come with access to navigable
routes through coastal ports and/or rivers. Always the empiricist, Smith
makes his case by turning to history.

The nations that, according to the best authenticated history,6 appear to have
been first civilized, were those that dwelt round the coast of the Mediterranean

5 The “invisible hand” is certainly the most enduring image, but this may be the most quoted
passage.

6 To his credit, Smith is consistently conscious of the credibility of his sources. To his dis-
credit, all too often he does not cite his sources.
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sea. That sea, by far the greatest inlet that is known in the world, having no tides,
nor consequently any waves except such as are caused by the wind only, was, by
the smoothness of its surface, as well as by the multitude of its islands, and the
proximity of its neighbouring shores, extremely favourable to the infant navigation
of the world; when, from their ignorance of the compass, men were afraid to quit
the view of the coast, and from the imperfection of the art of ship-building, to
abandon themselves to the boisterous waves of the ocean. . . .

Of all the countries on the coast of the Mediterranean sea, Egypt seems to
have been the first in which either agriculture or manufactures were cultivated
and improved to any considerable degree. . . . The extent and easiness of . . . inland
navigation7 was probably one of the principal causes of the early improvement of
Egypt. (WN, 34–5)8

In moving from an analysis of the division of labor as an exchange
between individuals to the larger issue of the refinement of the division
of labor depending on the extent of the market, Smith transitions from
a story about human nature and interpersonal interactions to one about
human societies and their possibilities. As this broader analysis unfolds,
the extent of the market becomes the tipping point that determines how
societies grow within a given stage and which societies evolve from stage
to stage.

To move from analyzing the simple exchange between persons to an-
alyzing the evolution of complex exchange within and among societies,

7 Always aware of the constraints of institutions, having described the natural advantages
of good access to water-carriage, Smith adds a caveat regarding unnatural distortions
along river routes: “The commerce . . . which any nation can carry on by means of a river
which does not break itself into any great number of branches or canals, and which runs
into another territory before it reaches the sea, can never be very considerable; because
it is always in the power of the nation who possess that other territory to obstruct the
communication between the upper country and the sea” (WN, 36, emphasis added). He
cites the Danube as an example of this. In contrast, the advancement of Britain rests,
according to Smith, at least in part on the good fortune that as an island it has many
opportunities for unhindered coastal trade, and that the island has a large navigable river
unencumbered by other national jurisdictions.

8 He writes similarly of China and Bengal: “The improvements in agriculture and manu-
factures seem likewise to have been of very great antiquity in the provinces of Bengal, in
the East Indies, and in some of the eastern provinces of China; though the great extent of
this antiquity is not authenticated by any histories of whose authority we, in this part of the
world, are well assured. In Bengal the Ganges and several other great rivers form a great
number of navigable canals in the same manner as the Nile does in Egypt. In the Eastern
provinces of China too, several great rivers form, by their different branches, a multitude
of canals, and by communicating with one another afford an inland navigation much more
extensive than that either of the Nile or the Ganges, or perhaps than both of them put
together” (WN, 35, emphasis added). I highlight to emphasize Smith’s consciousness of
his own use of conjectural history.
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Smith introduces the medium and measures of exchange: money, value,
and prices.9

on money, value, and prices

Money. With the extension of the market and the finer division of labor,
trade becomes more complex. In a complex trading environment, barter
clogs the system, so general equivalents emerge. Initially cattle, salt, or
the like function as a general equivalent, but eventually metals play this
role because they are less perishable and more finely divisible (WN, 39).
Raw forms of metals posed problems of assaying, however, so stamps
were affixed to warrant quality. This was “the origin of coined money”
(WN, 40). But still there was the issue of the integrity of the quantity, so to
address this, full stamps “covering entirely both sides . . . and sometimes
the edges” (WN, 41) were introduced.10

Having introduced the medium of exchange, money, Smith turns to the
measure of exchange: value and price. He tells us, as he makes this turn,
that his purpose is to:

� determine the “real measure of . . . exchangeable value; or, wherein
consists the real price of all commodities,”

� identify “what are the different parts of which this real price is com-
posed or made up,” and

� understand the forces that cause the “the market, that is the actual
price of commodities” to vary at any given time from their “natural or
ordinary” price (WN, 46).

9 Harpham offers a very nice summary of the structure of what Smith is doing here, and in
particular the role of the piece on money, value, and prices in Smith’s larger story: “Smith
saw Book I as addressing two related problems: the causes of the improvement of the
productive powers of labor and the natural order according to which it is distributed. The
first inquiry takes up chapters 1–3. The second takes up chapters 8–11. Chapters 4–7 are
transitional and provide a framework for thinking about exchange relations in a market
economy based on money. Smith is not a neoclassical theorist interested in price [or value]
for its own sake. He develops his theory of prices to pave the way for a discussion of the
distributional shares that go to land, labor, and capital under conditions of economic
growth, stagnation, and decline. His conclusions presented at the end of the chapter on
rent carefully spell out how, over the long run, the general public, as well as landowners
and laborers, come to benefit from the growth that proceeds from advances in social
knowledge accompanying the division of labor” (Harpham, 2000, 222).

10 Money remains problematic, however, because of government debasement – a revenue
trick that Smith equates with fraud.
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Before he begins this analysis, however, he addresses the distinction
between value in use and value in exchange.

Ironically, he notes, “[t]he things which have the greatest value in use
have frequently little or no value in exchange; and, on the contrary, those
which have the greatest value in exchange have frequently little or no
value in use” (WN, 44). For example “[n]othing is more useful than water”
and yet it has very little value in exchange, while “[a] diamond . . . has
scarce any value in use” but has immense exchange value (WN, 44–5).

This appears to be an anomaly, but as Smith goes on to explain, this
diamond–water paradox is not so strange if one considers that exchange
value depends on the relationship between the quantity supplied and the
effective demand. Diamonds simply represent a peculiar case in which the
quantity supplied cannot be continuously expanded by additional labor to
meet the effective demand. This constraint on supply causes the price to be
higher than the cost of production. In what he considers the normal case,
such as with water, the quantity can (under undistorted circumstances and
excluding the obvious case of an arid region) be expanded continuously by
additional applications of labor and so the exchange value is determined
in the process of production.

It sounds simple, but he warns us that “perhaps, after the fullest expli-
cation which I am capable of giving of it, . . . [the concept of value may]
appear still in some degree obscure” (WN, 46).11

Value. “Labour[, according to Smith,] . . . is the real measure of the ex-
changable value of all commodities” (WN, 47). Because it represents the
“toil and trouble of acquiring” a commodity, it reflects its real worth to
the individual (WN, 47). But labor is rarely embodied in a pure, unaided
form in the production process (it is generally used in concert with capital)
and the requirements of various kinds of labor (the physical or mental
demands, the preparation, the maturity) are different, so labor embodied
becomes a muddled image. Smith turns, therefore, to the concept of labor
commanded: for how much “labor” can a commodity be exchanged? He
recognizes that this is “an abstract notion” (WN, 49), but he believes that
it represents the purest image of the labor value of a commodity.12

11 His next words reemphasize this caveat: “I am always willing to run some hazard of being
tedious in order to be sure that I am perspicuous; and after taking the utmost pains that
I can to be perspicuous, some obscurity may still appear to remain upon a subject in its
own nature extremely abstracted” (WN, 46).

12 Subsequently, when he discusses the value of a commodity in the abstract, he consistently
uses the labor command notion as his measure. See (WN, 162, 176, 185, 191–2, 194, 205,
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Smith’s caveat on his presentation of value – that, “perhaps, after the
fullest explication which I am capable of giving of it, [it may] appear still in
some degree obscure” – is well taken. After two centuries of examination,
dissection, and debate, his conception of value is still “obscure.”13 So if
Smith does not feel his analysis has done the subject of value justice,
why does he leave it in this form? In 1784, he returns to The Wealth
of Nations and makes very significant additions and corrections, but the
only significant change in the chapter that addresses value is an additional
paragraph (after the original second paragraph) in which he distinguishes
wealth from direct “political power” (WN, 48). In 1790, he publishes
very significant changes to the Theory of Moral Sentiments, but still his
“obscure” value theory in the WN remains untouched.14

I believe the reason Smith does not return to his analysis of value
theory is that, with regard to value, he has accomplished all that mattered
to his subsequent analysis. His objective is not metaphysical, to reveal
the source of value.15 His purpose is immensely practical. He needs an
intertemporal metric or index of value to make price comparisons as he
tells his evolutionary story of change in humankind’s material condition,
his story of the progress of opulence.16

Early in the WN, Smith writes that “[i]n such a work as this . . . it may
sometimes be of use to compare the different real values of a particular
commodity at different times and places. . . . ” (WN, 55) For this purpose,
the measure he settles on as the best available, consistent metric of value
over the long term is corn.

207, 210, 224, 229, 236, 237, 255, 262, 264, 355, 356, 535) for some of the occasions on
which he cites labor command as his metric.

13 See Hueckel (2000) for an excellent piece on Smith’s value analysis.
14 Griswold describes Smith as “a careful writer, who went to some pains . . . to ‘comb and

curl’ his works through several editions. He had many opportunities to straighten out
infelicities or errors in his formulations, and he did so” (Griswold, 1999 29). Yet, Smith
never addressed the value muddle in a revision.

15 He does offer a metaphysical perspective about value. He believed it is based on labor.
However, as in that earlier propensity to truck, barter and exchange case, here, too, he
is not concerned about the metaphysics. Indicative of this, it seems that Smith altered
his language to distance himself from any metaphysical connotations. In Chapter Six, in
two places he replaces the phrase “source of value” with the term “component part.”
See editors’ notes d-d and j-j (WN, 67). There is much value in exploring Smith on value.
This issue becomes paramount beginning with Ricardo, and Smith offers an important
frame for understanding the subsequent focus on value. However, to attribute Ricardo’s
concern about value to Smith is, I believe, a mistake.

16 As he puts it: “[T]he distinction between the real and the nominal price of commodities
and labour, is not a matter of pure speculation, but may sometimes be of considerable
use in practice” (WN, 51).
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Upon all . . . accounts . . . we may rest assured, that equal quantities of corn will,
in every state of society, in every stage of improvement, most nearly represent,
or be equivalent to, equal quantities of labour, than equal quantities of any other
part of the rude produce of land. Corn accordingly . . . is, in all the different stages
of wealth and improvement, a more accurate measure of value than any other
commodity or sett of commodities. (WN, 206)17

Here, Smith not only explains his choice of corn as a consistent in-
tertemporal measure of value, he also makes it clear why his concern
is not with value theory but with value measurement. He is going to be
telling a story of humankind’s evolution “in every state of society, in every
stage of improvement.” If he is to make comparisons of human material
improvement across the four stages of humankind’s history, he needs an
index with which to transform nominal values into real values for direct
intertemporal comparison. Corn works. Enough said.

Prices. The natural level of a commodity’s price is that which is “ordinary
and average” for that society in the given “neighborhood.” (WN, 72) That,
in turn, is the cost of production if the cost is based on the ordinary and
average wages, profits, and rent in that neighborhood.

Smith uses the term “neighborhood” to represent the extent of the
market, the relevant trading area for a commodity. What is natural is deter-
mined by the “general circumstances” in a given neighborhood (WN, 72).
The natural price of a commodity reflects “what it really costs the person
who brings it to market [(the real cost of production)] . . . where there is
perfect liberty” (WN, 72–3).

Consistent with his general method of establishing the norm and then
analyzing the real case in that context, Smith’s purpose in defining the
natural price is to establish a conceptual, normative frame of reference
for further price analysis. The key to the frame he is constructing here is
the phrase, “where there is perfect liberty.” This is Smith’s shorthand for
the freedom and thus the fluidity of movement of people and resources
that exists in a liberal society – his ultimate norm.

Having established the concept of natural price, Smith introduces
market price. Market price is the actual price at which a commodity is

17 Again and again throughout the story, Smith reminds us that corn is his index, his metric
of value (WN, 206, 217, 248). More than half way through the work, he is still reminding us
that “[w]oollen or linen cloth are not the regulating commodities by which the real value
of all other commodities must be finally measured and determined. Corn is. . . . [It plays
its role as intertemporal metric well because t]he real value of corn does not vary with
those variations in its average money price, which sometimes occur from one century to
another” (WN, 516).
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exchanged in a given neighborhood. This market price is determined by
the relationship between the “effectual demand” (WN, 73), the quantity
demanded at the natural price, and the quantity actually supplied in the
market. If the effectual or effective demand is equaled by the quantity
supplied, the market price will equal the natural price. If the quantity sup-
plied is less (greater) than the effective demand, the market price will be
higher (lower) than the natural price. If there is perfect liberty, the mar-
ket price will oscillate around the natural price, the degree of oscillation
depending on the volatility of the quantity supplied.

“[Y]et sometimes particular accidents, sometimes natural causes, and
sometimes particular regulations of police, may, in many commodities,
keep up the market price, for a long time together, a good deal above
the natural price”18 (WN, 77). Smith cites as examples: trade or manu-
facturing secrets, singularly productive land (e.g., uniquely fine vineyards
(WN, 78)), or “exclusive privileges of corporations, statutes of appren-
ticeship, and all those laws which restrain, in particular employments, the
competition. . . . ” (WN, 79)

As he develops his analysis of price, Smith is both building a normative
framework for his subsequent analysis and framing our minds by antic-
ipating some central issues in that analysis. For example, government
regulations that serve the interests of a particular faction in violation of
“perfect liberty” become his central theme when, in WN Book IV, he
turns to the mercantile system (Chapter Eight).

Events in humankind are never as simple as the conjectural or theoret-
ical case because there are, invariably, disturbing forces, distortions, that
affect the dynamics. Here, as always, Smith’s method is to represent the
connecting principles that guide the theoretical case, and with this as a
frame of reference, to then represent the actual twists and turns of real
human events in light of the inevitable disturbing forces.

on distribution

As individuals move from autonomous production to that more fruitful
production based on the division of labor, the distribution of the growing
product becomes an issue. In order to explain how this distribution is
determined, Smith begins by taking us back to the rude state: “In the

18 He suggests that, absent institutional constraints, the opposite case of a long-term de-
pressed price is very unlikely because producers will abandon a market in which they
cannot cover costs (WN, 79).
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early and rude state of society which precedes both the accumulation of
stock and the appropriation of land” (WN, 65), the entire product goes
to labor because all production is from unaided labor.

Humankind escapes from this hand-to-mouth bare subsistence by the
division of labor, an escape that is predicated on individuals accumulating
capital to support the division of labor. However, although this accumu-
lation is liberating, it is also a complicating factor in Smith’s analysis. It
is liberating because, by providing the resources to support an ever-finer
division of labor, it takes humankind from the world of bare subsistence
to a world of much richer possibilities. It is complicating because it makes
the distribution of the fruits of production an issue.

The worker must receive a wage in order to survive and as an incen-
tive to work, and so, too, “something must be given for the profits of
the undertaker of the work who hazards his [accumulated] stock in this
adventure” (WN, 66). Similarly, “[a]s soon as the land of any country
has all become private property, the landlords, like all other men, love
to reap where they never sowed, and demand a rent even for its natu-
ral produce” (WN, 67). Thus, with “the accumulation of stock and the
appropriation of land” the component parts of price must encompass a
return to the worker (wage), to the undertaker (profit), and to the land-
lord (rent). “[I]n every improved society, all the three enter more or less,
as component parts, into the price of the far greater part of commodities”
(WN, 68).

In specifying these component parts of commodities’ prices, Smith sets
out a language of functional distribution that becomes an essential tool for
his analysis of nations’ growth, stagnation, and decline . . . the heart of his
Inquiry into the Nature and Causes of the Wealth of Nations that is to follow.
Indicative of their importance, having laid out the general principles of
distribution Smith proceeds to examine these functional shares in more
detail. In the process, he begins to tell his story of the progress of opulence.

on the wages of labour

As we’ve seen, in the rude state of society “the whole produce of labour
belongs to the labourer” (WN, 82). But where accumulation is signifi-
cant, the laborer works for “the owner of stock . . . [In that case w]hat are
the common wages of labour depends . . . upon the contract usually made
between those two parties, whose interests are by no means the same”
(WN, 83).
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The workers want a wage that provides a tolerable subsistence or
better, while the least that a sustainable labor market can bear is that
“bare subsistence” (WN, 113) sufficient to maintain and sustain the labor
force by reproducing it (WN, 85). The merchants approach these nego-
tiations with that classic mercantile zero-sum game mentality: If I give
higher wages, I suffer lower profits. So they seek to pay nothing more
than the bare subsistence.

Smith is acutely aware that in these negotiations there is an asymmetry
of power in favor of the merchants, an asymmetry exacerbated by the fact
that the political power structure and thus the legal system are often
stacked against the workers:19

It is not . . . difficult to foresee which of the two parties [in wage bargaining] must,
upon all ordinary occasions, have the advantage in the dispute, and force the
other into a compliance with their terms. The masters, being fewer in number, can
combine much more easily; and the law, besides, authorises, or at least does not
prohibit their combinations, while it prohibits those of the workmen. (WN, 84)

Smith’s metric of a good society is how the least among the working
class are doing, so where this asymmetry of power leads to artificially low
wages, he considers it a distortion that undermines the distributive justice
he envisions for the ideal case. Not only is this a distributive injustice, it
is also economically inefficient.

The liberal reward of labour, as it encourages the propagation, so it increases
the industry of the common people. The wages of labour are the encouragement
of industry, which, like ever other human quality, improves in proportion to the
encouragement it receives. A plentiful subsistence increases the bodily strength of
the labourer, and the comfortable hope of bettering his condition, and of ending
his days perhaps in ease and plenty, animates him to exert that strength to the
utmost. Where wages are high, accordingly, we shall always find the workmen
more active, diligent, and expeditious, than where they are low. . . . (WN, 99)

In contrast, poverty animates no one, diminishes the health of all who suf-
fer it, and “is extremely unfavourable to the rearing of children” (WN, 97).

Echoing his criticism of that nexus of power and narrow perspective
with which the merchants run Bengal (Chapter Three), Smith’s case here
is that the low-wage economy pursued by the merchants generates a small
short-term gain for the mercantile interests purchased at an expense of a
large long-term loss to society as a whole.

19 See (WN, 643–4) for a classic example of how “[t]he avidity of our great manufacturers”
has led to severe oppression of workers and, in particular, women.
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He believes that the best way to ameliorate this injustice and the as-
sociated inefficiency is to pursue policies that encourage the progress of
opulence, for in an advancing state, accumulation outstrips population
growth and under that condition there is a competition for the available
workers that raises wages.20 “It is not the actual greatness of national
wealth, but its continual increase, which occasions a rise in the wages of
labour. . . . [Since high wages encourage population growth, t]he most de-
cisive mark of the prosperity of any country is the increase in the number
of inhabitants” (WN, 87–8). And what, according to Smith, is the best
predictor of how any given state will fare given this metric of success?:
The “nature of its laws and institutions” (WN, 89).

Again we see the duality of limits in Smith’s analysis of humankind’s
evolution. There is the ultimate limit set by the deity – that ideal liberal
society of independent beings enjoying perfect liberty, making the most
for all, and doing tolerably well for the least. This is the norm against which
all societies can be compared to determine their level of advancement.
Then there are the artificial limits a society imposes on itself by “the nature
of its laws and institutions.” As we saw in Chapter Three, the stagnation
and decline of China and Bengal, respectively, are classic cases of the
perverse effects of bad laws and institutions. In those places, workers live
in poverty or, worse, they suffer “[w]ant, famine, and mortality” (WN, 91).
Those sad cases make a particularly stark comparison with conditions
in the British American colonies, where workers who benefit from the
“the genius of the British constitution which protects and governs North
America” (WN, 91) are doing as well or better than any other workers in
the world (WN, 87–8).

on the profits of stock

Smith is very careful in his analysis of the profits of stock to distinguish
between profit and interest.

[Profit is the return] derived from stock, by the person who manages or employs
it. That [return] derived from it by the person who does not employ it himself, but
lends it to another, is called the interest or the use of money. It is the compensation
which the borrower pays to the lender, for the profit which he has an opportunity
of making by the use of the money. Part of that profit naturally belongs to the

20 In contrast, in the stationary state, as population grows, it outstrips the level of accu-
mulation. In such a world “the competition of the labourers and the interests of the
masters would soon reduce them [the workers] to this lowest rate which is consistent
with common humanity” (WN, 89).
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borrower, who runs the risk and takes the trouble of employing it; and part [the
interest] to the lender, who affords him the opportunity of making this profit. . . .
(WN, 69)

Smith clarifies his use of profit and interest further, distinguishing be-
tween “neat or clear profit” and “gross profit” (WN, 113). Gross profit
includes net profit and interest. The net profit is the “lowest ordinary rate
of profit . . . sufficient to compensate . . . the risk . . . [and to provide] a suf-
ficient recompence for the trouble of employing the stock” (WN, 113–14).
The “interest on money . . . [l]ike rent on land, . . . is a neat produce which
remains after completely compensating the whole risk and trouble of em-
ploying the stock” (WN, 847–8). Thus, for Smith, “neat or clear profit” is
a return to productive activity, but interest, “[l]ike rent on land,” is not.

Profit plays an important, instrumental role in Smith’s evolutionary
analysis.

The division of labor increases productivity. This greater productivity
means that the aggregate wealth increases. This increase in wealth repre-
sents a deeper pool of accumulated stock available for use as capital. In an
ideal liberal society where there is perfect liberty, this accumulated stock
will flow to its best advantage. Higher rates of profit, ceteris paribus, signal
better opportunities, so when the accumulated returns from one circuit
of production are thrown back into the production system,21 that capital
flows to those advantageous opportunities that offer the higher rates of
profit. But as more capital flows into these attractive opportunities, the
rates of profit in those pursuits are driven down until, at some point, the
returns from all opportunities are equalized.

The whole of the advantages and disadvantages of the different employments
of labour and stock must, in the same neighbourhood, be either perfectly
equal or continually tending to equality. . . . This at least would be the case in a
society . . . where there was perfect liberty. . . . Every man’s interest would prompt
him to seek the advantageous, and to shun the disadvantageous employment.
(WN, 116)

As more capital accumulates with each new circuit of production, the
rate of profit on existing investments falls and previously unattractive op-
portunities become attractive. Thus, the diffusion of the available capital
stock across the entire economy continually drives down the rate of profit
and extends the margins of investment. The degree of this effect on the

21 Chapter Six will present Smith’s story of capital flowing through cycles of production in
detail.
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rate of profit and on the extent of the margin is determined by the quantity
of stock available and the set of available opportunities.

Based on his distinction between profit and interest, Smith lays out
the normative case that is so important to his evolutionary analysis.
As a consequence of the dynamic just described, in a “well governed
society”

which had acquired its full complement of riches, where in every particular branch
of business there was the greatest quantity of stock that could be employed in it,
as the ordinary rate of clear profit would be very small, so that usual market rate
of interest which could be afforded out of it, would be so low as to render it
impossible for any but the very wealthiest people to live upon the interest of their
money. (WN, 113)22

In Smith’s evolutionary analysis, the limiting case would be “[a] country
fully stocked in proportion to all the business it had to transact. . . . The
competition, therefore, would everywhere be as great, and consequently
the ordinary profit as low as possible. . . . [“Holland [which “in proportion
to the extent of its territory and number of people, is a richer country
than England” (WN, 108)] seems to be approaching near to this state”
(WN, 113).23] But perhaps no country has ever yet arrived at this degree
of opulence” (WN, 111).

One reason why no country has reached this condition is that, as Smith
understands very well, “[t]he proprietor of stock is properly a citizen of
the world, and is not necessarily attached to any particular country” (WN,
848–49). Given this global range, as the opportunities for the domestic
employment of stock fill up and the domestic rate of profit falls, stock
will spill out into the larger international arena as holders of stock search
the world for attractive risk adjusted rates of return. This analysis of
capital deepening and its spilling into ever-wider spheres of opportunity
is central to Smith’s story of the progress of opulence as it unfolds in the
fourth stage, commercial society. This dynamic is the subject of the next
chapter.

22 Smith refers to these “very wealthiest people to live upon the interest of their money” as
the “monied interest” (WN, 351). These are the folks Keynes refers to as the “rentier”
class (Keynes, 1964, 376). We’ll visit with them again in Chapter Twelve.

23 In contrast, in “China [which] seems to have been long stationary . . . [t]welve
percent. . . . is said to be the common interest of money . . . and the ordinary profits of
stock must be sufficient to afford this large interest” (WN, 111–12). As we saw in Chapter
Three, Smith ascribes this high interest rate in China to the “laws and institutions . . . [that]
establish the monopoly of the rich” (WN, 112).
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contrasting conditions, and the levels
of wages and profits

The Natural Condition Under Perfect Liberty

As cited before, Smith describes the natural dynamics of flows of labor
and stock under perfect liberty as follows:

The whole of the advantages and disadvantages of the different employments
of labour and stock must, in the same neighbourhood, be either perfectly equal
or continually tending to equality. If in the same neighbourhood, there was any
employment evidently either more or less advantageous than the rest, so many
people would crowd into it in the one case, and so many would desert it in the other,
that its advantages would soon return to the level of other employments. This at
least would be the case in a society where things were left to follow their natural
course, where there was perfect liberty, and where every man was perfectly free
both to chuse what occupation he thought proper, and to change it as often as he
thought proper. Every man’s interest would prompt him to seek the advantageous,
and to shun the disadvantageous employment. (WN, 116)

This is a beautiful capsule image of the dynamics of competition and
of the effect of such competition on the allocation of resources and the
distribution of returns in the ideal liberal order where there is “perfect
liberty.” In such a society, all resources are used to their best advantage
(most efficiently) and the returns to those resources are driven to the level
of “ordinary” (WN, 118) or natural returns.

This is not to suggest, however, that under perfect liberty every allo-
cation of a resource will receive the same return. “Pecuniary wages and
profit, indeed, are every-where in Europe extremely different according
to the different employments of labour and stock” (WN, 116), and some
of this difference can be attributed to natural differences among employ-
ments. Smith cites five basic sources of natural variation:

1. Differences in psychic benefits, “agreeableness or disagreeable-
ness” (WN, 116).

2. Differences in the psychic and pecuniary cost of acquiring the
human capital necessary for the employment.

3. “[T]he constancy or inconstancy of employment” (WN, 116).
4. The degree of trust required.
5. “[T]he probability or improbability of success,” (WN, 116–17) the

risk factor.24

24 When discussing risk as it relates to investments in human capital, Smith writes that “in
the liberal professions,” the “probability that any particular person shall ever be qualified
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According to Smith, all five of these affect wages, whereas only the first
and last affect profits.

The UnNatural Condition

The factors just cited are the sources of natural variations in the norma-
tive case, but they are not the only sources of observed variations. Private
collusion and/or public institutional power can create and sustain artificial
market advantages that, in turn, generate and sustain unnatural distribu-
tive advantages/disadvantages. Indeed, these public and private sources
of power are often complements to one another.

Recall, for example, the “[m]asters [who] are always and every where
in a sort of tacit, but constant uniform combination . . . sometimes . . . to
sink the wages of labour below this [their natural] rate” (WN, 84). When
the workers form a “defensive combination” and “clamour” for higher
wages, “[t]he masters upon these occasions are just as clamorous upon
the other side, and never cease to call aloud for the assistance of the
civil magistrate, and the rigorous execution of those laws which have
been enacted with so much severity against the combinations of servants,
labourers, and journeymen” (WN, 84–5). This reflects a constant theme in
The Wealth of Nations: Particular interests can and do exert powerful self-
serving and distorting influences on government policy for distributive
advantages.

Another example of such influence is the “policy of Europe, [which]
by not leaving things to perfect liberty, occasions other inequalities [be-
yond the natural ones] of much greater importance” (WN, 135). These
policies create distributive distortions in three ways. They artificially re-
duce the amount of labor or stock in a market by limiting access. They

for the employment to which he is educated . . . [is] very uncertain” (WN, 122). So given
the great expense of the investment and the great risk of failure, one would expect the
return to be very high in the liberal professions. But it is not as high as the theory predicts.
The reason is twofold. First, “the chance of gain is naturally overvalued” (WN, 125), and,
second, a great deal of the benefits are psychic:

To excel in any profession, in which but few arrive at mediocrity, is the most decisive mark
of what is called genius or superior talents. The public admiration which attends upon
such distinguished abilities, makes always a part of their reward; a greater or smaller in
proportion as it is higher or lower in degree. It makes a considerable part of the reward in
the profession of physick; a still greater perhaps in that of law; in poetry and philosophy
it makes almost the whole. (WN, 123)

This from a professor of moral philosophy.
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artificially increase the amount of labor or stock in a market by forc-
ing allocations there. They obstruct “the free circulation of labour and
stock, both from employment to employment and from place to place”
(WN, 135).

Smith points to laws of apprenticeship in incorporated trades as a clas-
sic case of “[t]he exclusive privileges of corporations”25 that artificially
reduce the amount of labor or stock in a market by limiting access (WN,
135). He traces these incorporations to the “Statute of Apprenticeship”
in England in 1562.26 In order to explain the source of the power that en-
ables traders and artificers to enjoy these protections, he returns to that
theme he presented in his analysis of the relationship between masters
and workmen: collusion.27

According to Smith, the ability of traders and artificers to collude, and
thus to generate power and in turn artificial market advantages with at-
tendant distributive benefits, grew out of their location together in towns.
Historically, “[t]he government of the towns corporate was altogether in
the hands of the traders and artificers” (WN, 141). Given this shared
power, the various trades allowed each other to form corporate con-
straints limiting entry into their trades and thereby making it possible
for all of them to exploit the unorganized people in the country.

The consequence of this asymmetric power was a distributive benefit.
Towns got a disproportionate share of the social product and thus were
able to accumulate much more than the country. However, as always,
to the degree there is liberty, the design imposes itself on the flow of
events. In this case, the engrossment of accumulation in the towns led to
an engorgement of accumulation. This meant falling profit rates. Smith
describes the ensuing dynamic as follows:

It [the accumulated stock] then spreads itself, if I may say so, over the face of
the land, and by being employed in agriculture is in part restored to the coun-
try, at the expence of which, in a great measure, it had originally been accumu-
lated in the town. That everywhere in Europe the greatest improvements of the
country have been owing to such overflowings of stock originally accumulated

25 Smith also cites distortions such as subsidies for training that artificially glut a market
(WN, 148), and those “absurd laws” (WN, 151) that limit the mobility of labor (e.g., poor
laws) and stock.

26 He presents an extensive analysis of the history, the twists and turns, of this law (WN,
135–147).

27 “People of the same trade seldom meet together, even for merriment and diversion, but
the conversation ends in a conspiracy against the publick, or some contrivance to raise
prices” (WN, 145).
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in towns, I shall endeavour to show hereafter; and at the same time to demon-
strate, that though some countries have by this course attained to a considerable
degree of opulence, it is in itself necessarily slow, uncertain, and in every re-
spect contrary to the order of nature and of reason. The interests, prejudices,
and laws and customs which have given occasion to it, I shall endeavour to ex-
plain as fully and distinctly as I can in the third and fourth books of this enquiry.
(WN, 145)28

As Smith makes clear, this brief summary is a rich representation and
anticipation of significant themes that are still to unfold in his Inquiry into
the Nature and Causes of the Wealth of Nations. Let’s take a moment to
reflect on these themes.

Consider the premise of the paragraph just cited. Private and public
power, respectively the collusion among tradesmen and the towns’ politi-
cal prerogative to create corporations, were used to establish advantages
for the sake of a distributive benefit. This, in turn, skewed opportunities
for accumulation toward the towns. Ceteris paribus, increasing accumu-
lation means lower profit rates, and where capital stock enjoys the liberty
to do so, it will spill out in search of better returns. In the case of England
and, as we will see in Chapter Seven in the case of Europe more generally,
this very unnatural course of events did not lead to stagnation or decline,
but it did result in a “necessarily slow, uncertain” progress of opulence.
This slow, uncertain progress, “in every respect contrary to the order of
nature and of reason,” was in part the consequence of political struc-
tures that existed for the purposes of “extorting money . . . [rather] than
for the defence of the common liberty against . . . oppressive monopolies”
(WN, 140).

As Smith lays out his analysis of distribution, his purpose is practical,
not metaphysical.29 He is building the analytical tool kit he will employ in
WN Book II, where he presents his dynamic growth theory (examined in
Chapter Six here); in WN Book III, where he demonstrates the power of
that theory in the context of European history (the story just previewed,
and presented here in Chapter Seven); in WN Book IV, where he critiques
the power of those partial, mercantile interests that distort the market
system and impede the progress of society (analyzed in Chapter Eight
here); and in WN Book V, where he describes the proper and improper
roles of government (described here in Chapter Nine).

28 The subjects here are those of Chapters Seven and Eight, respectively.
29 Does his faith in a design make it metaphysical? No. As I noted in Chapters One and Four,

the design is a source of faith, but it has no real bearing on what is a very empirically based
moral philosophy with a very practical purpose – contributing to humankind’s progress.
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on the rent of land

The Concept

The concept of rent on land is the last tool Smith adds to his analytical tool
kit in WN Book I. As always, his purpose is practical. Rent is an impor-
tant concept because of the role it plays in the progress of opulence and
because it provides a very clear signal by which to follow that progress.30

Unlike wages or profits (net of interest), rent is not a return to
productive activity. “The rent of land . . . is naturally a monopoly price”
(WN, 161).31 The ordinary level of rent is, along with the ordinary wages
and profits, a component of the natural price of a commodity. But rent
enters into that price in a different way than wages and profits. The lat-
ter two are built into the price because together they constitute the cost
of production, the supply cost that must be covered if a product is to be
brought to market. Rent, on the other hand, “depends upon the demand”
(WN, 162). If demand is sufficient to raise price above the cost of pro-
duction, then “the surplus part of it will naturally go to the rent of the
land” (WN, 161). This is so because in a competitive environment, the
landlord is able to extract “the highest [rent] the tenant can afford to pay
[(all the surplus above cost of production)] in the actual circumstances of
the land” (WN, 160).

Those “circumstances” that determine the level of rent are the “fertil-
ity” and the “situation” of the land (WN, 163). By situation Smith means
the extent of the market for the product of that land. Ceteris paribus, the
larger the market, the higher the rent will be. As explained previously, the
extent of the market is largely a function of transportation costs. “Good
roads, canals, and navigable rivers, by diminishing the expense of carriage,
put the remotest parts of the country more nearly upon a level with those
in the neighbourhood of towns. They are upon that account the greatest

30 In the course of his rent analysis, Smith presents a long digression on the value of silver.
There, he offers an analysis of the variations of that value as a vehicle to critique the
standard, mercantilist logic of his time and to demonstrate that when accounting for
“particular accidents” (WN, 193) (e.g., the English civil war [WN, 212] or the discoveries in
America [WN, 220]), his analysis explains the variations in value very nicely, thank you.

31 Rent is a monopoly price, yet it has a natural level – the ordinary level that equally well-
cultivated and fertile land in a given neighborhood can command. It also has an unnatural
level. An unnatural rent would be “the rent of some vineyards in France” – a rent above
the level of “equally fertile and equally well-cultivated land in its neighbourhood” (WN,
78). Smith’s adoption of natural rent is a reflection of his usage of natural here as meaning
“ordinary.” Because even where there is perfect liberty much of the land receives a rent,
the ordinary level of that rent is the natural level for that neighborhood.
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of all improvements” (WN, 163). These improvements extend the mar-
ket, making possible an increasing division of labor and, ceteris paribus,
increasing rents. Thus, in Smith’s analysis, higher rents are, ceteris paribus,
a sign of greater improvements and progress.32

Rent as Instrumental in Smith’s Analysis of Progress

Rents do not emerge until land is divided as private property and this
occurs with the emergence of agriculture. Smith describes the process
that leads to that point in humankind’s evolution as follows:

[T]he first method [individuals] would fall upon for their sustenance would be
to support themselves by the wild fruits and wild animalls which the country
afforded. . . . [But as their numbers increased] they would find the chase too pre-
carious for their support. . . . [They might try to store food, but this would not
be sufficient for their needs.] The most naturally contrivance they would think
of, would be to tame some of those wild animals they caught . . . [and] enduce
them . . . [to] multiply their kind. Hence would arise the age of shepherds. They
would more probably begin first by multiplying animalls than vegetables, as less
skill and observation would be required. . . . But when a society became so numer-
ous they would find a difficulty in supporting themselves by herds or flocks. Then
they would naturally turn themselves to the cultivation of the land . . . [Having
observed seeds falling and sprouting, and the conditions that were most fruitful
for this, t]hese observations they would extend to the different plants and trees
they found produced agreable and nourishing food. And by this means they would
gradually advance in to the age of agriculture. (LJA, 14–15)

Early in this transition from pasturage to agriculture, the vast majority
of land is still uncultivated, the domain of free grazing cattle,33 so butcher’s

32 He observes that “not more than fifty years ago . . . some of the counties in the neighbour-
hood of London, petitioned the parliament against the extension of the turnpike roads
into the remoter counties” (WN, 164). Those in the proximity of London feared that
the outlying areas, having cheaper labor, would undercut their position in the London
market and thereby reduce rents in the local area. In fact, however, “[t]heir rents have
risen, and their cultivation has been improved since that time” (WN, 164).

33 A note on this reference to cattle and, more generally, the importance of this transition
from pasturage to agriculture in Smith’s story: J.G.A. Pocock writes that:

Smith’s most remarkable contribution to the natural history of society was his insis-
tence that the shepherd stage was dynamic, a decisive breach with the hunting and food-
gathering condition of the ‘savage’. . . . In most previous systems of this kind, the shepherd
was little distinguished from the hunter. . . . (Pocock, 1999, 315–16)

Pocock goes on to point out that Smith’s “dialectic of shepherd and ploughman . . . was
imaginable only in Eurasia . . . [and] did not apply in the Americas or in Polynesia,”
suggesting that Smith’s intention may have been to assert “European uniqueness”
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meat is cheap relative to corn.34 Agriculture offers a ripe opportunity for
productivity gains, however, because “[n]o equal capital puts into motion
a greater quantity of productive labour than that of the farmer . . . [for
i]n agriculture . . . nature labours along with man. . . . [Farmers laboring
at] planting and tillage frequently regulate more than they animate the
active fertility of nature; after all their labour, a great part of the work
always remains to be done by her”35 (WN, 363).

Thanks to this beneficent labor of nature, the productivity of agricul-
ture is greater than that of pasturage . . .

A corn field of moderate fertility produces a much greater quantity of food for
man, than the best pasture of equal extent. Though its cultivation requires much
more labour, yet [thanks to the labor of nature] the surplus which remains af-
ter replacing the seed and maintaining all that labour, is likewise much greater.
(WN, 164)

. . . But, agriculture will not progress until the extent of the market is
sufficient to provide a vent for this surplus. This extended market emerges
by “design.”

Where nature chooses to be beneficent (e.g., where the land is fruit-
ful and there are natural avenues to market) and where institutions do
not impede the process, the expanding market necessary to encourage
agriculture will emerge naturally: As farmers begin to exploit the natural
productivity of agriculture this lowers the price of corn. Cheaper subsis-
tence encourages population growth. Thus, the productivity of agriculture
naturally produces more stomachs to feed and, in turn, a growing market,
and so the agricultural stage takes off.

As population grows, the margins of agriculture are extended to ac-
commodate the expanding demand. As cultivation is extended, the range

(Pocock, 1999, 316). Clearly, the story Smith is telling is drawn from his Scottish experi-
ence. Certainly, that story is unique. But if “assert[ing] . . . uniqueness” implies superiority,
I don’t think this is Smith. He would say Britain has advanced most among nations, and
certainly some individuals made intended choices that facilitated that progress (recall
Henry 2nd and Edward 1st in Chapter Three). But he largely ascribes Britain’s progress
to chance, circumstance, and the unintended consequences of individuals’ choices. The
Brits are made of the same coarse clay as all of the rest of us. My thanks to Leon Montes
for directing me to this work by Pocock.

34 Smith cites evidence from “Byenos Ayres, . . . [as] told by Ulloa,” (WN, 164) to support
this image.

35 Even “his labouring cattle, are productive labourers” (WN, 363). This role of nature
and cattle in generating value suggests, as I have argued previously, that Smith was not
wedded to or even interested in making a case (unlike his successors Ricardo and Marx)
for a metaphysical “source of value” in labor.
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for free grazing cattle becomes constrained and more distant from cen-
ters of population relative to the land under cultivation. The effect of this
is that the cost of production and transport of butcher’s-meat goes up,
its supply lags behind the demand, and thus “the price of butcher’s-meat
becomes greater than the price of bread” (WN, 164).

As the price of butcher’s meat rises, those farms that are most produc-
tive and thus have the lowest cost of production for corn find it profitable
to raise cattle on feed-corn in a stable rather than by grazing. This, in turn,
produces large concentrations of manure at the stable. Manure is the best
fertilizer,36 so these cattle concentrations become a convenient resource
for greatly enhancing agricultural productivity. Greater productivity re-
duces the price of corn, making it possible for more farmers to raise cattle
in this manner, thereby expanding the number of farms that can benefit
from the productivity of fertilizing with manure . . . and so productivity is
enhanced further.37

In Smith’s analysis, the emergence of agriculture has a profound impact
on the progress of opulence: The increased improvement of agriculture
is the foundation for larger population. This gives rise to a growth in
demand for nonagricultural products and this ready market for those
products encourages the ever-finer division of labor. Indicative of the key
role of agriculture in setting this dynamic in motion, Smith writes that “the
compleat improvement and cultivation of the country . . . most certainly
is, the greatest of all publick advantages. . . . ” (WN, 245).

The thread Smith follows as he tells his story of the transition from the
stage of pasturage to that of agriculture is his analysis of rents. As his story
moves to the transition from the stage of agriculture to the emergence of
the commercial stage, he continues to follow that thread.

Rent and the Emergence of Commercial Society

Human food seems to be the only produce of land which always and
necessarily affords some rent to the landlord. Other sorts of produce

36 My sincere thanks to Erick Jank, an experienced farmer and philosopher, who confirmed
Smith’s view that cow manure is indeed an especially good fertilizer.

37 This story of the benefits of cattle and manure in the transition from pasturage to agricul-
ture leads Smith to observe that “[o]f all the commercial advantages . . . which Scotland
has derived from the union with England . . . [the] rise in the price of cattle is, perhaps, the
greatest” (WN, 239–40). However, he goes on to observe, the benefits of Union did not
spread quickly over the face of the country because the “obstructions to the establish-
ment of a better system [such as endemic poverty that precludes accumulation], cannot
be removed but by a long course of frugality and industry. . . . ” (WN, 239)
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sometimes may and sometimes may not, according to different circum-
stances.

After food, cloathing and lodging are the two great wants of mankind
(WN, 178).

In the rude state, with land plentiful relative to population, clothing
and lodging are available in “super-abundance” (WN, 178) relative to
the demand, but not so, food. Thus, in the rude state, “ninety-nine parts”
“of the labour of the whole year” (WN, 180) must be spent on getting
sufficient food.

But when by the improvement and cultivation of land the labour of one family can
provide food for two, the labour of half the society becomes sufficient to provide
food for the whole. The other half, therefore, or at least the greater part of them,
can be employed in producing other things or in satisfying the other wants and
fancies of mankind. (WN, 180)

So, with the advancement of agriculture comes the surplus necessary
to support the extension of the division of labor into the realm of manu-
facturing. This transition unleashes a powerful force in the progress of op-
ulence because the possibilities for the division of labor are much greater
in the manufacturing realm: “The nature of agriculture . . . does not admit
of so many subdivisions of labour, nor of so complete a separation of one
business from another, as manufactures” (WN, 16). Furthermore, manu-
facturing and its immense productivity are greatly encouraged by the fact
that unlike

[t]he desire of food [which] is limited in every man by the narrow capacity of
his stomach . . . the desire of the conveniencies and ornaments of building, dress,
equipage, and household furniture, seems to have no limit or certain boundary.
(WN, 181)

With this turn in Smith’s analysis, the advancement of agriculture
becomes the natural foundation for the emergence of the commercial
stage.38 The evidence that a nation has made this turn can be found in the
rent structure. Given that our desire for all the “conveniencies and orna-
ments” of life seem to have no limit, as society advances, nonagricultural

38 In WN Book III, Smith presents a classic inversion of this natural process of progress,
beginning in agriculture and then extending to manufacturing, in order to demonstrate
the power of his analysis to represent large peculiar conditions, and also to demonstrate
the long-term power of the design to guide events in spite of these peculiar distortions.
This is the subject of Chapter Seven in this book.
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rents emerge and eventually surpass agricultural rents as rents in general
rise.39

This emerging commercial stage brings progress not only to society in
general but also, and more significantly for Smith, to the working class
in particular. Food is a man’s most essential need and although the ex-
tension and improvement of cultivation causes animal food prices to rise,
its lowers the prices of vegetable foods. “The circumstances of the poor
through a great part of England cannot surely be so much distressed by
any rise in the price of poultry, fish, wild-fowl, or venison, as they must be
relieved by the fall in that of potatoes” (WN, 259).

Indeed, with progress comes not only lower vegetable prices, but also,
ceteris paribus, lower prices for manufactures because the division of labor
increases the productivity of workers. Smith believes that this productiv-
ity is even further enhanced by the encouragement that the division of
labor gives to technological innovation.40 His only caveats regarding this
progress into manufacturing are its effect on the minds of workers41 and
the possibility of upward pressure on raw commodity prices for manufac-
ture (e.g., “barren timber [WN, 260]). His concern about and his policies
for ameliorating the effect on the minds of workers will be examined in
Chapter Nine. With respect to input prices, he believes that this effect is,
ceteris paribus, more than offset by the effect of increased productivity
on the cost of production. Furthermore, he believes that, ceteris paribus,
with increased productivity, workers’ incomes rise.

In sum, the net effect of higher incomes and the lower costs of veg-
etable foods and manufactures is, ceteris paribus, to increase the standard
of living among the workers. This is precisely what Smith would expect

39 As always, there are particular exceptions, but these can be understood as consistent with
his general analysis if we appreciate the effects that make them peculiar. For example,
Smith notes that mining rents behave differently than the general case. The level of
mining rents is relative to the fertility of the best mine, because prices for the mined
materials are generally determined by scarcity. This is in contrast to the more general
case of surface rents, wherein the rents generally move to a natural level because the
quantity can expand to meet the effective demand.

40 As noted previously, the division of labor is the mother of invention, be it in agriculture,
trade, or manufacturing: “That the originall invention of machines is owing to the division
of labour is not to be doubted” (LJA, 351).

41 “In the progress of the division of labour, the employment of the far greater part of those
who live by labour . . . comes to be confined to a few very simple operations . . . The man
whose whole life is spent in performing a few simple operations . . . has no occasion to
exert his understanding, or to exercise his invention. . . . He naturally looses, therefore,
the habit of such exertion, and generally becomes as stupid and ignorant as it is possible
for a human creature to become” (WN, 781–2).
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and hope for as humankind more closely approximates the ideal human
prospect.

transition to smith’s analysis of capital and the progress
of opulence in the commercial stage

In his “Introduction and Plan of the Work” of the WN, Smith writes:

The causes of . . . [the] improvement, in the productive power of labour, and the
order, according to which its produce is naturally distributed among the different
ranks and conditions of men in society, make the subject of the First Book of this
Inquiry. (WN, 10)

We can see now why he laid such an emphasis on production and distri-
bution at the outset of his Inquiry. These two concepts are the foundation
of his story of the progress of opulence.

The “Introduction and Plan” goes on to inform the reader that:

The Second Book . . . treats of the nature of capital stock, of the manner in which
it is gradually accumulated, and of the different quantities of labour which it puts
into motion, according to the ways in which it is employed. (WN, 10–11)

It is in the commercial stage that the role of capital comes to the fore.
While capital accumulation is essential from the earliest ages for the divi-
sion of labor, it is in the age of commerce, with its complex transactions,
extended markets, and time lags from production to exchange to return,
that capital deepening and fluidity take center stage in Smith’s analysis.
A deep and fluid capital stock unleashes the dynamic of global markets
in the commercial stage. But the depth and fluidity of capital depends
on individuals enjoying security and full market access. In other words,
the realization of the possibilities of the commercial stage go hand-in-
hand with the realization of liberty and justice for all. Capital . . . its se-
curity, its freedom, its flows, and its instrumental role in the progress of
opulence . . . these are the subjects of WN Book II. We now turn to that
piece in Smith’s analysis.
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On The Role of Capital in the Progress of Opulence

The Analysis of Book II of The Wealth of Nations

on the centrality of capital to the
progress of opulence

Capital is a central concept, maybe the central concept, in Adam Smith’s
Inquiry into the Nature and Causes of the Wealth of Nations.
� “[T]he whole annual produce [of a nation], if we except the sponta-

neous productions of the earth . . . [is] the effect of productive labour”1

(WN, 332).
� The share of a nation’s accumulation that is used as capital is directly

related to the proportion of its labor that is productive and to the
productivity of that labor.

� An increase in accumulation allocated to capital expands the produc-
tive labor of a nation and/or increases its productivity.

� Thus, it is the growth of capital that fuels the progress of opulence
in Smith’s representation of The Nature and Causes of the Wealth of
Nations.

Now we turn our attention directly to capital and the role it plays in the
progress of opulence, the analysis Smith presents in Book II of his Wealth
of Nations.

how capital fuels the progress of opulence

In the early days of the rude state of society, an individual accumulates
to smooth the pattern of his own consumption. “He seldom thinks of

1 Smith’s distinction between “productive” and “unproductive” labor will be explained
later.

138
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deriving any revenue from it” (WN, 279). With time, however, a person’s
stock can grow beyond the level necessary to cover any contingencies in
life. When that occurs, “he naturally endeavours to derive a revenue from
the greater part of it. . . . ” (WN, 279). At that point,

[h]is whole stock . . . is distinguished into two parts. That part which, he expects,
is to afford him . . . revenue, is called his capital. The other is that which supplies
his immediate consumption. . . . (WN, 279)

If, having employed some stock as capital, the entire revenue from that
capital is then used to supply his immediate consumption, the individual
has no more capital and thus no resource for generating more revenue.

If, on the other hand, the revenue from the employment of stock as cap-
ital is continually thrown back into production to support further produc-
tion, then, ceteris paribus, a circuit is formed in which the capital thrown
in expands with every circuit. It is the continuous circulation of a growing
capital stock that fuels a nation’s progress of opulence. Smith represents
the emergence and the potentially self-sustaining dynamic of this circuit
as follows:

As described in Chapter Five, in the transition from agriculture to
the early stages of commerce, it is the net revenue of agriculture, the
surplus in agriculture derived from “nature[’s] labours” (WN, 363), which
generates the initial capital stock that finances the emergence and the
early refinement of the division of labor in manufacturing.2 With this
refinement comes increased manufacturing productivity, and this, in turn,
generates increasing revenue from manufacturing activity. This increasing
revenue means that manufacturing is generating a gross revenue that is
sufficient to both replenish the capital stock initially invested and yield a
net revenue beyond replacement cost.3

If this growing revenue is thrown back into that circuit of production,
it can finance an even finer division of labor in the next circuit.4 This
finer division of labor leads to even greater manufacturing productivity

2 Smith offers a nice, brief description of some of this dynamic in WN Book III (WN,
408–10).

3 “[A]s the fertility of the land had given birth to the manufacture, so the progress of the
manufacture re-acts upon the land, and increases still further its fertility” (WN, 409). This
because as the cities grow, the increased population increases demand and in turn the
returns to agriculture encouraging competition that drives improvements in production.

4 “Smith asserts that the accumulation of capital is a necessary precondition to the division
of labor. As the division of labor advances, an increasing amount of capital must be
accumulated beforehand in order to provide workers with the equipment and materials
necessary for production” (Harpham, 1984, 766).
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and a yet-again larger gross revenue that both replenishes the original
capital stock and produces a net revenue that can add to that stock.
At this point, with manufacturing generating its own net revenue, the
growth in manufacturing and thus the progress of opulence is potentially
self-sustaining: If the expanded revenue from each circuit is consistently
thrown into the subsequent circuit, in each successive circuit there will
be an increasing division of labor . . . increasing productivity . . . increasing
revenue . . . increasing capital for the next circuit . . . and, in turn, an
even finer division of labor . . . even greater productivity . . . even more
revenue . . . even more capital . . . and so it can go with capital and wealth
expanding in each round of this circuit.

Or so it goes where laws and institutions make capital secure, and where
an ethic of parsimony encourages personal accumulation. Smith describes
this case of growth and the alternative case of contraction as follows:

If the exchangeable value of the annual produce . . . exceeds that of the annual
consumption, the capital of the society must annually increase in proportion to
this excess. The society in this case lives within its revenue, and what is annually
saved out of its revenue is naturally added to its capital, and employed so as
to increase still further the annual produce.5 If the exchangeable value of the
annual produce, on the contrary, fall short of the annual consumption, the capital
of the society must annually decay in proportion to this deficiency. The expense
of the society in this case exceeds its revenue, and necessarily encroaches upon
its capital. Its capital, therefore, must necessarily decay, and together with it the
exchangeable value of the annual produce of its industry. (WN, 497)

In his analysis of capital and the progress of opulence, Smith distin-
guishes between two kinds of capital:

� fixed capital, and
� circulating capital.

Fixed capital refers to those “useful machines and instruments of trade
which facilitate and abridge labour” (WN, 282), as well as improvements
on land and also buildings “such as shops, warehouses, workhouses, farm-
houses” (WN, 282), which, like improvements on land, produce revenue
above and beyond the net rent. Fixed capital is “fixed” because it does
not travel the circuit of production; rather it “yield[s] a revenue or profit
without changing masters, or circulating any further” (WN, 279).

5 “Every increase . . . of capital . . . naturally tends to increase . . . the real quantity of industry,
the number of productive hands, and consequently the exchangeable value of the annual
produce of the land and labour of the country, the real wealth and revenue of all its
inhabitants” (WN, 337).
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Circulating capital “is composed . . . of four parts: First, of money by
means of which all the other three are circulated and distributed to their
proper consumers” (WN, 282). The “other three” are different forms of
inventory: provisions for the support of labor; the materials of produc-
tion, both raw and intermediate; and the finished products waiting for
sale. In contrast to fixed capital, circulating capital leaves the hand of
its owner and, except for money, it changes shape as it passes through
the circuit of production. But even as it transforms shape in this circuit,
so long as it is in the circuit of production, it is always and everywhere
capital.6

Capital is not an end in itself; it is a means to an end: “To maintain
and augment the stock which may be reserved for immediate consump-
tion, is the sole end and purpose of both the fixed and circulating capital”
(WN, 283).7 However, in order to accomplish this end, the capital stock
must be maintained and augmented, and the various parts of the capital
stock, invariably owned by different individuals, must be put to work in
concert. Markets make it possible for the independent owners of these
interdependent parts of the capital stock to make the exchanges neces-
sary to put their resources to work in concert. The smooth and efficient
functioning of this market nexus depends, however, on the presence of
“tolerable security.”

In all countries where there is tolerable security, every man of common under-
standing will endeavour to employ whatever stock he can command in procur-
ing either present enjoyment or future profit. . . . A man must be perfectly crazy
who, where there is tolerable security, does not employ all the stock which he
commands. . . . (WN, 284–5)

Absent the “tolerable security” that comes with justice, what could be
active, productive capital stock becomes dead stock:

In those unfortunate countries, indeed, where men are continually afraid of the
violence of their superiors, they frequently bury and conceal a great part of their
stock in order to have it always at hand to carry with them to some place of safety,
in case of their being threatened with any of those disasters to which they consider
themselves as at all times exposed. (WN, 285)

6 In Smith’s analysis, except for money, circulating capital is not a specific physical form; it
is value committed to this circuit. Whether or not it was from Smith that Marx developed
his notion of capital as self-expanding value, the outlines of that conception were certainly
available to him in Smith.

7 “The production of the necessaries of life is the sole benefit of industry. . . . The whole
benefit of wea<l>th and industry is that you either employ a greater number or give those
already employed a more comfortable subsistence. . . . ” (LJA, 390–1)
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Smith cites the period of feudal government in Europe as such a time
and place. Insecurity in those days led so many people to bury treasure
that the laws of the time explicitly granted to the sovereign the rights to
any treasure-trove discovered. Buried stock cannot function as capital and
so, as we’ll see in Chapter Seven, that feudal period was one of stagnation
or, at best, retarded growth.

Smith’s reference to “tolerable security” is a thread that weaves his
economic analysis into his larger analysis of the evolution of humankind.
The economic system can only produce those fruits that come with the
progress of opulence to the degree that the social and political dimensions
of society provide “laws and institutions” (WN, 89) that insure justice and,
thereby, “tolerable security.”

Laws and institutions are instrumental in Smith’s story of the progress
of opulence. So, too, are fixed and money capital. Neither money nor
fixed capital changes shape as it plays its role in the circuit of production,
nor does either become a component part of the revenue of the nation.
Both, however, are instrumentally essential if the rest of the circulating
capital thrown into each circuit is to emerge from successive circuits as
an ever-expanding stock of capital. This is so because the quality of these
instruments – fixed and money capital – determines the productivity of
every circuit. Smith describes the instrumental role of money at length,
beginning with the analogy to fixed capital.

money as capital: paper money, banks,
and the capital market

Smith’s description of the effect of improvements in fixed capital reflects
the instrumental nature of fixed capital:

In manufacturers the same number of hands, assisted with the best machinery, will
work up a much greater quantity of goods than with more imperfect instruments of
trade. . . . It is upon this account that all such improvements in mechanicks . . . are
always regarded as advantageous to every society. (WN, 287)

However, precisely because it is fixed capital, it does not become a
part of the revenue from the circuit of production because it does not
flow into the pool of accumulation available to support productive labor
in the next circuit.8 In this respect, fixed capital is different from three

8 “The whole expense of maintaining the fixed capital must evidently be excluded from the
net revenue of the society. . . . [A]s the workmen so employed may place the whole value of
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parts of circulating capital (provisions, materials, and finished work), but
it is very similar to the fourth: money.

“The fixed capital, and that part of the circulating capital which consists
of money . . . bear a very great resemblance to one another” (WN, 288).
As with fixed capital, money is instrumental in producing the revenue of
society, but it is not part of that revenue:9

The great wheel of circulation is altogether different from the goods which are
circulated by means of it. The revenue of the society consists altogether in those
goods, and not in the wheel which circulates them. In computing either the gross or
neat revenue of any society, we must always, from their whole annual circulation
of money and goods, deduct the whole value of the money, of which not a single
farthing can ever make any part of either. . . .

Money, therefore, the great wheel of circulation, the great instrument of com-
merce, like all other instruments of trade [(fixed capital)], though it makes a part
and a very valuable part of the capital, makes no part of the revenue of the soci-
ety to which it belongs; and though the metal pieces of which it is composed, in
the course of their annual circulation, distribute to every man the revenue which
properly belongs to him, they make themselves no part of that revenue.10 (WN,
289, 291, emphasis added)

As money is like fixed capital in that it is instrumental in the production
of revenue but is not a part of that revenue, so, too, it is like fixed capital
in that, to the degree it can function more efficiently, it can increase the
productivity of the circuits of production. This point brings Smith to an
analysis of paper money because he believes that, properly managed, pa-
per money can, as “with the best machinery . . . [allow “the same number
of hands” (WN, 290) to] work up a much greater quantity of goods than
with more imperfect instruments of trade” (WN, 287).

their wages in their stock reserved for immediate consumption . . . in other sorts of labour,
both the price and the produce go to this stock, the price to that of the workmen, the
produce to that of other people. . . . ” (WN, 287) In other words, the cost of labor expended
on fixed capital gets eaten up without generating any produce that will sustain subsequent
labor, while labor expended on other forms of circulating capital generates production
that sustains subsequent workers in the circuit of production. Thus fixed capital is like a
catalyst, essential for the operation but not embodied in the product, the revenue, of the
operation.

9 “[A]s the machines and instruments of a trade, etc., which compose the fixed capital
either of an individual or of a society, make no part either of the gross or of the net
revenue of either; so money, by means of which the whole revenue of the society is
regularly distributed among all its different members, makes itself no part of that revenue”
(WN, 289).

10 Here he anticipates his case that the mercantilists confuse money with wealth (WN,
429).
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Smith cites “circulating notes of banks and bankers . . . [as the] best
known” form of paper. He describes how, where there is full “confidence
in the fortune, probity, and prudence” (WN, 292) of those issuing the
notes, those notes can become the basis for a fractional reserve system.
For example, he suggests that if “twenty thousand pounds of gold and
silver [are sufficient reserves “for answering occasional demands” of a
fractional reserve system, then that twenty thousand can] perform all the
functions which a hundred thousand could otherwise have performed”
(WN, 293).

Scaling up his case, Smith supposes a nation with a million pounds
sterling: an amount just sufficient for domestic circulation needs, just suf-
ficient to service what he refers to as the domestic “channel of circulation”
(WN, 293). If two hundred thousand of this sterling is used as reserves to
support a million pounds paper, the full circulating money of the nation
would be one million eight hundred thousand. He continues:

One million we have supposed sufficient to fill that [domestic] channel. What-
ever, therefore, is poured into it beyond this sum, cannot run in it, but must
overflow. . . . Eight hundred thousand pounds . . . must overflow, that sum being
over and above what can be employed at home, it is too valuable to be allowed
to be idle. It will, therefore, be sent abroad, in order to seek that profitable em-
ployment which it cannot find at home. (WN, 293–4)

It is not the paper that will travel, because paper would be discounted
so far from home. It is the gold and silver that will flow out. Is this a
bad thing? Only if the money brings home “goods as are likely to be
consumed by idle people who produce nothing. . . . ” (WN, 294). It seems
more likely to Smith, however, that this overflow will pour into more
productive channels: Either purchasing goods in one country for sale in
another, the carrying trade – a revenue-generating venture; or purchasing
goods “destined for the employment of [domestic] industry” (WN, 295) –
also a revenue-generating enterprise.

Money as an instrumental form of capital is central to Smith’s analysis
in The Nature and Causes of the Wealth of Nations. Employing paper
money for domestic commerce allows the specie money from the nation’s
capital stock to spill from domestic channels like a liquid, an image Smith
likes very much and uses often, into the larger circuits of international
trade. By channeling the flow of their capital into the most productive
circuit available, the holders of capital are simply pursuing their best
advantage. However, in doing so, by no intention of their own, they are
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generating the greatest revenue for the nation and thus contributing to
the progress of opulence, the increasing wealth of the nation.11

As evidence of the benefits of paper money, Smith cites “[t]he effects [of
the “erection of new banking companies” in Scotland during the preced-
ing twenty-five to thirty years, suggesting that the benefits] . . . have been
precisely those above described” (WN, 297).12 However, although he sees
great virtue in paper currency, Smith also appreciates the dangers. In par-
ticular, he warns that “[s]hould the circulating paper exceed . . . the value
of the gold and silver, of which it supplies the place, or which . . . would
circulate there, if there were no paper money” (WN, 300), this could ul-
timately lead to “a run upon the banks” (WN, 301). Or, short of a run,
such behavior by banks (holding inadequate reserves for the notes issued)
increases the cost of maintaining the paper and decreases the benefit of
doing so. This inefficiency occurs because if adequate reserves are not in
the coffers of the bank, repayment demands must be covered by buying
reserves at a premium. Unfortunately, according to Smith, banks are far
too often guilty of issuing more paper than is warranted by their assets.13

He traces the source of this problem to bank dealings with “bold projec-
tors” (WN, 304) who, unlike sober businessmen, are constantly drawing
more out of the bank than they are paying back. When dealing with the
sober businessmen “[t]he coffers of the bank . . . resemble a water pond,
from which, though a stream is continually running out, yet another is
continually running in, fully equal to that which runs out; so that, without
any further care or attention, the pond keeps always equally, or very near
equally full. Little or no expense can ever be necessary for replenishing
the coffers of such a bank” (WN, 304). The projectors, on the other hand,
drain the bank and force it to purchase reserves at a premium in order to
cover the demand that comes when the paper issue is out of balance.

The problem gets worse when unscrupulous projectors tap into banks
and create problems for the banks by scamming them. Smith cites, as
a classic example, “[t]he practice of drawing and re-drawing” (WN, 308)
bills of exchange. Drawing and re-drawing is, in effect, a process of rolling

11 As we will see subsequently, it is in describing precisely this unintended, but optimal
capital flow that Smith uses the “invisible hand” image.

12 He reviews the Scottish experience in detail, explaining how “discounting bills of ex-
change” work (WN, 298), describing the path of circulation (WN, 299), and contrasting
the benefits of the flexible Scotch system to that with which the London merchant must
deal (WN, 300).

13 Smith cites examples of this behavior. (WN, 304)
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over notes to cover previous debts. Two people can dupe banks into
valuing otherwise valueless paper by “drawing and re-drawing upon one
another . . . [and] discount[ing] their bills sometimes with one banker, and
sometimes with another” (WN, 311). A “great circle of projectors” can
dupe banks even more effectively by making it seem that there are real
exchanges going on between any two, when, in fact, the same paper just
circulates among the many. In such a scheme, it is “as difficult as possible
to distinguish between a real or fictitious bill of exchange; between a bill
drawn by a real creditor upon a real debtor, and a bill for which there was
properly no real creditor but the bank which discounted it; nor any real
debtor but the projector who made use of the money” (WN, 312). Once
a bank is drawn into such a scheme, it is very difficult for the bank to get
out because refusing to loan more can bring the scheme crashing down
and such a crash can bring the bank down with it.

Smith offers examples of banking gone awry14 in order to make a point
about banks and the capital market. The private capital market is more
efficient where it is less concentrated. This is so, he asserts, because large
lending enterprises cannot know their borrowers as well as small lenders
who serve people they know. The “bank which lends money, perhaps, to
five hundred different people, the greater part of whom its directors can
know very little about, is not as likely to be more judicious in the choice
of its debtors, than a private person who lends out his money among a few
people whom he knows, and in whose sober and frugal conduct he thinks
he has good reason to confide” (WN, 316). Banking is based on trust, and
trust has a richer foundation in private markets when the banker and the
borrower are each more directly visible to those whose interest they hold.

Smith distinguishes this role and therefore the size of banks in the
private banking system from the role and size of The Bank of England. The

14 Smith describes, for example, the “solution” that emerged in Scotland to address such
schemes as follows: “In the midst of this clamour and distress, a new bank was estab-
lished in Scotland [the Ayr Bank] for the express purpose of relieving the distress of the
country. . . . This bank was more liberal than any other had ever been. . . . ” (WN, 313).
What unfolded was ironic and tragic. Because the new bank was liberal with its funds,
the projectors were able to get the capital they needed. This, in turn, allowed the rival
banks that had been caught up in the scheme to get their money out. This fresh line of
credit from this new bank “enabled them [(the projectors)] to carry on their projects for
about two years longer than they could otherwise have done. . . . so that when ruin came,
it fell so much the heavier both upon them and upon their creditors” (WN, 315). This Ayr
Bank mess was only the most recent example of the dangers of excess paper. Smith cites
John Law’s “Mississippi scheme [as the classic example of capital market folly, calling it]
the most extravagant project both of banking and stock-jobbing that, perhaps, the world
ever saw” (WN, 317).
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Bank of England “acts, not only as an ordinary bank, but as a great engine
of state” (WN, 320). The public trust in the bank is based on the warrant
of the British government so “[t]he stability of the bank of England is
equal to that of the British government” (WN, 320). But whether it be
the Bank of England or a private bank, according to Smith, one principle
underlies the contribution of a banking system to enhancing the wealth
of the nation – it facilitates the instrumental role of money in the progress
of opulence:

It is not by augmenting the capital of the country, but by rendering a greater part
of that capital active and productive than would otherwise be so, that the most
judicious operations of banking can increase the industry of a country. . . . The
judicious operations of banking, by substituting paper in the room of a great part
of . . . [the nations stock of] gold and silver, enables the country to convert a great
part of this dead stock into active and productive stock; into stock that produces
something for the country. The gold and silver money which circulates in any
country may very properly be compared to a highway, which, while it circulates
and carries to market all the grass and corn of the country, produces itself not a
single pile of either. The judicious operations of banking, by providing, if I may
be allowed so violent a metaphor, a sort of wagon-way through the air; enable the
country to convert, as it were, a great part of its highways into green pastures and
corn fields, and thereby to increase very considerably the annual produce of its
land and labour. The commerce and industry of the country, however, it must be
acknowledged, though they may be somewhat augmented, cannot be altogether
so secure, when they are as thus, as it were, suspended upon the Daedalian wings
of paper money, as when they travel about upon the solid ground of gold and
silver. (WN, 320, 321)

Lack of judiciousness is only one of the problems with paper money
that makes its Daedalian wings a less secure carrier of commerce than the
solid ground of gold and silver. Smith cites two other concerns.

One is the vulnerability of such a system in time of war: If an enemy
captures the reserves that underlie the circulating paper, then the confi-
dence in the system is destroyed and the nation’s ability to carry on public
and private exchanges is undermined with the collapse of its currency.

Another concern is the appropriate denominations of paper currency:
The wholesale trade can be transacted with bills of large denomination
since the transactions are themselves large. Retail, being generally small
transactions, requires smaller denominations that move at a faster veloc-
ity. Smith believes that such small denominations are problematic because
they can be issued by small, unscrupulous banks that do not hold adequate
reserves. A collapse of these small bills can lead to “a very great calamity
to many poor people. . . . ” (WN, 323). Noting that “[p]aper money may be



P1: IWV
0521852471c06.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 21:45

148 Adam Smith’s Moral Philosophy

so regulated, as . . . to confine itself very much to the circulation between
the different dealers” (WN, 322), he asserts that this is precisely what
should be done.

This is government intervention in the liberal system, so Smith feels
compelled to explain further:

Such regulations may, no doubt, be considered as in some respect a violation of
natural liberty. But those exertions of the natural liberty of a few individuals, which
might endanger the security of the whole society, are, and ought to be, restrained
by the laws of all governments; of the most free, as well as of the most despotical.
The obligation of building party walls, in order to prevent the communication of
fire, is a violation of natural liberty, exactly of the same kind with the regulations
of the banking trade which are here proposed. (WN, 324)

Smith’s need to explain his position and the explanation itself are worthy
of note.

As described in Chapter One, natural liberty is among Smith’s dearest
values. Indeed, the raison d’etre of his moral philosophy is to describe the
hope of the human prospect: an evolution of humankind toward the ideal
“liberal plan of equality, liberty and justice” (WN, 664). However, also
central to his moral philosophy is the view that humankind is only in the
course of that evolution, and that the ideal is a limit, not an achievable
end. Along the way, human frailty can distort or even destroy progress.
In Smith’s analysis, institutions are instrumental, and those instruments
function constructively to the degree that they establish conditions that
offset the negative effects of human frailty. In the domain of positive
law, this implies that laws are sometimes required that are not entirely
consistent with that system of natural jurisprudence which would prevail
in an ideal world. Smith believes this paper money issue is just such a
case.15 The possibility of unscrupulous banking behavior makes restricting
the denominations a good policy.

All these dangers of the Daedalian wings notwithstanding, Smith be-
lieves that a properly regulated paper money is good for an economy.
To those who argue that expanding the money supply with paper is in-
variably inflationary, Smith says it need not be so. He cites the Scottish
experience to support his contention. Prices have not risen, he asserts,
with the expansion of paper in Scotland. Indeed, they have fallen. The
only exception being in “1751 and in 1752, when . . . there was a very sen-
sible rise in the price of provisions, owing, probably, to the badness of the
seasons, and not to the multiplication of paper money” (WN, 325).

15 As we’ll see shortly, a limitation on the rate of interest is another.



P1: IWV
0521852471c06.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 21:45

On The Role of Capital in the Progress of Opulence 149

The perverse effect of paper money on prices is not, according to Smith,
inherent in the concept. It is a function of a corrupt execution of the
issue. He cites the American colonies as an example of such a corruption.
There, the corruption involved “government paper, of which the payment
was not exigible till several years after it was issued [(so it is inherently
discounted)] . . . [but which was, by law] a legal tender of payment for
the full value for which it was issued” (WN, 326). This abuse of paper
money was, according to Smith, “an act of such violent injustice, as has
scarce, perhaps, been attempted by the government of any other country
which pretended to be free” (WN, 326). He agrees with the “honest and
downright Doctor Douglas . . . [that] it was, a scheme of fraudulent debtors
to cheat their creditors” (WN, 326).

Here, again, we hear a theme that weaves its way through Smith’s moral
philosophy. Factions can and do use government to implement schemes
to defraud and cheat the public. Thus government can be a destructive
instrument, as in this case of using paper money to cheat creditors . . . or it
can be a tool for constructive policy such as when, in response to this abuse
by colonial governments, the British parliament removed the colonies’
right to issue legal tender.16

Smith spends a good deal of ink on paper money because he believes
it is an essential instrument for capital mobilization. He establishes two
basic principles that a private banking system should follow in order to
constructively issue and administer such paper. First, the paper issued by
banks should be of large denominations payable immediately and uncon-
ditionally in full upon demand. This will insure the security of the public.
Second, competition among banks is desirable, so small is beautiful. A
system of small, competitive banks is at one and the same time more in-
formed of risks, more agile, and more responsive to customers. It is also
less vulnerable to catastrophic consequences of a single bank’s impru-
dence. “In general, if any branch of trade, or any division of labour, be
advantageous to the publick, the freer and more general the competition,
it will always be the more so” (WN, 329). Keen competition directs stock
to the employment of productive labor, and that is good for society.

Productive labor . . . unproductive labor . . . we now examine this dis-
tinction that is central to Smith’s analysis of capital and the progress of
opulence.

16 While Smith is wary of government, he believes that good government is essential for
humankind’s progress. He comes to believe as he grows older, however, that realizing
such a government requires noble, civic humanist leadership. More on this in Chapter
Eight.
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capital and productive versus unproductive labor

There is one sort of labour which adds to the value of the subject upon which it is
bestowed: There is another which has no such effect. The former, as it produces
value, may be called productive; the latter, unproductive labour. (WN, 330)

To understand this distinction between productive and unproductive
labor, a distinction that underlies Smith’s analysis in the WN, it is useful
to reflect on another of Smith’s distinctions, that between

� stock that is capital to the individual and
� stock that is capital for the nation.

Smith is careful to note that what functions as capital – i.e., yields
revenue – for the individual may not be capital for the nation. For example:
“Though a house . . . may yield a revenue to its proprietor, and thereby
serve in the function of capital to him, it cannot yield any to the pub-
lick, nor serve in the function of a capital to it, and the revenue of the
whole body of people can never be in the smallest degree increased by it”
(WN, 281).

This distinction between what is capital to the individual and what is
capital to the nation does not turn on whether the stock is useful. A house
is useful. It is not, however, capital to the nation because it is not one of
the Causes of the Wealth of Nations. The machinery of a workhouse is also
useful and, unlike the house, it is capital to the nation because through its
application in the process of production it is instrumental in generating
the national product. In Smith’s analysis, in order for stock to count as
capital in the larger, national frame it has to be engaged in the circuit of
production . . . reproducing and expanding the wealth of the nation with
each new circuit.

Similarly, the distinction between productive and unproductive labor
is not based on whether the labor is useful, but on how it is useful.

Productive labor is labor engaged in the circuit of production. It is
“productive” because its activity both replaces the stock required to pro-
duce itself and adds to the stock that can be used for further production
in the next circuit. It “promotes industry; and though it increases the con-
sumption of the society, it provides a permanent fund for supporting that
consumption, the people who consume reproducing, with a profit, the
whole value of their annual consumption” (WN, 295).

Unproductive labor can be useful labor. Indeed, in some cases it
is essential for society. But it does not contribute to The Wealth of
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Nations because it is not labor engaged in the expanding circuit of
production:

The sovereign, for example, with all the officers both of justice and war who
serve under him, the whole army and navy, are unproductive labour. . . . In the
same class must be ranked, some both of the gravest and most important, and
some of the most frivolous professions: churchmen, lawyers, physicians, men of
letters of all kinds; players, buffoons, musicians, opera-singers, opera-dancers, &c.
(WN, 330–1)

These labors do not replace the stock used to cover their own cost, much
less add to the nation’s stock for production in the subsequent circuit.17

Thus, unlike productive labor, which sustains or expands the capital stock
as it flows through the circuit of production, unproductive labor dimin-
ishes that stock by diverting resources from that circuit.18

The current level of opulence is maintained by employing productive
labor that constantly replenishes the capital stock. The progress of op-
ulence is fueled when that stock is augmented from the net product to
employ even more productive labor or to enhance the productivity of
that labor in each successive circuit of production by improving the fixed
capital.

To illustrate this point, Smith contrasts the current state of the “opulent
countries of Europe” with their condition in feudal times. In those earlier
times, given the predilection of men for consumption, the insecurity of
the times, and the lack of opportunities for productive applications, the

17 Clearly human capital investments fit into Smith’s conception of capital, but here he
cites, among the professions that are unproductive labor and thus outside the circuit
of production “physicians [and] men of letters of all kinds” (WN, 331). Why isn’t this
productive labor? I think his categorization here turns on the notion that the return from
the investment in these skills is too lagged to be available in the next circuit of production.
It does not replenish and augment itself for the next circuit and thus it is outside of his
‘circuits of capital’ frame. I find this distinction problematic at best.

18 A reviewer questioned the fact that I don’t make use of the “tangible” versus “intangi-
ble” distinction as I present my analysis of productive and unproductive labor in Smith.
I appreciate the reviewer’s point that this is a common distinction in the literature. My
decision to avoid this tangible/intangible distinction is primarily stylistic. I do not think
it is a sufficiently sharp distinction to capture Smith’s meaning.

It is certainly true that the production of intangibles is unproductive labor because
these intangibles cannot be accumulated and thus cannot contribute to the circuit of pro-
duction. It does not follow, however, that labor expended on tangible items is invariably
productive labor. Although the tangible can be accumulated and thus can contribute to
the circuit of production – making the labor spent on it productive labor – there can be
tangible production that does not represent the output of productive labor because that
output is not thrown back into the circuit of production as capital. As we will see in the
next Chapter, Smith cites the labor expended on the feudal manors as a case in point.
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net product was largely expended on unproductive labor: retainers and
tenants, individuals dependent on the lord for their livelihood. The stagna-
tion of those times was further exacerbated by the fact those dependents,
lacking incentive, were indeed very unproductive. In feudal society, those
many who were dependent upon the lord were “in general idle, dissolute,
and poor. . . . ” “It is better, says the proverb, to play for nothing, than to
work for nothing” (WN, 335). The only engaged working class of those
days was found in the “mercantile and manufacturing towns” where men
were employed by capital – that is, employed in an expanding circuit of
production, augmenting capital rather consuming all of the fruits of their
production (WN, 335).19

capital accumulation and incentives: ethics and “bettering
one’s condition”

Clearly, the key to the progress of opulence lies in expanding the capital
stock of the nation. So how, according to Smith, is that accomplished?

Capitals are increased by parsimony, and diminished by prodigality and
misconduct. . . . Parsimony, and not industry, is the immediate cause of the increase
of capital. Industry, indeed, provides the subject which parsimony accumulates.
But whatever industry might acquire, if parsimony did not save and store it up,
the capital would never be the greater. (WN, 337)20

Here, again, in the context of his analysis of capital, we are reminded
that Smith is a moral philosopher. The key to expanding The Wealth of
Nations is ethics, in this case parsimony. Parsimony is an expression of pru-
dence, and prudence is a mature manifestation of self-love, one of Smith’s
sentiments. In his Theory of Moral Sentiments, Smith writes that the pru-
dent man demonstrates a “steadfastness of . . . industry and frugality, in
his steadily sacrificing the ease and enjoyment of the present moment for
the probable expectation of the still greater ease and enjoyment of a more
distant but more lasting period of time. . . . ” (TMS, 215).

19 “The proportion between capital and revenue [supporting workers] . . . seems every
where to regulate the proportion between industry and idleness. Wherever capital pre-
dominates, industry prevails: wherever revenue, idleness” (WN, 337).

20 Smith attributes the confusion of the Physiocrats to the fact that agriculture is an ex-
ception to this general principle. Thanks to the natural productivity of agriculture, while
“[a]rtificers, manufacturers, and merchants can augment the revenue and wealth of their
society by parsimony only . . . Farmers and country labourers, on the contrary, may enjoy
completely the whole funds destined for their own subsistence, and yet augment at the
same time the revenue and wealth of their society” (WN, 668).
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At the heart of Smith’s representation of The Nature and Causes of
The Wealth of Nations is his analysis of how independent, productive
labor financed by a growing accumulation of capital expands the wealth
of a nation. Now we see how that heart is guided by a moral philosophical
soul. The wealth of a nation is ultimately a function of the character and
condition of its citizens: Only a free, secure, independent people have
the incentive to work hard and the confidence to accumulate capital and
to seize opportunities presented by markets. Only an ethically mature
citizenry embodies the justice necessary to insure security, the prudence
necessary to be parsimonious, and thus the ethics that are essential to
grow the capital stock of the nation.21 One can hear the moral standing
of parsimony in Smith’s words on frugality and prodigality:

By what the frugal man annually saves, he not only affords maintenance to an
additional number of productive hands, for the ensuing year, but . . . he establishes
as it were a perpetual fund for the maintenance of an equal number in all times
to come. . . .

The prodigal . . . [b]y not confining his expense within his income . . . encroaches
upon his capital. . . . [H]e pays the wages of idleness with those funds which the
frugality of his forefathers had, as it were, consecrated to the maintenance of
industry. By diminishing the funds destined for the employment of productive
labour, he necessarily diminishes, so far as it depends upon him, the quantity of
that labour which adds a value to the subject upon which it is bestowed, and
consequently, the value of the annual produce of the land and labour of the whole
country, the real wealth and revenue of its inhabitants. (WN, 338, 339)

The prodigal who spends the gold and silver generated by the pro-
ductive enterprises of his predecessors on the consumption of domestic
products does keep that specie in his nation, but he is not doing his na-
tion a favor. With each such cycle, the capital stock and thus the real
productive capacity of the nation is diminished. With less to buy domes-
tically, specie “will, in spite of all laws and prohibitions, be sent abroad,
and employed in purchasing consumable goods which may be of some
use at home” (WN, 340). Thus, prodigality brings decline and, contrary
to early mercantile thought, “[t]he exportation of gold and silver is, in
this case, not the cause, but the effect of . . . [this] declension. . . . ” (WN,
340). In contrast, where parsimony expands the capital stock and thus the
production of the economy, this increase in goods “will require a greater
quantity of money to circulate them. . . . The increase of those metals will,

21 “The laws of justice would encourage the extension of a complex web of trade and
production, while the other virtues [prudence] would help augment the capital stock and
put the economy into rapid motion” (Fitzgibbons, 125).
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in this case, be the effect, not [as mercantilists argue] the cause, of the
publick prosperity” (WN, 340).22

Smith does not believe that such saving by the parsimonious person
diminishes demand. Rather, this saving becomes capital stock that flows
into the hands of productive laborers who use that stock to support them-
selves.

What is annually saved is as regularly consumed as what is annually spent, and
nearly at the same time too; but it is consumed by a different set of people. (WN,
337–8)

Ultimately, “[t]he consumption is the same [“food, cloathing, and lodg-
ing”], but the consumers are different” (WN, 338). When the circuits of
production are filled with capital, the production of that “food, cloathing,
and lodging” is greatest, and the condition of the working class, those who
do most of the producing in any society, is best.

Prudence is essential if this desirable end is to be realized and, as is so
often the case in Smith’s moral philosophy, the benevolent deity does not
leave the human prospect that requires such prudence to the vagaries of
human wisdom. Rather, the deity has designed propensities and desires
into human nature that encourage and reinforce such constructive behav-
iors (recall the “oeconomy of nature” (TMS, 77)). In the case of frugality,
it is not only moral to be prudent, it is encouraged by our natural desire
for “bettering our condition . . . [For a]n augmentation of fortune is the
means by which the greater part of men propose and wish to better their
condition” (WN, 341). This desire and the ethic it nurtures make Smith
sanguine with respect to private accumulation and the capital stock.

Prodigality certainly exists and projectors will always be sinking capital
into “injudicious and unsuccessful project[s]” (WN, 341), so there will
always be forces reducing the capital stock. But private individuals have
the incentive and the imagination to accumulate and, as society matures,
so too do individuals’ ethics, including prudence. Given this incentive and
this ethic, Smith envisions the net effect of private behavior on the capital
stock as progressively more positive. The real danger to the capital stock
and thus to the progress of opulence of a nation is, according to Smith,
not individual prodigality. It is government prodigality.

Great nations are never impoverished by private, though they sometimes are
by publick prodigality and misconduct. The whole, or almost the whole publick

22 Here, Smith is anticipating the attack he makes on mercantile logic in WN, Book IV,
presented here in Chapter Eight.
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revenue, is in most countries employed in maintaining unproductive hands. Such
are the people who compose a numerous and splendid court, a great ecclesiastical
establishment, great fleets and armies, who in time of peace produce nothing, and
in time of war acquire nothing which can compensate the expense of maintaining
them, even while the war lasts. (WN, 342)23

Here, again, we see a theme of Smith’s moral philosophy: A society’s
progress ultimately depends not on institutional government but on in-
dividual citizens’ self-government; on their civic ethics. He passionately
asserts that the progress of great nations is attributable to the “frugality
and good conduct of individuals” (WN, 342) who, given their parsimony
and their desire to better their condition, accumulate capital at a rate suf-
ficient to offset the perverse effects of other individuals. Government is
instrumental and that instrument can either be constructive or destructive.
Thanks to the “oeconomy of nature,” government need not be perfect, it
need only be constructive for progress to be possible:

[T]he natural effort which every man is continually making to better his own
condition is a principle of preservation capable of preventing and correcting, in
many respects, the bad effects of [bad policy] . . . If a nation could not prosper
without the enjoyment of perfect liberty and perfect justice, there is not in the
world a nation which could ever have prospered. In the political body, however,
the wisdom of nature has fortunately made ample provision for remedying many
of the bad effects of the folly and injustice of man, in the same manner as it
has done in the natural body for remedying those of his sloth and intemperance.
(WN, 674)

However, sometimes governments do destroy progress. In those cases,
such nations will be left behind in the course of humankind’s evolution
by natural selection. In Chapter Three, we saw Smith’s story of China and
Bengal as examples of artificial limits imposed on a nation’s progress by
perverse laws and institutions. In Chapter Eight, we’ll see that Smith’s
growing concern that mercantile policies might have just such an effect
in Britain drives the evolution of his work from 1775 on.

Smith summarizes his analysis of accumulation, capital stock and pro-
ductive labor as follows:

The annual produce of the land and labour of any nation can be increased in its
value by no other means, but by increasing either the number of its productive
labourers, or the productive power of those labourers who had before been em-
ployed. The number of its productive labourers, it is evident, can never be much

23 As Chapter Eight demonstrates, the effect of mercantile-inspired wars on public debt is
central to Smith’s WN, Book IV attack on the mercantile system in Britain.
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increased, but in consequence of an increase of capital, or of the funds destined
for maintaining them. The productive powers of the same number of labourers
cannot be increased, but in consequence either of some addition and improve-
ment to those machines and instruments which facilitate and abridge labour; or
of a more proper division and distribution of employment. In either case an ad-
ditional capital is almost always required. (WN, 343)

To establish the credibility of his analysis of the role of capital in the
progress of opulence, Smith offers a brief description of how this progress
unfolded in England. He begins, however, with a caveat. Because the
progress of opulence made possible by accumulation, increasing capital
stock, and an increase in productive labor “is frequently so gradual, that,
at near periods, the improvement is not . . . sensible” (WN, 343) or may
even be overshadowed by short-term declines, it is necessary to “compare
the state of the country at periods somewhat distant from one another”
(WN, 343).

This point is relevant not only to the example at hand, but also to
Smith’s larger moral philosophical vision. When representing the power
of his general principles, he focuses on long rather than short historical
intervals because his vision, and thus his moral philosophical analysis,
encompasses the long flow of humankind’s evolution. Short periods are
no test of the persuasiveness of such an analysis except to demonstrate its
ability to deal with distortions, because in such a frame, the larger patterns
may not be observable due to such distortions. Indeed, as we will see in
Chapter Seven, in “shorter” frames, the larger patterns may even be so
distorted as to be inverted.

Returning to the case in point, Smith asserts that the “annual produce
of the land and labour of England” (WN, 344) is certainly more than it
was a century ago, a century ago it was greater than it had been a century
before that, and even then it was greater than at the time of the Norman
conquest. In sum, the general trend of England’s wealth over the long term
has been growth. This in spite of public and private prodigality, wars, and
civil unrest, all of which are impediments to the growth of capital and
much of which has been attributable to the government.24

But though the profusion of government must, undoubtedly, have retarded the
natural progress of England toward wealth and improvement, it has not been able

24 He is particularly keen to point out the immense cost of “four French wars” (1688, 1702,
1742, 1756) for which “the nation has contracted more than a hundred and forty-five
million of debt. . . . ” (WN, 345). This particular example anticipates his scathing attack
on the mercantile system, for he blames this public profligacy on the political power of
those private interests . . . more on this in Chapter Eight.
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to stop it. . . . In the midst of all the exactions of government . . . capital has been
silently and gradually accumulated by the private frugality and good conduct
of individuals, by their universal, continual, and uninterrupted effort to better
their condition. It is this effort, protected by law and allowed by liberty to exert
itself in the manner that is most advantageous, which has maintained the progress
of England towards opulence and improvement in almost all former times, and
which, it is to be hoped, will do so in all future times. (WN, 345)

It is valuable to pause here and consider again Smith’s conception of
government. In the quotation just cited he clearly blames government for
retarding natural progress. Yet, in the same quotation, he attributes the
private accumulation to the fact that it is “protected by law and allowed
by liberty.” This law and this liberty are also a function of government.

Not all governments afford such security. As we’ve seen in Chapter
Three, Smith believes that among the nations of his day, Great Britain
enjoys the greatest progress because, all of its foolish wars and regulations
notwithstanding, it enjoys the best government humankind has produced.
Smith’s views on government are not simply summed up by the Physio-
cratic term “laissez-faire.” Government can be a destructive instrument,
but progress is only possible where government functions as a construc-
tive instrument.

We’ll return to Smith’s views on the role of government in Chapter
Nine, but at this point one thing is clear about the relationship Smith en-
visions between government and the economy. The government should
never try to micromanage the economy: “It is the highest impertinence
and presumption . . . in kings and ministers, to pretend to watch over the
economy of private people” (WN, 346). For example, lenders and bor-
rowers should be generally free to interact in a competitive market so
that capital flows to its best advantage.

capital and interest

A lender always sees that “stock . . . lent at interest . . . as a capital” (WN,
350), but the borrower may actually use that stock as capital or for im-
mediate consumption. Here, again, we see the distinction Smith makes
between what is capital to the individual and what is capital to the nation.
If stock lent at interest is used for consumption, it may pay interest but it
is not capital in Smith’s analysis. Fortunately for the economy, according
to Smith, such lending is not the norm.

Smith refers to those who lend stock at interest as “the monied in-
terest” (WN, 351). He is careful to note that although it is money that
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exchanges hands, “what the borrower really wants, and what the lender
really supplies him with, is, not the money, but the money’s worth. . . . ”
(WN, 351). The terms of such a loan require that the borrower return the
full portion borrowed; Smith refers to this as “the repayment” and, in
addition, “a smaller portion, called the interest” (WN, 352).

With the progress of opulence, the general stock of capital in a nation
grows and so does the stock of capital available for loan by the monied
interest. As the liquid capital of a nation deepens, “[i]t becomes gradually
more and more difficult to find within the country a profitable method
of employing any new capital” (WN, 352–3). This gives rise to an in-
creasingly fierce “competition between different capitals” (WN, 353), a
competition that unfolds in both the product and the factor markets. On
the product side, the competition is over market share and the only way to
succeed, or even survive, is “by dealing on more reasonable terms” (WN,
353). This becomes one jaw of a vise that squeezes profits and, in turn,
interest.

The other jaw of this vise is in the factor market for “[h]e must not
only sell what he deals in somewhat cheaper, but in order to get it to sell,
he must sometimes buy it somewhat dearer” (WN, 353). For example,
capitals must compete with one another for the available labor. “Their
competition raises the wages of labour, and sinks the profits of stock.
But when the profits which can be made by the use of capital are in this
manner diminished, as it were, at both ends [(in the product and factor
markets)], the price which can be paid for the use of it, that is, the rate of
interest, must necessarily be diminished with them” (WN, 353).

Thus, “[a]s the quantity of stock to be lent at interest increases, the in-
terest, or the price which must be paid for the use of that stock necessarily
diminishes. . . . ” (WN, 352). This is the natural course of events when mar-
kets are functioning in a constructive environment. And, as Smith sees
it, this natural course is a good course because, like rent, interest is “a
monopoly price” (WN, 161). Thus its diminution reduces an unearned
return without reducing the incentive for industry.25

His analysis of interest brings Smith to the issue of usury laws.26 Such
laws are, according to Smith, perverse. They do not eliminate lending,
they simply add a risk premium to the rate of interest. But although he
is against usury laws that totally outlaw interest, he is not against fixing a

25 This point is central to Smith’s presentation in Book V, covered in Chapter Nine here,
on the “Taxes on Profit” (WN, 847).

26 Maria Pia Paganelli (2003) makes a very nice contribution on this issue.
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legal ceiling on the rate of interest so long as that ceiling is “not too much
above the lowest market rate” (WN, 357).

Smith advocates this ceiling because he is concerned about the ef-
fect of projectors who, with an unrealistic estimation of their proba-
bility of success (“their golden dreams” (WN, 310)), seek capital for
fruitless schemes from banks that are too big to accurately assess their
worthiness. This combination leads to perversely high interest rates as
the projectors outbid the more sober investors for a share of the available
capital.

If the legal rate of interest in Great Britain, for example, was fixed so high as eight
or ten per cent., the greater part of the money which was to be lent, would be lent
to prodigals and projectors, who alone would be willing to give this high interest.
Sober people, who will give for the use of money no more than a part of what
they are likely to make by the use of it, would not venture into the competition.
(WN, 357)

Having described the case of banks being duped by schemes for drawing
and re-drawing bills of exchange, he has established the fact that banks
are not always wise in their lending. He argues, therefore, for limiting the
rate of interest because, in his view, “[w]here the legal rate of interest . . . is
fixed but a very little above the lowest market rate, sober people
are universally preferred, as borrowers, to prodigals and projectors”
(WN, 357).27 Again, we see prudent government intervention as a break
on the effect of human frailty, in this case the human inclination to over-
estimate one’s own prospects.

capital deepening, overflows, expanding circuits,
and the natural progress of opulence: the
globalization of capital flows and trade

As we’ve seen, in an undistorted, secure environment, capital is accumu-
lated and flows to its best advantage. This secure accumulation and free
flow provide the fuel for the natural progress of opulence. Thus, a logical
way to trace and analyze the natural progress of The Wealth of Nations
is to describe and explain the succession of circuits into which capital
flows in an undistorted, secure environment. This is precisely how Smith
proceeds.

27 Again, as with the denomination of bills (WN, 324), we hear Smith calling for regulation.
In this case, his advocacy of the regulation of interest rates is, no doubt, also a function
of his view that interest is, like rent, a monopoly price. (WN, 847–8).
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He begins by citing three applications of a nation’s capital. It can be
used to:

� “improve and cultivate all its lands,”
� “manufacture and prepare their whole rude produce for immediate

use and consumption,”
� “transport the surplus part either of the rude or manufactured produce

to those distant markets where it can be exchanged for something for
which there is a demand at home” (WN, 365). He refers to this last as
the “wholesale trade” (WN, 368).

According to Smith, capital naturally flows first into agriculture be-
cause, thanks to the labor of nature, agriculture is initially the most pro-
ductive application of capital.28 Then, as the capital stock in agriculture
grows deeper, the rate of return in agriculture falls and, at some point,
the capital spills out of agriculture and into manufacturing, where it grows
with each successive circuit of production.

This much is a review of the analysis Smith has presented earlier, in WN
Book II. Now, with his analysis of money and particularly the role of paper
money in place, Smith opens up his analysis to explore the globalization
of capital flows and trade in his Inquiry into the Nature and Causes of the
Wealth of Nations.

With successive circuits of production in the manufacturing sector, the
capital stock continues to deepen and, at some point, it begins to spill out
into the wholesale trade. Ceteris paribus, capital flows there last because
this application “has the least effect [is least productive] of any of the
three” (WN, 366).

Smith subdivides this wholesale trade into three categories:

� “the home trade,
� the foreign trade of consumption, and
� the carrying trade” (WN, 368).

He distinguishes these three categories of trade along two dimensions:
the quantity of domestic productive labor each engages and the veloc-
ity with which capital makes the circuit. (He introduces risk later. See
Chapter Seven in this volume.29) In comparing the home and the foreign

28 He cites the American colonies as evidence of this writing: “It has been the principal
cause of the rapid progress of our American colonies towards wealth and greatness, that
almost their whole capitals have hitherto been employed in agriculture” (WN, 366).

29 Smith introduces and develops one more consideration that reinforces the order of pri-
ority, the risk of capital loss, in Books III (see WN, 377–9) and IV (see WN, 628–9). He
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trade of consumption with regard to the quantity of domestic produc-
tive labor each respectively engages, Smith says that the former is more
advantageous to the nation because all of the capital is engaged in em-
ploying domestic productive labor, whereas in the latter case, only half is
so employed. With respect to velocity, the speed of a circuit, he writes:

[T]he returns of the foreign trade of consumption are very seldom so quick as
those of the home-trade. The returns of the home-trade generally come in before
the end of the year, and sometimes three or four times in the year. The returns of
the foreign trade of consumption seldom come in before the end of the year, and
sometimes not till after two or three years. A capital, therefore, employed in the
home-trade will sometimes make twelve operations, or be sent out and returned
twelve times, before a capital employed in the foreign trade of consumption has
made one. If capitals are equal, therefore, the one will give four and twenty times
more encouragement and support to the industry of the country than the other.
(WN, 368–9)30

Extending the comparison, the carrying trade is least advantageous to the
nation because it uses capital to support the least domestic productive
labor (the products beings transported are all being produced by foreign
workers), and it has the slowest velocity because it involves the longest
circuit.

Given that the greatest velocity of trade is in the inner, domestic cir-
cuit, from the perspective of the holder of capital the best returns are to
be had, at least initially, in the home trade . . . so, ceteris paribus, capital
will initially stay home. This is good for the wealth of the nation: “The
capital . . . employed in the home-trade of any country will generally give
encouragement and support to a greater quantity of productive labour in
that country, and increase the value of its annual produce more than an
equal capital employed in the foreign trade. . . . ” (WN, 371).

However, as the stock of the capital in the domestic economy deepens,
the rate of return on that capital falls. At some point, this fall will make
the returns from the foreign trade in consumption attractive. Capital will
spill into this wider circuit as the interests of the merchant holders of
liquid, mobile capital induce them to seek these now-attractive returns.

asserts there that it is most commonly the case that the closer capital stays to home, the
less risky, so, ceteris paribus, home is less risky than foreign trade in consumption, is less
risky than carrying trade. This analysis will be presented in Chapter Seven.

30 He goes on to note that “round-about foreign trade of consumption” (WN, 602), like the
famous triangle trade with the American colonies, is even slower than normal foreign
trade. This reference anticipates the argument he will make (WN Book IV; Chapter Eight
here) about the foolishness of mercantile policies that force British capital into that “one
great channel” that serves their private interest (WN, 604).
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“[T]he capital employed in this latter [foreign] trade [of consump-
tion] has . . . [an] advantage over equal capital employed in the carry-
ing trade. . . . ” (WN, 371–2), but this advantage diminishes with progress.
Each new circuit of capital deepens the stock, and as the stock of capital
deepens in these first two circuits of trade – home and foreign trade in
consumption – the rate of return falls. At some point, the capital in these
first two circuits becomes so deep and the rate of return so low, that “the
surplus part of it naturally disgorges itself into the carrying trade. . . . ”
(WN, 373).

In sum, as capital stock of a country deepens, it successively fills each
of these circuits and then spills into the next. This is good for the nation
according to Smith:

Each of these different branches of trade . . . is not only advantageous, but neces-
sary and unavoidable, when the course of things without constraint or violence,
naturally introduces it. (WN, 372)

As always in Smith, the good ultimately follows from the natural. In this
case, it comes “when the course of things without constraint or violence,
naturally introduces it.”

on the capital market, the ideal and its distortion

Smith’s analysis of capital can be summarized briefly as follows. Produc-
tive labor is the source of the wealth of a nation. The share of the accu-
mulation that is allocated to the capital stock determines the resources
available to employ productive labor and to buy the tools, etc. that de-
termine the productivity of that labor. Given laws and institutions that
insure liberty and justice for all, secure, independent, ethically mature
(prudent) citizens will accumulate capital stock and allocate it to their
best advantage. Capital will naturally flow first into agriculture, then into
manufacturing, then into subsequent circuits of trade: home, foreign con-
sumption, carrying. This dynamic is consistent with the production of the
greatest wealth for the nation because this flow, motivated by the self-
interest of the participants, always takes capital to its most productive
allocation.

In WN Book IV, as he analyzes the perverse consequences of mer-
cantile policies that distort capital flows, Smith refers back to his analysis
of natural, unimpeded capital flows31 and concludes with that most

31 Complemented in WN Book IV by risk considerations.
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famous of Smithian images:

As every individual . . . endeavours as much as he can both to employ his capital in
the support of domestick industry, and so to direct that industry that its produce
may be of the greatest value; every individual necessarily labours to render the
annual revenue of society as great as he can. He generally, indeed, neither intends
to promote the publick interest, nor knows how he is promoting it. By preferring
the support of domestick to that of foreign industry, he intends only his own
security; and by directing that industry in such a manner as its produce may be
of the greatest value, he intends only his own gain,32 and he is in this, as in many
other cases, led by an invisible hand to promote an end which was no part of his
intention. (WN, 456)

This invisible hand is not, as the modern discourse generally suggests,
the magic of a market economy at work. That is but one of its handiworks.
This invisible hand is for Smith the hand of the deity that designed the
“oeconomy of nature” (TMS, 77) and those invisible “connecting princi-
ples” (HA, 45) that guide humankind’s evolution.33 Where that design is
least distorted by human frailty, the progress of opulence proceeds most
successfully.

In the course of this progress, distribution becomes more just: With
each circuit, as the stock of capital deepens, more capital competes for
the available labor. As a consequence, wages rise and the rate of profit
falls. Thus, the natural progress of opulence brings workers a better life34

and, in a nation that has “acquired its full complement of riches . . . the
ordinary rate of clear profit . . . is very small, so that usual market rate of
interest which could be afforded out if it, would be so low as to render
it impossible for any but the very wealthiest people [among “the monied
interest” (WN, 351)] to live upon the interest of their money” (WN, 113).

Progress also extends the nexus of trade and, in the process, capital
flows from nations with more capital resources to nations with less of
those resources. This, in turn, means that the benefits of accumulation are
extended globally. This expanding nexus of trade makes all nations in this

32 “The consideration of his own private profit, is the sole motive which determines the
owner of any capital to employ it either in agriculture, in manufactures, or in some partic-
ular branch of the wholesale or retail trade. The different quantities of productive labour
which it may put into motion, and the different values which it may add to the annual
produce of the land and labour of the society, according as it is employed in one or other
of those different ways, never enter into his thoughts” (WN, 373–4).

33 I do not think Smith’s “image of the invisible hand is best interpreted as a mildly ironic
joke” (Rothschild, 116).

34 As I explained in Chapter One and as Muller writes: “Their welfare [that of the working
class] is the prime concern of economic policy, as Smith conceived it” (Muller, 1993, 75).
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net interdependent. This interdependence can, in turn, ameliorate the
asymmetries in international power.35 As Smith writes when describing
the forces that might reduce the colonial hegemony Europe enjoyed over
much of the world in his day:

Hereafter, perhaps, the natives of those countries may grow stronger, or those
of Europe may grow weaker, and the inhabitants of all the different quarters of
the world may arrive at that equality of courage and force which, by inspiring
mutual fear, can alone overawe the injustice of independent nations into some
sort of respect for the rights of one another. But nothing seems more likely to
establish this equality of force than that mutual communication of knowledge and
of all sorts of improvements which an extensive commerce from all countries to
all countries naturally, or rather necessarily, carries along with it. (WN, 626–7)

This, in turn, might lead to a system of international relations that re-
quires much less expenditure on what Smith considered very expensive
unproductive labor – the military. As Haakonssen writes, Smith believes
that:

free trade is more likely than anything else to further that integration between
nations which tends to make their relations more a matter for diplomacy than for
the military. (Haakonssen, 1981, 180)

These images represent for Smith the human prospect: The liberal
plan, the progress of opulence, a more just distribution, and, with the
globalization of this process, more wealth and less war. But Smith is not
Pollyanna. He fully appreciated that:

� This is an ideal vision.
� Reality is a long way from this ideal.
� The ideal is a limit we can approximate but never achieve.
� We will always have to deal with the reality of human frailty.

At the end of WN Book II, having laid out the role of capital and the
natural path that the progress of opulence would follow if capital were
secure and free, Smith observes that events in Europe have not, in fact,
followed this natural path. Book II closes with the following words:

What circumstances in the policy of Europe have given the trades which are carried
on in towns so great an advantage over that which is carried on in the country,

35 It should be noted that whereas Smith would reject Marx’s view that concentrations of
capital are an inevitable product of the capitalist mode of production, Smith did share
concern with Marx (nascent in Smith) that concentrated control over and the associated
constrained access to capital is problematic for a liberal system and can occur if the laws
and institutions allow. I return to this issue in Chapter Twelve.
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that private persons frequently find it more for their advantage to employ their
capitals in the most distant carrying trades of Asia and America, than in the
improvement and cultivation of the most fertile fields in their own neighborhood,
I shall endeavour to explain at full length in the following two books. (WN, 374–5)

This transition from Books I and II to Books III and IV of The Wealth
of Nations represents Smith’s approach to moral philosophy beautifully.
Having, in WN Books I and II, laid out the general principles and the
conjectural history, the natural progress, they imply; with this frame of
reference in place, in WN Book III Smith moves from conjectural history
to a narrative history of unnatural progress of Europe, and in WN Book
IV he presents a narrative history of the evolution of commercial policy in
England. Pocock writes of this same transition when it appears in Smith’s
Lectures on Jurisprudence:

[I]n his Glasgow lectures [Smith] may be found speaking of ‘the history of
Europe’ and offering to give an account of it; and from the moment he does so, the
problem of the relation of natural to civil history, of philosophy to historiography,
is before us. . . . Smith . . . was not content to remain a theoretical historian; . . . [he]
offered to narrate, if not necessarily to unify, the histories of Europe and mankind.
(Pocock, 1999, 315)

Absolutely so. Recall Smith’s two history strategy described in Chapter
One.36 His conjectural history demonstrates the power of his principles to
explain the broad flow of humankind’s history, while his narrative of the
particular, unnatural events in recorded history demonstrates the power
of those same principles when the analysis is adjusted for the presence of
distortions.37

Having laid out the general principles that guide the progress of
opulence in WN Books I and II, including the general principle that
progress begins in agriculture and proceeds from there to the cities, in WN
Book III Smith turns to the sources of distortions of “the natural Progress
of Opulence” (WN, 376). To tell that story he narrates a history of Europe

36 Pocock writes that although Gibbon “names Hume and Robertson alongside Smith [as
noteworthy contributors to that “‘strong ray of philosophic light [that] has broke from
Scotland’” “‘[o]n this interesting subject, the progress of society in Europe’” (Gibbon
cited in Pocock, 1999, 309)] . . . he [Gibbon] names them first, because they are histo-
rians in the same sense that he is. Smith claimed no authority over civil history. . . . ”
(Pocock, 1999, 317). Smith is not an historian. History is instrumental in his work as a
moral philosopher.

37 With respect to those who “dismiss [“‘irregularities’ and ‘corruptions’” (Campbell, 1971,
55)] . . . as interesting irrelevances . . . [I agree with Campbell that f]ar from being irrele-
vant, these irregularities are, for Smith, crucial tests for his theory, and the more of them
he can explain the more secure he regards its empirical basis” (Campbell, 1971, 55).
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from the fall of Rome. In the process, he demonstrates how laws and in-
stitutions became severe impediments to the natural course of capital
accumulation and thus to the natural progress of opulence, and he de-
scribes the very unnatural turn of events that, nevertheless, made progress
possible. We now turn to that narrative.
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An Unnatural Path to Natural Progress

Smith Represents the Power of His Principles in
Book III of The Wealth of Nations

reviewing “the natural progress of opulence”

Smith titles Chapter 1 of WN Book III “Of the natural progress of opu-
lence” because therein he reviews the “general rule” (WN, 377) of “the
progress of opulence” that he has established in WN Book II: the progress
of opulence begins where the essentials of human life (“subsistence” (WN,
377)) are produced, in agriculture. It is from that foundation and with that
support that the production of commodities for “conveniency and luxury”
(WN, 377) follows.

Using Smith’s country/town dichotomy, progress begins in the country
and proceeds to the towns, where concentrations of people allow for
the finer division of labor and thus the production of more complex and
elegant goods. Variations on this pattern are feasible since towns can reach
beyond their immediate locale for sources of subsistence, but although
there are “considerable variations,” (WN, 377) these form “no exception
to the general rule” (WN, 377).

Here, as he reviews his representation of the “natural progress of op-
ulence” (WN, 376), Smith introduces the issue of risk. His risk analysis
complements those general principles he developed in WN Book II, and
it provides a segue to the narrative history he is about to tell.

Human beings are, according to Smith, naturally risk averse.1 As a
consequence,

[u]pon equal, or nearly equal profits, most men will chuse to employ their capitals
rather in improvement and cultivation of land, than either in the manufactures

1 It is an “order of things . . . promoted by the natural inclinations of man” (WN, 377) to,
ceteribus paribus, place one’s capital in the least risky position.

167
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or in foreign trade. The man who employs his capital in land, has it more under
his view and command, and his fortune is much less liable to accidents than that
of the trader, who is obliged frequently to commit it, not only to the wind and
the waves, but to the more uncertain elements of human folly and injustice, by
giving great credits in distant countries to men with whose character and situation
he can seldom be thoroughly acquainted. The capital of the landlord, on the
contrary, which is fixed in the improvement of land, seems to be as well secured
as the nature of human affairs can admit of.2 . . . In seeking for employment to a
capital, manufactures are, upon equal or nearly equal profits, naturally preferred
to foreign commerce, for the same reason that agriculture is naturally preferred
to manufactures. (WN, 377–8, 379)

Thus, risk aversion reinforces the general principle that the natural
progress of opulence begins with investments in agriculture and proceeds
to manufacturing and then to ever-expanding circuits of trade as capital
deepens and successively spills into each of these broader circuits. Or so
it would be,

[h]ad human institutions . . . never disturbed the natural course of things. . . . But
though this natural order of things must have taken place in some degree in
every . . . society, it has, in all the modern states of Europe been, in many respects,
entirely inverted. (WN, 378, 380)

With this turn, Smith moves from conjectural or theoretical to narrative
history. As he does so, he highlights the source of the distortions that dis-
turb “the natural course of things” and thus necessitate the turn: “human
institutions.” WN Books I and II lay out the general principles of natu-
ral progress. WN Book III presents a narrative history of the particular
unnatural process that led to progress in Europe.

All narrative history is particular. Every story is unique, driven by
the peculiarities of chance, circumstance, and intended and unintended
consequences of individuals’ choices at the time and place covered by
the narrative. Smith’s purpose in moving from theoretical to narrative
history is to demonstrate that his general principles regarding the natural
progress of opulence are applicable to particular cases, even those that
seem, on the face of it, to be entirely inconsistent with those principles, if
one adapts those general principles to the particular conditions prevailing
in that time and place.

In WN Book III, Smith traces the evolution of laws and institutions
in feudal Europe that led to unnatural progress. In this story, distorting

2 Smith also notes the “pleasures of country life”: “The beauty of the country, . . . the tran-
quility of the mind which it promises, and wherever the injustice of human laws do not
disturb it, the independency which it really affords. . . .” (WN, 378).
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laws and institutions caused the towns to progress before the country,
but those laws and institutions ultimately evolved such that the country
followed the towns in making progress. This progress is an inversion of
the natural course but it is progress, and the principles that give rise to this
progress are those general principles that always lie behind progress in
Smith’s moral philosophy: laws and institutions maturing to bring justice,
independence, and security.

Smith’s goal in WN Book III is to persuade his reader of the power of
the analysis he has developed in WN Books I and II by demonstrating
that:

� His general principles are operative even in cases where the course of
actual events – the narrative history – seems so unnatural.

� The economy of nature and the deceptions of nature, those handiworks
of the designer, can guide humankind toward progress, albeit along a
convoluted path, even in the face of distortions.

“of the discouragement of agriculture in the antient state
of europe after the fall of the roman empire”

Smith describes the initial condition of Europe after the fall of Rome as
follows: “[T]owns were deserted” (WN, 381) because invaders choked
off connections to the countryside, the source of their subsistence.3

In the countryside chaos led to a lack of cultivation. As a conse-
quence of this chaos and insecurity “the western provinces of Europe,
which had enjoyed a considerable degree of opulence under the Roman
empire, sunk into the lowest state of poverty and barbarism” (WN,
381–2).

Into this vacuum stepped “a few great proprietors” who “engrossed”
the land and established “[t]he law of primogeniture . . . [and] of entails”
which precluded the subdivision of these large parcels and insured that
succession was the right of the oldest male.4 Smith is quite clear in assert-
ing that these laws violate the “natural law of succession [which, as was
the rule under Roman law,] divides it . . . [with] no . . . distinction between
elder and younger, between male and female” (WN, 382). But in this par-
ticular circumstance, the power vacuum left by the fall of Rome, Smith

3 This conception of towns as dependent on the country is entirely consistent with Smith’s
principles.

4 He writes that “[t]he male sex is universally preferred to the female,” so it was the men
who held the power (WN, 383).
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sees these laws as constructive. In a world of chaos, any source of order is
to be desired.5 If there were no such estates, there would be no landlord
with the power to enforce local order or to protect the locals from being
preyed upon by neighbors.

“In those disorderly times, every great landlord was a sort of petty
prince. His tenants were his subjects. He was their judge, and in some
respects their legislator in peace, and their leader in war” (WN, 383).
Order was maintained by the lord, and order was maintained intergener-
ationally by entail and primogeniture, which made succession straight-
forward, so order could be seamlessly passed on from generation to
generation.

However, although the great lords did provide law and order, neither
their abilities nor their inclinations (immediate gratification) made them
“great improvers” (WN, 385). And “if great improvements are seldom to
be expected from great proprietors, they are least of all to be expected
when they employ slaves for their workmen” (WN, 387). The work of a
slave – and the “tenants at will . . . [of this feudal world] were all or almost
all slaves” (WN, 386) – is, according to Smith, the least productive of all
labor.6 “Whatever work he [the slave] does beyond what is sufficient to
purchase his own maintenance, can be squeezed out of him by violence
only, and by no interest of his own” (WN, 387–8). Dependence is inher-
ently insecure and it breeds ignorance and indolence. Thus, this feudal
world was miserably unproductive.

Smith’s perspective on these instrumental institutions – entail and pri-
mogeniture – is indicative of his view that the laws and institutions of a
given time and place must be consistent with the circumstances and re-
quirements of that time and place if that society is to function. In this
period after the fall of Rome, security was the first priority and the lords
provided that security.

5 This is a classic example of a law that is reasonable in the peculiar context of its initial
implementation but in time becomes an impediment to progress. Another is the exclusive
rights of corporations: “To bring about . . . the separation of trades sooner than the progress
of society would naturally effect, and prevent the uncertainty of all those who had taken
themselves to one trade, it was found necessary to given them a certainty of a comfortable
subsistence. – And for this purpose the legislature determined that they should have the
priviledge of exercising their separate trades without fear of being cut out of the lively
hood by the increase of their rivalls. That this was necessary . . . in the 1st stages of the arts
to bring them to their proper perfection, appears very reasonable . . . But as this end is now
fully answered, it were much to <be> wished that these as well as many other remains of
the old jurisprudence should be removed” (LJA, 86).

6 Smith notes that in his day only the incredibly high-profit production of sugar and tobacco
in the colonies returns enough to support “the expence of slave-cultivation” (WN, 389).
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For Smith the evolutionist, the problem with such laws is that while
they may be appropriate for the particular time and place in which they
emerge, these “[l]aws frequently continue in force long after the circum-
stances, which first gave occasion to them, and which could alone ren-
der them reasonable are no more” (WN, 383). Such inert institutional
structures impede evolutionary change and, thus, progress. Constructive
change requires breaking down these barriers.

In Smith’s analysis, humankind’s evolution is a very tedious and un-
predictable process precisely because:

� Laws and institutions do tend to ossify as advantaged particular inter-
ests exert themselves to protect extant social constructions.

� Where such obstacles are eliminated, it is not primarily as a con-
sequence of human reason; rather, it is the cumulative effect of
chance, circumstance, and the unintended consequences of individ-
uals’ choices.

Smith’s WN Book III narrative history presents a complex example of
just such an evolutionary process as the inert institutions of feudal Europe
slowly gave way to new institutional arrangements that made progress
possible. It is a story of convoluted change because, contrary to the natural
course of events, the advancements in the countryside followed from the
progress of the towns. To explain why events unfolded in this unnatural,
inverted way, Smith’s narrative begins with the evolution of events that
gave the towns the lead in the progress of opulence.

“of the rise and progress of cities and towns,
after the fall of the roman empire”

Immediately after the fall of Rome, the town people, largely “tradesmen
and mechanicks” (WN, 397), were “very nearly in the same state of villan-
age with the occupiers of land in the country” (WN, 397). Their livelihood
depended on peddling goods for sale and these goods were liable to taxes
at every turn. Taxes were “levied upon the persons and goods of travelers,
when they passed through certain manors, when they went over certain
bridges, when they carried about their goods from place to place in a
fair, when they erected in it a booth or stall to sell them in” (WN, 397).
Obviously “these different taxes” (WN, 397) were a severe burden.

Sometimes the king, sometimes a great lord who had, it seems, upon some occa-
sions, authority to do this, would grant to particular traders . . . a general exemption
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from such taxes. Such traders, though in other respects of servile, or very nearly
of servile condition, were upon this account called Free-traders. They in return
usually paid to their protector a sort of annual poll-tax7. (WN, 398)

This free-trader status relieved some of the onerous burden of the tax
structure, but it did not increase the security of those in the towns and, as
we’ve seen, security is the sine qua non of progress. There was, however,
a political dynamic in play among the king, the lords, and the towns that
ultimately allowed the towns to establish a significant degree of security
and independence.

The payments from a town’s people to the king were initially fixed
lease payments from the individuals to the king. Over time, however, the
burghers of the town became “jointly and severally answerable for the
whole rent; but in return being allowed to collect it in their own way,
and to pay it into the king’s exchequer by the hands of their own bailiff,
and being altogether freed from the insolence of the king’s officers; a
circumstance in those days regarded as of the greatest importance” (WN,
400).

This payment from the towns to the king evolved from an intermit-
tently recontracted term payment into a perpetual fixed payment for a
perpetual set of privileges. “Those exemptions . . . could not afterwards be
considered as belonging to individuals as individuals, but as burghers of a
particular burgh8 . . . Along with this grant, . . . [privileges] that they might
give away their own daughters in marriage, that their children should
succeed them, and that they might dispose of their own effects by will,
were generally bestowed upon the burghers of the town to whom it was
given. . . . [In this process] they now, at least, became really free in our
present sense of the word Freedom”9 (WN, 400, Smith’s capital “F”).

“Nor was this all” (WN, 400). Smith goes on to describe more ele-
ments of self-governance that emerged, including the “authority to com-
pel their inhabitants to act according to some certain plan or system” that
made possible “regular government . . . [and] voluntary league of mutual
defence” (WN, 402) among towns. “[I]n this manner [kings] voluntarily

7 Smith cites “the very imperfect accounts . . . from Domesday-book” to support this story
(WN, 398).

8 [W]hich, upon this account was called a Free-burgh. . . .” (WN, 400).
9 Smith writes in this context: “Whether such privileges had before been usually granted

along with the freedom of trade, to particular burghers, as individuals, I know not. I reckon
it not improbable that they were, though I cannot produce any direct evidence of it” (WN,
400). This caveat reflects Smith’s respect for empirical evidence, and also his style as a
moral philosopher telling an historical story as opposed to an historian. He cites the gap,
and moves on with the story.
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erected a sort of independent republicks in the heart of their own domin-
ions” (WN, 401).

But why, Smith poses the question, would a king make all these con-
cessions to the towns? The answer lies, according to Smith, in a political
struggle between the king and the lords.

In this age, the king did not have sufficient power to control the lords,
so the towns were at the mercy of the great lords. The lords looked down
upon the burghers as lesser beings, were galled by any wealth the burghers
accumulated, and preyed upon them whenever they could.

The lords despised the burghers . . . The burghers naturally hated and feared the
lords. The king hated and feared them too; but though he perhaps might despise,
he had no reason either to hate or fear the burghers. Mutual interest, therefore,
disposed them to support the king, and the king to support them against the lords.
They were the enemies of his enemies, and it was his interest to render them as
secure and independent of those enemies as he could. (WN, 402, emphasis added)

Only in league with one another could towns muster enough power to
be formidable to a great lord. By offering the towns the opportunity to
establish independent, regular government under a magistrate, the king
empowered the towns to form such alliances for their own security and for
his benefit. As empirical evidence of the power of this incentive for coali-
tion building between king and towns, Smith cites evidence that “[t]he
princes who lived upon the worst terms with their barons, seem accord-
ingly to have been the most liberal in grants of this kind to their burghs”10

(WN, 402). The consequence of these alliances was the independence and
security that nurtures the progress of opulence:

Order and good government, and along with them the liberty and security of
individuals, were, in this manner, established in cities at a time when the occupiers
of land in the country were exposed to every sort of violence. But men in this
defenceless state naturally content themselves with their necessary subsistence;
because to acquire more might only tempt the injustice of their oppressors. On
the contrary, when they are secure of enjoying the fruits of their industry, they
naturally exert it to better their condition, and to acquire not only the necessaries,
but the conveniencies and elegancies of life. That industry, therefore, which aims at
something more than necessary subsistence, was established in cities long before
it was commonly practised by the occupiers of land in the country. (WN, 405)

10 He explores some of the European examples, noting that where kings were espe-
cially weak, “as in Italy and Switzerland, . . . the towns became independent republicks,”
whereas in England and France, “the representation of the burghs in the states general”
can be traced to this alliance with the king against the lords (WN, 403, 404).



P1: IWV
0521852471c07.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 17:57

174 Adam Smith’s Moral Philosophy

This narrative history represents a distortion – indeed an inversion –
of the natural course that Smith describes in his theoretical or conjectural
history, and that is precisely Smith’s point. His case for the persuasiveness
of those general principles that he imagines guide the natural course of
humankind’s evolution, principles presented in WN Books I and II, lies
in his ability to explain why particular distortions occur in that natural
course, and how, even in the face of such distortions, the general course
of humankind’s history follows his principles and represents progress.

The story Smith tells in WN Book III of the evolution of Europe after
the fall of Rome is not presented as a proof of the truth of his vision.
Smith is not so arrogant as to think he knows “Truth.” He narrates and
analyzes this history because he believes its story is consistent with the
principles he has presented and thus enhances the persuasiveness of his
moral philosophical vision.

It was the self-interests of the king and of the burghers, not any intent
on their parts to bring progress to humankind, that led to an alliance
that gave the towns independence, security, and good government. This,
in turn, encouraged accumulation and growth. In contrast, the power of
the great lords over the countryside resulted in dependence, insecurity,
and oppressive government. This destroyed any incentive to work hard or
accumulate. Indeed, “[w]hatever stock . . . accumulated in the hands of the
industrious part of the inhabitants of the country, naturally took refuge
in cities, as the only sanctuaries in which it could be secure to the person
who acquired it” (WN, 405). So instead of the natural course, in which
progress begins in the country and only later contributes capital to the
nascent commerce of the town, in feudal Europe any capital accumulated
in the country flowed immediately into the towns as a safe haven.

The towns were able to absorb this capital and to grow independent
of the countryside to the degree that they were able to reach markets
beyond their neighborhood.

The inhabitants of a city, it is true, must always ultimately derive their subsistence,
and the whole materials and means of their industry from the country. But those
of a city, situated near either the sea-coast or the banks of a navigable river, are
not necessarily confined to derive them from the country of their neighborhood.
They have a much wider range, and may draw them from the most remote corners
of the world, either in exchange for manufactured produce of their own industry,
or by performing the office of carriers between distant countries, and exchanging
the produce of one for that of another. A city might in this manner grow up to
great wealth and splendor, while not only the country in its neighbourhood, but
all those to which it traded, were in poverty and wretchedness. (WN, 405)
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The narrative Smith presents so far is of towns progressing and the
country mired in the oppression of the lord. How then did progress come
to the country?

“how the commerce of the towns contributed
to the improvement of the country”

The country benefited from the success of the towns first and foremost
because the towns provided an expanding market for the produce of the
country. This “gave some encouragement to industry and improvement”
in the country (WN, 411). The country also benefited from the movement
of some merchants into the country. “Merchants are commonly ambitious
of becoming country gentlemen, and when they do, they are generally
the best of all improvers” (WN, 411). Unlike the lords, the merchants see
accumulated stock as capital that should return a profit, so they invest in
the land and improve it.

Thirdly, and lastly, commerce and manufactures gradually introduce order and
good government, and with them, the liberty and security of individuals, among
the inhabitants of the country, who had before lived almost in a continual state of
war with their neighbours, and of servile dependency upon their superiors. This,
though it has been the least observed, is by far the most important of all their
effects. Mr. Hume is the only writer, who, so far as I know, has hitherto taken
notice of it. (WN, 412)

This is a classic expression of what Smith values in his own vision.
He is very proud of his analysis of the natural progress of opulence:

the division of labor and exchange of surpluses through markets, the
importance of the extent of the market in limiting this division of labor, the
role of capital accumulation in determining how extensively this division
of labor can be financed, the flows of capital that extend markets and
thus the division of labor, and the natural inclinations and propensities in
humans that drive this process and thus the progress of opulence with no
need for anyone to be in charge.

But he is equally proud that his analysis is consistent with the unnat-
ural course of humankind’s actual history, and that it can offer plausible,
persuasive explanations of the peculiar paths of particular societies based
on an analysis of the evolution of the laws and institutions of those so-
cieties. Aside from his dearest friend David Hume, he alone highlights
this “most important” relationship between the progress of opulence and
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the evolution of laws and institutions as he inquires into the nature and
causes of the wealth of nations.

The three factors cited previously carried the progress of the town into
the country, but this process and, in particular, the emergence of “order
and good government” in the countryside, did not happen overnight. It
was an evolutionary process that followed a path peculiar to the conditions
of the times. Having identified these factors, Smith proceeds to represent
why this particular path of evolution occurred in this time and place. In
his narrative, the movement of European progress from town to country
was propelled most of all by the unintended consequences of the greed
and material fetishes of the lords.

In wake of Rome’s fall, when lords lorded over both town and country,
there was “neither foreign commerce, nor any of the finer manufactures,
[so] a great proprietor, having nothing for which he can exchange the
greater part of the produce of his lands which is over and above the
maintenance of the cultivators, consumes the whole in rustick hospital-
ity at home” (WN, 412–13). In Smith’s terms, all of the accumulation
went to the maintenance of unproductive, dependent labor. He offers as
an example of the reported extravagances of that age “[t]he great earl
of Warwick [who] is said to have entertained every day at his different
manors, thirty thousand people; and though the number here may have
been exaggerated, it must, however, have been very great to admit of such
exaggeration” (WN, 413).

Again we see an example of Smith’s use of history. He regularly cites
evidence from history with caveats about its absolute accuracy, but as
indicative of what he believes was the spirit of the occasion. He considers
this sufficient for his purposes because he is not writing as an historian. He
is a moral philosopher examining the flow of history in order to establish
the persuasiveness of the principles that he believes guide the course of
history.11 His story is about that general course, not the absolute accuracy
of the details. By the standards of an historian, this is sloppy work. This
is, nevertheless, how Smith, the moral philosopher, uses history.

However accurate, the point of Smith’s story of the conspicuous con-
sumption of the lords in these early days is clear. There was stagnation
then because all accumulation went into immediate consumption rather
than a growing capital stock, and because dependence eliminated any

11 “If the overall account convincingly [persuasion is the key] shows us how the phenomena
can be brought into a satisfying explanatory system when certain stable principles are
posited, then of course we have good reason to accept those principles” (Griswold, 1999,
352). This is precisely what Smith is doing in WN Book III.
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incentive for workers to exert themselves beyond the acquisition of ne-
cessities and/or the avoidance of punishment. The lords determined what
was law, enforced that law, and judged any question of law for all who
lived under them. Based on this power, the lords had an army of depen-
dents to make up a militia. Thus, the lords had real power and the king
was “in those ancient times . . . little more than the greatest proprietor in
his dominions. . . . ” (WN, 415).

The authority of the lords in these early days was not based on feudal
law. “That authority and those jurisdictions all necessarily flowed from
the state of property and manners [of the age.] . . . The introduction of the
feudal law, so far from extending, may be regarded as an attempt to mod-
erate the authority of the great allodial lords” (WN, 416–17), to reduce
the power of the lords vis-à-vis the king, and to bring some regularity
and, with it, some semblance of order and good government. But it was
too weak a system to undermine the power of the lords. Ironically, only
their own greed and their fetishes for the material, in the context of an
expanding market system through the towns, could accomplish that.

[W]hat all the violence of the feudal institutions could never have effected, the
silent and insensible operation of foreign commerce and manufactures gradually
brought about. These gradually furnished the great proprietors with something
for which they could exchange the whole of their surplus produce of their lands,
and which they could consume themselves without sharing it wither with tenants
or retainers. All for ourselves, and nothing for the other people, seems, in every
age of the world, to have been the vile maxim of the masters of mankind. . . . For a
pair of diamond buckles perhaps, or for something as frivolous and useless, they
exchanged the maintenance, or what it the same thing, the price of the mainte-
nance of a thousand men for a year, and with it the whole weight and authority
which it could give them. . . . [A]nd thus, for the gratification of the most child-
ish, the meanest and the most sordid of all vanities, they gradually bartered their
whole power and authority.12 (WN, 418)

The invasion of markets and of those fineries that markets can bring
was made possible by a development that, as Smith has already explained,
was unfolding in the towns.

Markets are very opportunistic. The town merchants who were selling
fineries found a ready market in the vain, rich, and selfish lords of the
country. The more the lords engaged in this market exchange, the less of
their produce went to supporting their army of dependents. The fewer
dependents they had, the smaller the following that made up their power

12 This parallels the story (see Chapter Four in this book), that Smith tells about the decline
of the Roman clergy (WN, 803).
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base. As Smith describes it, the lord who once supported the whole sub-
sistence of a thousand dependents with the surplus of his estate, came,
through the market, to support a fraction of the subsistence of a much
larger number of workers, but none of them was dependent upon him.

In the market nexus, many workers contributed to supplying the finer-
ies that the lords purchased, but no one of these workers was dependent
on any one lord because each worker was producing not for a single lord
but for the market in which that lord was but one customer. “Though
he [the lord] contributes, therefore, to the maintenance of them all, they
are all more or less independent of him, because generally they can all
be maintained without him” (WN, 420). This process led not only to the
lord supporting more independent workers in the larger market nexus,
but also more independence for the workers in the lord’s own country
domain.

In order buy in the market, the lords needed to produce for the mar-
ket and to exchange in the market. This transformed the relationship
between the lords and the workers on their land. Redirecting the surplus
from feeding tenants to buying baubles dictated that there must be fewer
tenants working larger plots, so the size of the “[f]arms were enlarged”
(WN, 420). The landlord desired greater rents from these larger farms so
that he could buy more baubles. “His tenants could agree to this upon one
condition only, that they should be secured in their possessions, for such
a term of years as might give them time to recover with profit whatever
they should lay out in the further improvement of the land. The expensive
vanity of the landlord made him willing to accept of this condition; and
hence the origin of long leases” (WN, 421).13 With long leases came inde-
pendence and security for the workers of the land. As Smith has already
explained, with independence and security comes the real opportunity to
better one’s condition.

Smith concludes his story of how “the Commerce of the Towns con-
tributed to the Improvement of the Country” (WN, 411):

A revolution of the greatest importance to the publick happiness, was in this
manner brought about by two different orders of people, who had not the least
intention to serve the publick. To gratify the most childish vanity was the sole
motive of the great proprietors. The merchants and artificers, much less ridiculous,
acted merely from a view to their own interest, and in pursuit of their own pedlar

13 “The relationship evolved from serfdom, to tenancy, to rental tenancy with long leases.
Each step encouraged the tenant to invest more heavily in improving the land, and each
step made the tenant’s relationship with the landlord more contractual and less arbitrary”
(Muller, 1993, 122).
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principle of turning a penny wherever a penny was to be got. Neither of them had
either knowledge or foresight of that great revolution which the folly of the one,
and the industry of the other, was gradually bringing about. . . . [This revolution]
being contrary to the natural course of things . . . [was] necessarily both slow and
uncertain. (WN, 422)

Again and again and again, we hear this theme from Smith: The oe-
conomy of nature . . . the deceptions of nature . . . the invisible hand of the
deity as designer is at work.

If the laws and institutions of society evolve such that human beings
have the increasing independence and security necessary to pursue a bet-
ter life, they will do so, and the progress of opulence will flow from that
pursuit. But the big issue in human history (and, as we will see in Chap-
ter Eight, in Smith’s contemporary British society as well) is the “if.” In
Smith’s moral philosophy, social and political institutions evolve as part of
a simultaneous system with economic institutions. This process is, as Smith
puts it, “necessarily both slow and uncertain” (WN, 422) and progress is
not a given for any particular society. The very fact that over the course
of humankind’s history so many societies have come and gone and that
no society has advanced to a condition even close to the limit makes this
clear.

Smith’s story of the progress of opulence in Europe after the fall of
Rome is a particular story of unnatural progress because it represents a
course of events that inverts the natural course. However, at the same
time, it is a part of his general story of natural progress because it re-
flects the power of the design. Thanks to the serendipitous convergence
of chance, circumstance, and the oeconomy and deceptions of nature,
progress did come to Europe. Among the nations of Europe, this dynamic
was most kind to England.

England, upon account of the natural fertility of the soil, of the great extent of the
sea-coast in proportion to that of the whole country, and of the many navigable
rivers which run through it, and afford the conveniency of water carriage to some
of the most inland parts of it, is perhaps as well fitted by nature as any large country
in Europe, to be the seat of foreign commerce, of manufactures for distant sale,
and of all the improvements which these can occasion. From the beginning of the
reign of Elizabeth too, the English legislature has been particularly attentive to
the interests of commerce and manufactures. . . . (WN, 424)

English agriculture was also favored by the legislature, with protections
such as the corn laws.

However, it was not, according to Smith, these artificial advantages
(a “monopoly against their countrymen” (WN, 425)) that account for
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England’s progress. If anything, they were impediments. As described at
length in Chapter Three, it was the evolution of the laws and institutions
of England toward a mature system of justice that was instrumental in
England’s progress. Thanks to these laws and institutions, “the yeomanry
of England are rendered as secure, as independent, and as respectable
as law can make them” (WN, 425), and “[t]hose laws and customs so
favourable to the yeomanry, have perhaps contributed more to the present
grandeur of England than all their boasted regulations of commerce taken
together” (WN, 392).

The inverted development of Europe that began with trade favored
France, Spain, and Portugal with great wealth long before England. But
wealth based on trade is a fickle foundation for long-term progress. This
is so, in part, because “[a] merchant, it has been said very properly, is not
necessarily the citizen of any particular country” (WN, 426) so his cir-
culating capital can abandon a nation quickly. Furthermore, the kind of
fixed capital a merchant invests in is very vulnerable to wartime destruc-
tion. In contrast, agricultural capital is fixed on the land, so it cannot leave
and those investments are much less vulnerable to the destruction of war.
For these reasons, according to Smith, “the more solid improvements of
agriculture . . . [are a] much more durable” foundation for progress (WN,
427). Thus, although the origins of Europe’s progress came from trade,
that initial progress became a foundation for long-term success where, as
in England, agriculture was nurtured through laws and institutions that
protected the independence and security of those in the countryside –
e.g., “the yeomanry of England.”

As always, Smith’s story returns to his natural principles. Agriculture is
the bedrock of production and mature laws and institutions are essential
if the progress of opulence is to be sustained. The independence and
security provided by the mature laws and institutions of England nurtured
its agriculture and facilitated its trade, and so England became the most
advanced nation in the most advanced continent of the world. As English
laws and institutions continued to mature, that progress was sustained.
Smith writes in 1776: “It is now more than two hundred years since the
beginning of the reign of Elizabeth, a period as long as the course of
human prosperity usually endures” (WN, 425).14

14 Haakonssen offers a long story of Smith’s four stages and the history of Europe
(Haakonssen, 1981, 155–70), but he doesn’t give it Smith’s full treatment by demon-
strating how this dynamic is full of unnatural twists and turns. “Smith naturally paid
very great attention to the special case of Britain but it is of importance to notice that
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from the english past to the english present

Smith is clearly proud of this success but, at the same time, he is deeply
concerned that this period of prosperity in England is at risk due to the
misguided and self-serving principles of the mercantile system; principles
that are currently directing much of English policy.

In WN Book IV, Smith turns from the past to his present. The title of
WN Book IV is “Of Systems of political Oeconomy” suggesting that he
will take on all comers in contrasting his principles with those of other
systems. Smith does address the agricultural system of the Physiocrats, but
only briefly. The vast majority of his effort in WN Book IV is dedicated to a
critique of the mercantile system, and in successive editions this critique
becomes an ever more virulent attack. He believes that the mercantile
system, always flawed, has, since the 1760s, been appropriated and revised
to serve the mercantile interests. Thus, according to Smith, the mercantile
system of his day is not only wrong, it is a gross and dangerous misuse of
philosophy.

he sets his discussion in a total European framework and makes it largely comparative”
(Haakonssen, 170). Haakonssen doesn’t develop the dynamic dimensions of this compar-
ative analysis. The dynamic, intertemporal, comparative analysis Smith offers is essential
to his story because that story is presented in order to cull from this dynamic the charac-
teristics of a society that seem to contribute to its progress and, ultimately, the contours
of a successful liberal order so that he can imagine the invisible connecting principles
that make progress toward that ideal order possible. It is the contours he believes he sees
in history that inform the critiques Haakonssen describes (Haakonssen, 155–70).
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Book IV of The Wealth of Nations and Part VI of
The Theory of Moral Sentiments

By the close of WN Book III, Smith has completed his system and his
empirical (historical) case for his system’s persuasiveness. However, there
were alternative systems available, and in WN Book IV, “Of Systems of
political Oeconomy,” Smith addresses his competition.

The competitors he identifies are the “agricultural systems” (WN, 663)
of the Physiocrats and the “mercantile System” (WN, 429). Smith makes
the case that both of these are less persuasive than his model, but in
one very important respect, he sees these two systems very differently.
Although he disagrees with the Physiocrats, he admires and respects them
as noble philosophers. In contrast, he sees the contemporary advocates of
the mercantile system as selfish rogues who have captured and reshaped a
philosophical enterprise in order to advocate policies that line their own
pockets under the guise of philosophy.

This misuse of philosophy galls Smith doubly. First, having prevailed
in the Parliament, the mercantile interests have led Britain down a path
that he fears is very self-destructive. This concerns Smith, the policy per-
son, deeply. Second, by presenting themselves as bearing the mantle of a
philosophy concerned only for the well-being of the state, the mercantile
interests have invaded and sullied Smith’s own beloved realm: philosophy.

There are nine chapters in the final version of WN Book IV.1 Eight
cover the mercantile system. Only one is dedicated to the agricultural
system. Smith respects the philosophers who have designed and advo-
cate for the agriculture system, referring to them as “a few men of great

1 There were initially eight, but Smith inserted a new chapter titled “Conclusion of the
Mercantile System” in the third edition – more on this later in this Chapter.

182
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learning and ingenuity in France” (WN, 663). However, for all of their
zeal, they have no prospect, Smith believes, of affecting policy, so all he
offers the reader is “the great outlines of this very ingenious system”
(WN, 663). Not so mercantilism. As reflected in his allocation of space,
this doctrine is his primary concern because he believes that it is driving
British policy in a very destructive direction.

“of the agricultural systems”

As was Smith, the Physiocrats were philosophers who were concerned
about the course of contemporary policy, in their case the policy of France.
France was a leader in mercantilist protectionism because “Mr. Colbert,
the famous minister of Lewis XIV” (WN, 662), “notwithstanding his great
abilities, seems . . . to have been imposed upon by the sophistry of the
merchants and manufacturers, who are always demanding a monopoly
against their countrymen” (WN, 467) and “so he had embraced all the
prejudices of the mercantile system. . . . ” (WN, 663).

Colbert’s policy was designed to support the manufacturing interests
of the towns, a classic mercantile position. Under his system, the agricul-
tural sector was treated as merely instrumental, a source of commodities
needed for workers in the towns. The Physiocrats’ “agriculture system”
was a response to what they perceived as the perverse oppression of agri-
culture interests under Colbert. However, Smith writes, “[i]f the rod be
bent too much one way, says the proverb, in order to make it straight
you must bend it as much the other” (WN, 664). In this case, just as
Colbert over-valued manufactures, so, too, the “French philosophers, who
have proposed the system which represents agriculture as the sole source
of revenue and wealth of every country . . . [over-valued agriculture and]
certainly under-valued” manufacturing (WN, 664).

According to the Physiocrats, as Smith tells it, all net product comes
from agriculture, and so only those who improve or work the land, the
proprietors and the cultivators, are “honor[ed] with the peculiar appell-
ation of the productive class” (WN, 664). The “artificers, manufacturers
and merchants . . . [are] degrade[d] by the humiliating appellation of the
barren or unproductive class” (WN, 664). The Physiocrats based their
judgment that only agriculture produces a net product on the observation
that only land yields a rent.

As we’ve seen, Smith appreciates the unique character of agri-
cultural production: “No equal capital puts into motion a greater
quantity of productive labour than that of the farmer . . . [because i]n
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agriculture . . . nature labours along with man” (WN, 363), whereas in
manufacturing, “nature does nothing; man does all. . . . ” (WN, 364).
Furthermore, Smith agrees with the Physiocrats that it is this labor of
nature that occasions a return in agriculture that is beyond the profits of
stock – the return to the landlord, a rent (WN, 364).

However, in Smith’s analysis, although agriculture is, thanks to the
generosity of nature, the foundation of economic growth, the vast pos-
sibilities of the wealth of nations are thanks to artificers and manufac-
turers. This is so because the productive power of labor is determined
by the extent of the division of labor, and the labor of the “artificers
and manufacturers . . . is capable of being more subdivided . . . than that of
farmers and country labourers, so it is likewise capable of . . . improvement
in a much higher degree” (WN, 676). Thus the artificers and manufactur-
ers are a very productive class over the long haul. To suggest that their
labor is sterile is, according to Smith, simply wrong.

Although Smith does not agree with these “Oeconomists” (WN, 678),
he admires and respects them:

This [agricultural] system, however, with all its imperfections is, perhaps, the near-
est approximation to the truth that has yet been published upon the subject of
political oeconomy . . . [T]he notions which it inculcates are perhaps too narrow
and confined; yet in representing the wealth of nations as consisting, not in uncon-
sumable riches of money [as does the mercantile system], but in the consumable
goods annually reproduced by the labour of the society; and in representing per-
fect liberty as the only effectual expedient for rendering this annual reproduction
the greatest possible, its doctrine seems to be in every respect as just as it is
generous and liberal. (WN, 678)

As with his own, the scope of their work includes “not only what is prop-
erly called Political Oeconomy, or of the nature and causes of the wealth
of nations, but . . . every other branch of the system of government. . . . ”
(WN, 678–9). And, as he does, so, too, they value the principles of and seek
to enhance the realization of a “liberal plan of equality, liberty and jus-
tice” (WN, 664). Indeed, he believes that the Oeconomists have achieved
some good for their nation: The limitations of their system notwithstand-
ing, “by influencing in some measure the publick administration . . . the
agriculture of France has been delivered from several of the oppressions
which it before laboured under” (WN, 678).

Respect notwithstanding, Smith is brief in his analysis of the Phys-
iocrats because that system “has, so far as I know, never been adopted
by any nation . . . It would not, surely, be worthwhile to examine at great
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length the errors of a system which never has done, and probably never
will do any harm in any part of the world” (WN, 663).

Note the words “do any harm.” Harm is the last thing a system of phi-
losophy should do. In contrast to the Physiocrats’ system, Smith believes
that the mercantile system of his day is not only wrong, it is doing immense
harm.

smith on the mercantile system – background

According to Smith, the logic that underlies the mercantile system reflects
the fetishism of money in society: the “popular notion” that “[t]o grow
rich is to get money; and wealth and money . . . are, in common language,
considered as in every respect synonymous” (WN, 429). The mercantilist
view of the wealth of a nation is a simple extrapolation of this popular
usage: “A rich country, in the same manner as a rich man, is supposed to
be a country abounding in money. . . . ” (WN, 429).

As a system of political economy, mercantilism was a natural response
to the times in which it was first proposed.2 In an age of emerging nation
states, when the popular view was that the progress of opulence is driven
by the accumulation of money, the common national policy question at
hand seemed to be: How can our nation advance its interest in a world
in which other nations are pursuing the same end – more money?3 The
world appeared to most to be a zero-sum game, and the mercantile system
seemed to offer a winning strategy.

In his Lectures on Jurisprudence Smith suggests that the mercantile
system, advocated by many, gained the imprimatur of philosophical legit-
imacy when:

Mr. Locke . . . published a treatise to show the pernicious consequences of allowing
the nation to be drained of money. His notions were likewise founded upon the
idea that public opulence consists in money, tho’ he treats the matter in a more
philosophical light than the rest. (LJB, 508)4

2 Smith traces the history of the mercantile system in WN Book V (WN, 879).
3 Smith notes that mercantilism only makes sense in a multinational context. Even those

who held mercantile views recognized that a nation in isolation had no need for more
money if there were no other nations with which to trade. (WN, 430–1).

4 In his earlier Lectures (LJA), Smith told his students that “Mr. Locke . . . made it indeed
have somewhat more of a philosophicall air and the appearance of probability by some
amendments” (LJA, 381). In a letter from William Robertson to Smith (8 April 1776) com-
plementing him on the “uncommon and meritorious” “Inquiry,” Robertson expresses the
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But what in the hands of Locke was a philosophical approach to po-
litical economy became in time a political tool used by the mercantilists
to advance their interests. From Locke’s day to Smith’s day the visible
hand of those interests slowly but surely reached ever more deeply into
the structures of political power in order to guide policy.

We pick up the story of the growing influence of these mercantile
interests in the last decade of the seventeenth century, the age of Locke.
Telling this story is essential if we are to appreciate the momentum and
the power of mercantile interests that Smith increasingly saw as a threat
to the British experiment in liberal society.

In the last decade of the seventheenth century,

prolonged and still deepening crisis over the balance of payments and the ap-
palling state of the coinage . . . brought the politicians to the necessity of a new
board of trade . . . [But with that necessity came] another crisis, a constitutional
crisis over who should create and control that board – Parliament or the King.
(Laslett, 374)

Having lost influence in earlier transformations of the councils
responsible for trade,5 the merchants “were busy in the House of
Commons . . . determined to get a board of trade appointed by Parlia-
ment and responsible to it, a committee which knew what it was doing
and which would listen to them” (Laslett, 375). This would have repre-
sented a dramatic shift of power “from the executive to the legislature”
(Laslett, 375). Their proposal failed, however, and the board was estab-
lished by the King.

The purpose of this new board was to propose policies that would
serve, not the narrow interests of the merchants, but the broader needs of
the commonwealth. Who better to serve on such a board than the leading
philosopher of the day and a man who had served on similar boards before:
Locke.6 Locke was “implored by an almost abject Secretary of State to
give his services” to this body (Laslett, 377). He accepted the position and

hope that “the English be capable of extending their ideas beyond the narrow and illib-
eral arrangements introduced by the mercantile supporters of Revolution principles, and
countenanced by Locke. . . .” (Correspondence, 192). That countenance gave the position
the imprimatur of philosophy, of integrity.

5 When the Council of Trade was established in 1670, “one group that had been heavily rep-
resented, and indeed dominant, in the past was now conspicuously absent – the merchant
magnates, excluded perhaps . . . [because they were] too partial to attend to the public
good. . . .” (Letwin, 1964, 174–5).

6 See Karen Vaughn’s John Locke: Economics and Social Scientist for a very nice survey of
Locke’s service.
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served the board7 as a “‘practical philosopher’” (Laslett, 397–8), one who
used “the opportunity to demonstrate to the world what was meant . . . by
the social and political responsibilities of an intellectual” (Laslett, 402).8

Locke took his position on the Board of Trade at the beginning of
what Kammen refers to as the “Age of Walpole 1696–1748” (Kammen,
45). During this period the colonies expanded and came to be “regarded as
important in contributing to a self-sufficient empire” (Kammen, 46). The
contemporary mercantilist writing focused on “the needs of the realm”
and gave rise to “a complete body of regulations . . . raised almost to the
level of principles” (Kammen, 46–7). However, while

mercantilist doctrine stressed the importance of national economic interests, it
also contained implicitly the potential disharmony between particular commercial
groups, individual merchants, and classes on one hand, and the welfare of the
commonwealth as a whole, on the other. (Kammen, 41)

By the 1730s, these “particular” interests were beginning to exert them-
selves as merchants became more organized and hired lobbyists to handle
their interests in London (Kammen, 64, 66).

Once the relative stability of the age of Walpole and Pelham ended in 1754,
opportunities for interests increased even more. . . .

[Starting in] 1763 . . . interests . . . so dominated politics that men observed that
mercantilism had changed from the control of trade in the interest of national
policy, to the control of national policy in the interest of trade . . . The increasing
importance of Parliament [and its “factionalized and undisciplined party system”
(Kammen, 97)] seemed to encourage efforts by powerful groups seeking to influ-
ence regulation by political pressure. (Kammen, 75, 95)

In his classic study of The structure of politics at the accession of
George III, Sir Lewis Namier surveys the parliamentary history of the
first half of the eighteenth century and concludes that “in 1706 it [the
purpose of the Commons] was ‘faithful service to your country’; in 1760
‘service to one’s friends’” (Namier, 18). Kammen describes Namier’s con-
ception of interests as a “fragmented view of the essential units competing
for favor and power” emphasizing “family connections and parliamentary

7 Indeed, Laslett writes that “the evidence goes to show that Locke helped to bring it into
being and that he dominated its earlier history” (Laslett, 372).

8 Letwin (1964) and Vaughn (1980) also represent Locke as having a larger public purpose.
Vaughn distinguishes “scientists-theorists,” like Locke, who advocated mercantilist poli-
cies based on philosophical perspectives from the “mercantilist-practitioners,” “usually
businessmen who understood how national policy affected their private interests and tried
to defend those interests in their tracts” (Vaughn, 49, 47).
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interests,” thus “reducing the dynamic elements in public life to individu-
als, families and ‘circles which are primarily concerned with the nation’s
political business’” (Kammen, 9). This Namierian conception of interests
is consistent with that found in much of the eighteenth-century political
literature on corruption into the 1760s,9 and it is this conception of inter-
ests, therefore, that dominated the discourse on interests and corruption
during Smith’s formative years.10

However, by the 1760s the nature of the interests surrounding and
in parliament was beginning to change. A new form of interests was
emerging, best described by “Robert MacIvers[’s] . . . general definition
of interests: ‘When a number of men unite for the defense, maintenance,
or enhancement of any more or less enduring position or advantage which
they possess alike or in common, the term interest is applied both to the
group so united and to the cause which unites them’” (Kammen, 10–11).
These are the interests Kammen refers to when he dates the “Age of
Interests” from 1763 (Kammen, 95).11 And these are the interests that
become the focal point of Smith’s concerns when he arrives in London to
publish The Wealth of Nations.

On 8 November 1763, Smith resigned his Chair of Moral Philosophy
at Glasgow in order to accept Charles Townshend’s offer to tour Europe
as the tutor to the Duke of Buccleuch (Ross, 196). Smith spent most of
the following three years on the Continent with the Duke. Then, after a
brief stay in London over the winter of 1766–67, with “[w]riting WN . . . on
his mind” (Ross, 227) he returned “to be with his mother and cousin in
Krikcaldy” (Ross, 227). From early 1767 to 1772, Smith was in Kirkcaldy
working on The Wealth of Nations. On 3 September 1772, he writes to Sir
William Pulteny that “[m]y book would have been ready for the Press by
the beginning of this winter; but for interruptions . . . [that] will oblige me
to retard its publication for a few months longer” (Correspondence, 164).

9 For instance, Bolingbroke’s criticisms of the Walpole ministry. See Pocock (1975, 423–61).
10 On 21 Feb. 1759, Smith writes to Lord Fitzmaurice: “I hear there is no faction in parlia-

ment, which I am glad of” (Correspondence, 28).
11 These “modern” interests certainly existed before 1763. Ralph Davis notes that in the late

seventeenth century, when fiscal concerns raised tariffs significantly, English merchants
recognized the protectionist potential of tariffs (Davis, 306–13), and after the Walpolean
custom reform of 1722 “industrial protection . . . [had] plainly arrived” (Davis, 313). How-
ever, Kammen argues, these interests reached their full maturity between 1763 and 1783,
that “Age of Interests,” because they were able to exploit the “search for stability”
(Kammen, 96). Although the Lord North ministry maintained its position through much
of this period, that apparent stability was attributable more to a lack of alternative than to
North’s strength. Indeed, when the American situation began to unravel, North “begged
to resign,” but George III, seeing no alternatives, rejected the idea (Watson, 211).
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In fact, it took not a few months longer but a few years longer. The world
was changing, and Smith’s perspective on the world was about to change.

When Smith arrives in London in 1773, he integrates into the intel-
lectual and political society of the city very quickly. “He was admitted
to the Royal Society in May 1773, attended Lord Wedderburn’s weekly
dining club, and was admitted to Johnson’s Literary Club” (Stevens, 202).
Smith’s new, London perspective offers him insights into the changing
world of interests. This transformation of his understanding of the na-
ture of interests goes hand-in-hand with the transformation of his literary
voice. He arrives in 1773 ready to publish the WN, but it is not finally
published until 9 March 1776 (Todd, “The Text and Apparatus,” WN, 61).
Much of that lag is attributable to time spent on our present subject: the
mercantile system.

smith on the errors and distortions of the
mercantile system

In the WN, Smith traces the evolution of the mercantile system from the
days of Locke, when it represented an advocacy for the accumulation of
bullion, to the contemporary mercantile case for a positive trade balance.
He attributes this transformation of the mercantile system not to philo-
sophical reflection but to self-serving revisions by merchants pursuing
their interests.

When those countries became commercial, the merchants found this prohibition
[of exporting bullion], upon many occasions, extremely inconvenient. They re-
monstrated, therefore, against this prohibition as hurtful to trade. (WN, 431)

Rejecting the earlier mercantile view that hoarding bullion was the
proper policy to enhance the wealth of the nation, the merchants made
the case that using domestic stocks of bullion to buy raw materials to be
worked up for re-export “and [then these finished products] being . . . sold
at a large profit, might bring back much more treasure than was originally
sent out to purchase them” (WN, 431). Furthermore, they argued that
the prohibition of bullion exports put domestic traders at a disadvantage
in the international marketplace because “the merchant who purchased
a bill upon the foreign country [was] . . . obliged to pay the banker who
sold it, not only for the natural risk, trouble and expense of sending the
money thither, but for the extraordinary risk arising from [evading] the
prohibition” (WN, 432). This additional risk premium hurt the trade bal-
ance and caused bullion to leave the country as a consequence of the
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policy meant to protect the nation’s stock of bullion. Ironically, according
to the merchants, the prohibition of bullion export undermined the very
objective of the mercantile system: accumulating monetary wealth.12

Thus, in the hands of the merchants, the mercantile system was
transformed: According to the merchants, it is not hording bullion but,
rather, a positive trade balance that makes a nation rich. They made the
case for policies accordingly.

“Those arguments were partly solid and partly sophistical,” according
to Smith (WN, 433). The mercantilists were correct in saying that using
bullion in trade “might frequently be advantageous to the country” (WN,
433) and that a prohibition is impossible to enforce completely given the
incentive of profits to be made in trade. “But they were sophistical in
supposing, that either to preserve or to augment the quantity of those
metals required more the attention of government, than to preserve or
to augment the quantity of any other such useful commodities, which the
freedom of trade, without any such attention, never fails to supply in the
proper quantity” (WN, 433).

According to Smith, the mercantilists’ sophistry was successful because
they took advantage of an asymmetry of information. The case about
trade was:

by merchants to parliaments, and to the councils of princes, to nobles, and to
country gentlemen; by those who were supposed to understand trade, to those
who were conscious to themselves that they knew nothing about the matter. That
foreign trade enriched the country, experience demonstrated to the nobles and
country gentlemen, as well as to the merchants; but how, or in what manner, none
of them knew well. The merchants knew perfectly in what manner it enriched
themselves. It was their business to know it. But to know in what manner it
enriched the country, was no part of their business. This subject never came into
their consideration, but when they had occasion to apply to their country for
some change in the laws relating to foreign trade. It then became necessary to
say something about the beneficial effects of foreign trade, and the manner in
which those effects were obstructed by the laws as they then stood. To the judges
who were to decide the business, it appeared a most satisfactory account of the
matter. . . . (WN, 434)13

12 Smith offers an extended analysis of the absurdity of bullion prohibitions in his analysis
of Spain’s and Portugal’s policies in WN Book IV Chapter v: Of Bounties (WN, 505). See
(WN, 512–3) for a summary of his point.

13 Smith makes this point at length at the very end of Book I of WN: “Merchants and master
manufacturers are, in this order, the two classes of people who commonly employ the
largest capitals, and who by their wealth draw to themselves the greatest share of the
public consideration. As during their whole lives they are engaged in plans and projects,
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Thus the merchants adopted and adapted a philosophical system with
respect to political economy that they had inherited from Locke and
others, but their purpose was not philosophical – it was profit.

Smith laments that, given the success of their sophistry, “in our own
country and in our own times” the economic policies of the nation are
being guided by the merchants of the nation. Smith was not alone in
this assessment. In 1769, as Smith is writing the WN, Benjamin Franklin
writes to Lord Kames: “‘Most of our acts of Parliament for regulating
[trade, manufacturers, and taxes] are, in my opinion, little better than
political blunders, owing to ignorance of the science, or to the designs of
crafty men, who mislead the legislature, proposing something under the
specious appearance of public good, while the real aim is, to sacrifice that
to their own private interest’” (Quoted in Kammen, 126).

In pursuit of the positive trade balance advocated by Smith’s mercan-
tilist contemporaries,

it necessarily became the great object of political oeconomy to diminish as much
as possible the importation of foreign goods for home-consumption, and to in-
crease as much as possible the exportation of the produce of domestick industry.
Its two great engines for enriching the country, therefore, were restraints upon
importation, and encouragements to exportation. (WN, 450)

they have frequently more acuteness of understanding than the greater part of country
gentlemen. As their thoughts, however, are commonly exercised rather about the interest
of their own particular branch of business, than about that of the society, their judgment,
even when given with the greatest candour (which it has not been upon every occasion)
is much more to be depended upon with regard to the former of those two objects than
with regard to the latter. Their superiority over the country gentleman is not so much
in their knowledge of the public interest, as in their having a better knowledge of their
own interest than he has of his. It is by this superior knowledge of their own interest that
they have frequently imposed upon his generosity, and persuaded him to give up both his
own interest and that of the public, from a very simple but honest conviction that their
interest, and not his, was the interest of the public. The interest of the dealers, however,
in any particular branch of trade or manufactures, is always in some respects different
from, and even opposite to, that of the public. To widen the market and to narrow the
competition, is always the interest of the dealers. To widen the market may frequently
be agreeable enough to the interest of the public; but to narrow the competition must
always be against it, and can serve only to enable the dealers, by raising their profits above
what they naturally would be, to levy, for their own benefit, an absurd tax upon the rest
of their fellow-citizens. The proposal of any new law or regulation of commerce which
comes from this order ought always to be listened to with great precaution, and ought
never to be adopted till after having been long and carefully examined, not only with the
most scrupulous, but with the most suspicious attention. It comes from an order of men
whose interest is never exactly the same with that of the public, who have generally an
interest to deceive and even to oppress the public, and who accordingly have, upon many
occasions, both deceived and oppressed it” (WN, 266–7).
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High duties and prohibitions became the tools to limit importation,
whereas “[e]xportation was encouraged sometimes by drawbacks, some-
times by bounties, sometimes by advantageous treaties of commerce with
foreign states, and sometimes by the establishment of colonies in distant
countries” (WN, 450).

Given the restraints on importation, “the monopoly of the home-
market is more or less secured to the domestic industry” (WN, 452). The
effect of this was to channel capital into these advantaged industries and,
in turn, to increase production in them. But, Smith asks: Is this good?
During any given circuit of trade there is only so much capital to allocate;
“[n]o regulation of commerce” (WN, 453) can change that.

It can only divert a part of it into a direction into which it might not otherwise
have gone; and it is by no means certain that this artificial direction is likely to be
more advantageous to the society than that into which it would have gone of its
own accord.

Every individual is continually exerting himself to find out the most advanta-
geous employment for whatever capital he can command. It is his own advantage,
indeed, and not that of the society, which he has in view. But the study of his own
advantage naturally, or rather necessarily leads him to prefer that employment
which is most advantageous to the society. (WN, 453–4)

Or at least so it would be where there is “perfect liberty” (WN, 606).
As we’ve seen in Smith’s analysis of capital, when markets are free from

distortions, the best return is initially in the home-trade circuit. When that
circuit is overfull, capital naturally spills into that wider, somewhat slower
and less secure circuit, the foreign trade of consumption, and then, in turn,
into the carrying trade. As he analyzes the consequences of mercantile
policies offered in the noble name of national interest, Smith employs his
own analysis of optimal capital flows to demonstrate that these mercantile
policies are a destructive distortion because unfettered capital finds its
best advantage quite effectively, thank you. In doing so, it serves the
national interest most efficiently, because the incentives always attract it
to the place where it sets into motion the most productive labor.

Smith goes on to assert that any statesman who presumes that he could
optimally micro manage the flow of capital is a dangerous, arrogant fool.
Granting monopolies in the home market is, in effect, to do just this be-
cause it artificially channels capital. Similarly, regulations that artificially
force capital into domestic circuits, producing commodities that could
have been purchased more cheaply abroad, distort the flow of capital
from “its natural course” (WN, 457) and reduce the productive power of
the nation.
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Who is behind these regulations?

[M]erchants and manufacturers, who being collected in towns, and naturally ac-
customed to that exclusive corporation spirit which prevails in them, naturally
endeavour to obtain against all their countrymen, the same exclusive privilege
which they generally possess against the inhabitants of their respective towns.14

They accordingly seem to have been the original inventors of those restraints
upon the importation of foreign goods, which secure to them the monopoly of the
home-market. (WN, 462)

Smith’s point is clear. Contrary to the mercantile view, trade is not an
inherently a zero sum game. It can, however, be turned into a negative sum
game if national policy is designed to “win” at trade by distortions that are
nominally in the national interest, but are really in the interest of those
who propose them. The real “winning” policy is a free and unfettered
trade, for trade is naturally a positive sum game:

Nothing . . . can be more absurd than this whole doctrine of the balance of trade,
upon which, not only these restraints, but almost all other regulations of commerce
are founded. When two places trade with one another, this doctrine supposes that,
if the balance be even, neither of them either looses or gains; but if it leans in any
degree to one side, that one of them loses and the other gains in proportion to its
declension from the exact equilibrium. Both suppositions are false. A trade which
is forced by means of bounties and monopolies, may be, and commonly is disad-
vantageous to the country in whose favour it is meant to be established. . . . But
that trade which, without force or constraint, is naturally and regularly carried on
between any two places is always advantageous, thought not always equally so, to
both. (WN, 488–9)

Smith is careful to note that the gain must be measured by produc-
tion, not bullion, and that, because the web of trade connections is very
complex, tracing the ultimate incidence of gains from trade is very diffi-
cult. But there are mutual gains: “No goods are sent abroad but those for
which the demand is supposed to be greater abroad than at home, and
of which the returns consequently, it is expected, will be of more value
at home than the commodities exported” (WN, 491). As the value of the
nation’s production is augmented by this exchange, so, too, is its capital
stock and, thus, so, too, its capacity for growth in the progress of opulence.
Free trade, therefore, enhances the wealth of the nation. Unfortunately,

nations have been taught that their interest consisted in beggaring all their
neighbours. Each nation has been made to look with an invidious eye upon the

14 Recall from Chapter 7 that these exclusive privileges were valuable to progress when
they were a means for the king to collude with the towns against the lords, but by now
they have long outlived their usefulness and have become a barrier to progress.



P1: JtR
0521852471c08.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 18:5

194 Adam Smith’s Moral Philosophy

prosperity of all the nations with which it trades, and to consider their gain as
its own loss. Commerce, which ought naturally to be, among nations, as among
individuals, a bond of union and friendship, has become the most fertile source
of discord and animosity. The capricious ambition of kings and ministers has not,
during the present and the preceding century, been more fatal to the repose of
Europe, than the impertinent jealousy of merchants and manufacturers.15 The
violence and injustice of the rulers of mankind is an ancient evil, for which, I am
afraid, the nature of human affairs can scarce admit of a remedy. But the mean
rapacity, the monopolizing spirit of merchants and manufacturers, who neither
are, nor ought to be the rulers of mankind, though it cannot perhaps be corrected,
may very easily be prevented from disturbing the tranquility of any body but
themselves. (WN, 493)

Here we begin to hear the anger in Smith’s voice as he not only dis-
agrees with, but denigrates the purveyors of that mercantile system for
transforming and misusing the philosophy of Locke to “confound . . . the
common sense of mankind” (WN, 494).16 The consequence of their
sophistry is a Europe burdened by a system of restraints on trade that
reduces the wealth of each nation and pits nation against nation.

Smith cites, as an example of this absurdity, the relationship between
Britain and France. There is, Smith recognizes, a natural wariness of a
strong, wealthy, close neighbor because such is a potentially formidable
opponent. The mercantilists on both sides of the Channel exploit this,
announcing “with all the passionate confidence of interested falsehood,
the certain ruin of each, in consequence of that unfavorable balance of
trade, which, they pretend, would be the infallible effect of an unrestrained
commerce with the other” (WN, 496). But Smith sees the possibilities
very differently. “If those countries . . . were to consider their real interest,
without either mercantile jealousy or national animosity, the commerce
of France might be more advantageous to Great Britain than that of any
other country, and for the same reason that of Great Britain to France”
(WN, 495).

15 John Maynard Keynes echoes these words in his General Theory (1964). In the “Conclud-
ing Notes on the Social Philosophy Towards Which the General Theory Might Lead.”
he writes: “War has several causes. Dictators and others such, to whom war offers, in
expectation at least, a pleasurable excitement, find it easy to work on the natural bel-
licosity of their peoples. But, over and above this, facilitating their task of fanning the
popular flame, are the economic causes of war, namely, the pressure of population and
the competitive struggle for markets. It is the second factor, which probably played a
predominant part in the nineteenth century, and might again” (Keynes, 381) be, as Smith
put it long before, “fatal to the repose of Europe.” Prescient words from Keynes in 1936.

16 In a letter of 26 Oct. 1780 to Andreas Holt, Smith refers to “the very violent attack I had
made upon the whole commercial system of Great Britain” (Correspondence, 251).
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France, he argues, offers a great opportunity because of its wealth and
proximity. It is capable of demanding much, and the proximity means that
the speed with which capital could complete that circuit is high and risk
in the circuit is low. This, as we’ve seen, is the ideal case for trade and thus
the trading condition that contributes most to the wealth of the nation.

These advantages make this potential trade with France much more
lucrative than the American colonial trade, that circuit so very dear to
the mercantilists. In making this contrast, Smith is preparing the reader
for the story of the colonies he is about to tell. It is in that context that
his attack on the mercantile interests becomes most virulent, because,
according to Smith, for the sake of that colonial trade which served only
those mercantile interests, Britain has paid most dearly in wealth and
blood.

These fruitless colonial enterprises become the focus of Smith’s think-
ing when he moves to London in 1773 to publish The Wealth of Nations.

smith’s sharpening voice

Smith had long appreciated that the character of political institutions has
a dramatic impact on economic activity. This is reflected in his story of
the emergence of European commerce. But it seems that only when he
moved to London in 1773 to complete the Wealth of Nations did Smith
become fully and acutely aware of a political dynamic in London:17 the
immense power the mercantile interests exerted over Parliament and how
effectively they used that power to systematically shape policy, especially
colonial policy, to suit their own advantage.18

17 Indicative of Smith’s own sense of distance from the heart of civic affairs and of his
perception of those events, he writes to Lord Fitzmaurice in London on 21 February 1759:
“This country is so barren of all sorts of transactions that can interest anybody that lives
at a distance from it that little entertainment is to be expected from any correspondence
on this Side of the tweed. Our epistles to our friends at the capital commonly consist
more in enquiries than in information. I must therefore put your Lordship in mind of
the promise you was so good as to make to me of some times letting me hear from you
of what passes in the Great World, either at home or abroad. I hear there is no faction
in parliament, which I am glad of” (Correspondence, 28). Rosenberg notes that “[t]he
unreformed parliament was the instrument of the powerful and the privileged. . . . [I]t
is worth recalling that during the years when Adam Smith was writing The Wealth of
Nations it was still regarded as a breach of privilege for newspapers even to divulge the
contents of parliamentary debates . . . prohibitions . . . evaded by a variety of journalistic
subterfuges” (Rosenberg, 1979, 25).

18 It is interesting to note that in the Index to the Works of Adam Smith (Haakonssen and
Skinner) there is no listing for “mercantile system” in the index for the Lectures on
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Faced with this heightened awareness, he spent several years in London
transforming the WN.19 The tone of this transformed presentation is an-
gry. Its focus is on colonial policy and the advantages that merchants enjoy
thanks to those policies:

Of the greater part of the regulations concerning the colony trade, the merchants
who carry it on, it must be observed, have been the principal advisers. We must
not wonder, therefore, if, in the greater part of them, their interest has been
more considered than either that of the colonies or that of the mother country.
(WN, 584)

The general monopoly on colonial trade created “by the act of naviga-
tion” gave British merchants an advantage in that trade that led to profits
“much above the ordinary level of profit in other branches of trade” (WN,
596). This, in turn, attracted capital from those other branches, a flow that
continued until “the profits of all came to a new level, different from and
somewhat higher than that at which they had been before” (WN, 596).

This distortion of capital flows benefited the merchants, but harmed
the nation by artificially directing capital into circuits that were “more
distant” (WN, 596) and thus slower and more risky. As a consequence,
these navigation acts reduced the productivity of the nation’s stock of
capital. Ironically, they also adversely affected the nation’s trade position.

“[L]essening the competition of capitals” in the colonial trade led to
a rise in the rate of profit in all trades.20 This raised prices and, in turn,

Jurisprudence, whereas there is a long listing under this title in the index for The Wealth
of Nations. In LJ, Smith does discuss bounties, for example (LJA, 365), and does refer
to “this system” (LJA, 381), but here it is the system of Mun and Locke . . . one that “has
occasioned many errors in the practise of this and other nations . . . in endeavouring to
raise the quantity of money” (LJA, 384). At the time when he is delivering the Lectures,
Smith treats this system as a misguided philosophy creating “bad practicall effects” (LJA,
388), or “prejudicial errors in practice” (LJB, 509), but there is no anger. He writes of
Law’s disastrous scheme: “This scheme of Mr. Laws was by no means contemptible;
he realy believed in it and was the dupe of it himself” (LJB, 519) . . . a la the “man of
system . . . wise in his own conceit” (TMS, 233).

19 In the course of his analysis of American colonial policy in WN, Smith references the
time frame with comments like: “the present disturbances” (WN, 573) or “the late dis-
turbances” (WN, 578) or “at present, October 1773” (WN, 581). All of these suggest that
he is writing this after he arrived in London in the spring of 1773. This is consistent with
the speculation that the mercantile policies and, most significantly, those with respect to
the colonies that were being pressed upon the Parliament, were a story he did not fully
appreciate before his arrival in London, but a story he could not, for both philosophical
and practical reasons, leave out of his Wealth of Nations.

20 He asserts that if rates of profit have fallen since the establishment of the act, “as it
certainly has, [then] it must have fallen still lower, had not the monopoly established by
the act contributed to keep it up” (WN, 599).
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made the cost of living and thus the cost of labor higher. All of these
effects combined to hurt the nation’s competitive position in branches of
trade that it did not monopolize:

[W]hatever raises in any country the ordinary rate of profit higher than it otherwise
would be, necessarily subjects that country both to an absolute and to a relative
disadvantage in every branch of trade of which she has not the monopoly. . . .

Our merchants frequently complain of the high wages of British labour as
the cause of their manufactures being undersold in foreign markets; but they are
silent about the high profits of stock. . . . The high profits of British stock, however,
may contribute towards raising the price of British manufacturers in many cases as
much, and in some perhaps more, than the high wages of British labour. (WN, 599)

Unfettered capital naturally flows into the channels that offer the best
advantage, which is synonymous with the most productive use. When
capital is flowing to its most productive use, it is growing most quickly
and so, too, in turn, is the wealth of the nation. Smith summarizes his
concern about mercantile colonial policies as follows:

The monopoly of the colony trade . . . by forcing towards it a much greater pro-
portion of the capital of Great Britain than what would naturally have gone to
it, seems to have broken altogether that natural balance which would otherwise
have taken place among all the different branches of British industry. . . . Her com-
merce, instead of running in a great number of small channels, has been taught
to run principally into one great channel. But the whole system of her industry
and commerce has thereby been rendered less secure; the whole state of her body
politick less healthful, than it otherwise would have been. (WN, 604)

This is the voice of Smith, the citizen, expressing concern about the state
of his nation. As a philosopher, he enjoys system building for the wonder
that is associated with imagining the invisible connecting principles of our
world in his mind’s eye. But while the wonder alone makes the enterprise
fascinating and engaging,21 he has a public purpose. In WN Book IV,
Smith seeks to strip away the veil of “philosophy” that obscures the self-
serving purposes of the mercantile system and to reveal its destructive
implications.

In her present condition [having followed the dictates of the mercantile system],
Great Britain resembles one of those unwholesome bodies in which some of the
vital parts are over grown, and which upon that account, are liable to many dan-
gerous disorders scarce incident to those in which all the parts are more properly
proportioned. A small stop in a great blood-vessel, which has been artificially

21 “Smith devoted a good deal of attention to the ‘pleasing satisfaction of science.’ . . . ”
(Skinner, 1979, 24)
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swelled beyond its natural dimensions, and through which an unnatural propor-
tion of the industry and commerce of the country has been forced to circulate, is
very likely to bring on the most dangerous disorders upon the whole body politick.
(WN, 604–5)

Indeed, he continues, Britain has become so dependent on the flow in this
one artificially enlarged vessel, the colonial trade, that “the expectation
of a rupture with the colonies . . . has struck the people of Great Britain
with more terror than they ever felt for a Spanish armada, or a French
invasion” (WN, 605).

So why did Britain get into this unfortunate situation? Because the
mercantilist sophistry with respect to colonial policy was very appealing.

At first sight, no doubt, the monopoly of the great commerce of America, naturally
seems to be an acquisition of the highest value. To the undiscerning eye of giddy
ambition, it naturally presents itself amidst the confused scramble of politicks and
war, as a very dazzling object to fight for. (WN, 628)

This “undiscerning eye of giddy ambition” allowed Parliament to be se-
duced by the prospects of wealth to accept and implement a doctrine that
enjoyed the philosophical imprimatur of Locke and that was offered by
those who know the subject most intimately, the merchants. Furthermore,
the initial cost to Britain of the colonial enterprise (discovery, reconnoi-
tering, and “fictitious possession” (WN, 614)) was, Smith suggests, pretty
meager, and the costs during peace were also modest.

However, since those early days, there had been two wars, a cost he
lays squarely “to the account of the colonies” (WN, 615). These were very
expensive, and to what end?

The whole expense is, in reality, a bounty which has been given in order to support
a monopoly. The pretended purpose of it was to encourage the manufacturers,
and to increase the commerce of Great Britain. But its real effect has been to
raise the rate of merchant profit. (WN, 616)

Under the present system of management, therefore, Great Britain de-
rives nothing but loss from the dominion that she assumes over her
colonies. The only winners are the mercantile interests.

So how have the mercantilists maintained their grip on policy? With
sophistry and persuasion and, when those have failed, by intimidation:

This monopoly has so much increased the number of some particular tribes of
them, that, like an overgrown standing army, they have become formidable to the
government, and upon many occasions intimidate the legislature. The member of
parliament who supports every proposal for strengthening this monopoly, is sure
to acquire not only the reputation of understanding trade, but great popularity and
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influence with an order of men whose numbers and wealth render them of great
importance. If he opposes them, on the contrary, and still more if he has authority
enough to be able to thwart them, neither the most acknowledged probity, nor
the highest rank, nor the greatest publick services can protect him from the most
infamous abuse and detraction, from personal insults, nor sometimes from real
danger, arising from the insolent outrage of furious and disappointed monopolists.
(WN, 471)

Because of these powerful interests, Britain is burdened by what should
have been a wonderful opportunity: the globalization of trade.

The opening of the East and West gave Europe access to markets that
spanned the globe. Because an expansion of the extent of the market is
both a prerequisite for the ever-finer division of labor and an opportunity
to generate the capital to finance those improvements, a new era of global
trade for Europe could have been a great benefit, directly and indirectly,
to all the nations of Europe.22 However, while nominally meant to “en-
rich a great nation” (WN, 627), the mercantile colonial policies have, in
fact, “frequently [been] more hurtful to the countries in favour of which
they are established than to those against which they are established”
(WN, 627).

After all the unjust attempts, therefore, of every country in Europe to engross to
itself the whole advantages of the trade of its own colonies, no country has yet
been able to engross to itself any thing but the expence of supporting in time of
peace and of defending in time of war the oppressive authority which it assumes
over them. (WN, 628)

Clearly, Smith asserts, free trade is a better policy. Unfettered capital
generates the most production, in turn, the most accumulation, and so
the most growth in the wealth of the nation. In this natural dynamic, the
risk-adjusted profits of stock are the signal that directs this allocation of
capital. Wherever there is an advantage, these profits will be higher and
this “superiority of profit will draw stock . . . till the profits of all return to
their proper level” (WN, 629).

22 Opportunities opened “much about the same time” (WN, 448) in both America and
the East. The nations of the East (China, Indostan, Japan) were much more advanced
than those of America (Mexico, Peru), and thus more ripe for constructive engagement
and mutual benefit. But, “Europe . . . has hitherto derived much less advantage from its
commerce with the East Indies, than from that with America” (WN, 448–9). The reasons
for this disparity are directly related to the completeness of mercantilist power in setting
the policies for the trade relationship. The East Indian trade was initially monopolized
by the Portuguese, but as the Dutch “began to encroach upon them, they vested their
whole East India commerce in an exclusive company. The English, French, Swedes, and
Danes, have all followed this example. . . .” (WN, 449).
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That level is inversely related to the supply of capital stock. Because
that supply will grow with each circuit of production, the rate of profit
in a growing, healthy economy will fall until it just covers the cost of
superintendence.23 But this prospect brings us back to the mercantilists
and their power over policy.

Clearly, it is in the interest of the mercantile class to insure that this
dynamic is thwarted so that the rate of profit remains high. Control-
ling markets insures an advantage, so it is “[m]onopoly of one kind or
another . . . [that] seems to be the sole engine of the mercantile system”
(WN, 630). It is a system that undermines and destroys the lifeblood of
material progress:

� reducing the productivity of capital by sending it into unnatural circuits,
and

� destroying capital by
� requiring national treasure to be spent on defending colonies and

colonial trade routes, and
� allowing companies (as in India) to act as sovereigns so that op-

portunities for corruption and oppression, both very destructive,
abound (WN, 635–641).

This is where Smith leaves the subject of the mercantile system in the
original edition of WN (1776). In 1784, he returns to the WN and makes
significant revisions. The most significant of these is a new Chapter 8 for
Book IV titled: Conclusion of the Mercantile System (WN, 642).

“conclusion of the mercantile system”

Between the publication of the first edition of WN in 1776 and the “Addi-
tions and Corrections” published in 1784, Smith served as a Commissioner
of Customs. As Ian Ross makes clear in his biography of Smith, this is a
position that Smith pursued24 and one for which “[f]inancial inducement

23 Indicative of this is his assertion that “[t]he mercantile capital of Holland is so great that it
is . . . continually overflowing. . . . ” (WN, 632) And in Holland, the country that is closest
to having “acquired its full complement of riches, . . . the ordinary rate of clear profit . . . is
very small, so that usual market rate of interest which could be afforded out if it, would
be so low as to render it impossible for any but the very wealthiest people to love upon
the interest of their money” (WN, 113).

24 “Following the death in 1777 of Archibald Menzies, one of the Commissioners, Smith
announced his candidacy to Strahan on 27 October 1777, and asked him to find out how
matters stood at the Treasury Board, claiming, however: ‘I am not apt to be over-sanguine
in my expectations’” (Ross, 306), implying a desire for the position.
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could not have been a strong factor . . . [since] he offered to give up the
pension . . . he held from [the Duke of] Buccleuch on receiving the Cus-
toms appointment. . . . ” (Ross, 306)

So why did Smith seek and take this position? Ross suggests that
Smith might have sought “structure” in his life or proximity to friends
in Edinburgh (Ross, 306). While these are certainly plausible possibili-
ties, I would suggest another incentive: Smith had become, as the original
WN Book IV makes clear, fascinated by the dynamic nature of the mer-
cantile system and very concerned about its impact on Great Britain. A
position in the Customhouse offered him an ideal opportunity as a scholar
to study the intricacies of commercial policy from the inside of the system,
and the possibility as an active citizen to ameliorate some of the excesses
of that system created by “[t]he avidity of our great manufacturers. . . . ”
(WN, 643).25

Whatever his motive for working in the Customhouse, after years of
work there, the new WN Book IV Chapter VIII, Conclusion of the Mer-
cantile System, picks up where the strong criticism of mercantilism em-
bodied in the original Book IV left off, sharpening that criticism into a
scathing attack.26

It begins with a review of several laws the mercantile interests “extorted
from the legislature” (WN, 643) that are especially interesting because of
their peculiar character: They follow a plan that is “opposite” (WN, 642)
from the normal logic of the mercantile system. These laws limit exports
and encourage imports.

Peculiarity notwithstanding, as always with mercantilist advocacy, “[i]ts
ultimate object [in advocating these laws] . . . it pretends, is . . . to enrich

25 This job was an ideal window into the details of the mercantile system: “[T]he customs
service in Great Britain during the time of Adam Smith’s tenure as a commissioner
functioned basically as an agent of English mercantilism and as a tax collection agency”
(Anderson, Shughart, and Tollison, 745). And, Smith clearly immersed himself in the job:
“[T]he author of the Wealth of Nations was a good bureaucrat . . . various parts of Smith’s
correspondence indicate two central points: he enjoyed his customs work and found it
relaxing, and the job occupied a lot of his time” (Anderson, Shughart, and Tollison, 750,
752).

26 With respect to the “famous chapter of Wealth, ‘Conclusion of the Mercantile
System’ . . . [Anderson, Shughart, and Tollison] suggest two simple links between Smith’s
customs experience and this added material. First, Commissioner Smith must have ac-
quired a detailed knowledge of the various statutes it was his job to enforce, given his
evident diligence; the chapter is based on direct knowledge of relevant laws rather than
on secondary sources. Second, Smith may have had ample opportunity as commissioner
to observe interest group behavior at first hand as a determinant of economic policy”
(Anderson, Shughart, and Tollison, 755).
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the country by an advantageous balance of trade” (WN, 642, emphasis
added). Smith proceeds, however, to strip away this guise of national
interest, and to demonstrate that these new laws are not at all peculiar
if one traces their origins and reveals their intended, rather than their
pretended, purpose: to enrich their mercantile advocates.

Clearly well schooled in the history and intricacies of these laws thanks
to his years at the Customhouse, as an example of an “opposite” policy
at work, Smith analyzes the rules put in place to control the linen yarn
market in some detail.27 His point is clear:

It is not by the sale of their work [(“our spinners . . . poor people, women com-
monly, scattered about in all different parts of the country, without support or
protection.” (WN, 644))], but by that of the compleat work of the weavers, that
our great manufacturers make their profits. As it is their interest to sell the com-
pleat manufacturers as dear, so is it to buy the materials as cheap as possible. By
extorting from the legislature bounties upon the exportation of their own linen,
high duties upon the importation of all foreign linen, and a total prohibition of
the home consumption of some sorts of French linen, they endeavour to sell
their goods as dear as possible. By encouraging the importation of foreign linen
yarn, and thereby bringing it into competition with that which is made by our
own people, they endeavour to buy the work of the poor spinners as cheap as
possible. . . . [I]t is by no means for the benefit of the workman, that they endeav-
our either to raise the price of the compleat work, or to lower that of the rude
materials. It is the industry which is carried on for the benefit of the rich and the
powerful, that is principally encouraged by our mercantile system. (WN, 644)

One hears Smith’s values and feels his outrage in these words. As
described in Chapter One, Smith’s metric of a good society is the well-
being of the least among the working class. The mercantile system, so
meticulously arranged to insure the control of the market for the “benefit
of the rich and the powerful,” has just the opposite effect. In extorting
Parliament to serve its interests, the mercantilists exploit and impoverish
workers who, being “scattered about in all different parts of the country,
without support or protection,” cannot resist.28

Smith, conservative by nature, does not favor radical change.29 How-
ever, he cares about the working class and he cares about the prospects

27 “The linen trade more than any other manufacture must have been the industry Adam
Smith was most familiar with, as it was successful and widespread throughout most of
the Lowlands, not least in the Fife villages near Kirkcaldy [Smith’s ancestral home]. It
was still a domestic and cottage industry . . .” (Smout, 63).

28 This theme of the asymmetry of power between employer and worker is one Smith also
highlights in WN Book I (WN, 83–4).

29 Even Smith’s belief that mercantile policies should be reversed is tempered by his concern
for the displacement effect on “many thousands of our people” (WN, 469). “Humanity
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of his nation. Writing in 1784, as he presents his analysis of the linen
trade, he makes it clear that something can and should be done about this
exploitation because he notes pointedly that the two of the bounties on
which this system is built “expire with the end of the session of parliament
which shall immediately follow the 24th of June 1786” (WN, 644).

Again, based on intimate knowledge of the issues gained from his
service in the Customhouse, Smith follows his analysis of the linen trade
with an analysis of the actions of

[o]ur woollen manufacturers [who] have been more successful than any other
class of workmen, in persuading the legislature that the prosperity of the nation
depended upon the success and extension of their particular business. . . . [After
sympathizing with the view that some revenue laws seem unjust, he continues:]
but the cruelest of our revenue laws, I will venture to affirm, are mild and gentle,
in comparison of some of those which the clamour of our merchants and manu-
facturers has extorted from the legislature, for the support of their own absurd
and oppressive monopolies. Like the laws of Draco, these laws may be said to be
all written in blood. (WN, 647–8)

These linen and wool policies are but two examples of a mercantile sys-
tem that evolved as an increasingly complex set of regulations advocated
by the mercantile interests for the supposed enrichment of the wealth
of the nation. In the course of this policy evolution, epicycle was set on
epicycle, each offered with the promise that with this new adjustment,
the system would yield even greater wealth for the nation. However, like
that flawed philosophy of the Ptolemaic system for which epicycles were
no solution, this system is fundamentally flawed. Also like the Ptolemaic
system – a once honest, albeit misguided, philosophy later captured by
particular interests to preserve the power of those interests30 – by Smith’s
day the mercantile system had become a self-serving sophistry in the guise
of a philosophy that, for the sake of the wealth not of the nation but of
the merchants and manufacturers, made production, not consumption,
the national purpose. According to Smith, this is backward.

Consumption is the sole end and purpose of all production; and the interest of the
producer ought to be attended to, only so far as it may be necessary for promoting
that of the consumer. The maxim is so perfectly self-evident, that it would be

may in this case require that the freedom of trade should be restored only by slow
gradations. . . . ” (WN, 469). Having revealed this concern, however, he goes on to suggest
that the dislocations might “be much less than is commonly imagined. . . . ” (WN, 469).

30 The resistance of the Church to the Copernican system and its transformation of the
conception of the order of the universe is a classic example of particular interest driving
philosophical advocacy.
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absurd to attempt to prove it. But in the mercantile system, the interest of the
consumer is almost constantly sacrificed to that of the producer. . . . (WN, 660)

The consumer pays the price of the policies extorted from the parliament
by the mercantile interests directly in taxes levied as protections and indi-
rectly in higher prices caused by prohibitions or restrictions. In addition,
in Smith’s view, above and beyond these was the most egregious cost of
the mercantile system: the treasure spent to defend the colonies for the
benefit of the mercantile interests:

For the sake of that little enhancement of price which this monopoly might afford
our producers, the home-consumers have been burdened with the whole expense
of maintaining and defending that empire. For this purpose, and for this purpose
only, in the last two wars, more than a hundred and seventy millions have been
contracted over and above all that had been expended for the same purpose in
former wars. The interest on the debt alone is not only greater than the whole
extraordinary profit, which, it ever could be pretended, was made by the monopoly
of the colony trade, but than the whole value of that trade or than the whole value
of the goods, which at an average have been annually exported to the colonies.

It cannot be difficult to determine who have been the contrivers of this whole
mercantile system; not the consumers, we may believe, whose interest has been
entirely neglected; but the producers whose interest has been so carefully attended
to; and among this latter class our merchants and manufacturers have been by far
the principal architects (WN, 661).

Here, we hear Smith in his full fury.

following this voice to 1 7 9 0 – smith and civic humanism

Smith’s concern about the mercantile interests, their influence on parlia-
ment, and their impact on the British, if not the human, prospect lies at the
heart of his revisions to the TMS published in 1790. This work mattered
a great deal to Smith. By his own account, he worked on these revisions
at great cost to his health, and, indeed, he died that year.31

31 Twice, in his correspondence to Thomas Cadell (along with Strahan, Smith’s publisher)
regarding the revisions to TMS, Smith notes his health as an issue. On 15 March, 1788, he
writes that he had take leave from his work to write: “My subject is the theory of moral
Sentiments to all parts of which I am making many additions and corrections. The chief
and the most important additions will be to the third part, that concerning the sense of
Duty and to the last part concerning the History of moral Philosophy. As I consider my
tenure of this life as extremely precarious, and am very uncertain whether I shall live to
finish several other works which I have projected. . . . I am a slow a very slow workman,
who do and undo everything I write at least half a dozen times before I can be tolerably
pleased with it; and tho’ I have now, I think, brought my work within compass, yet it will
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As noted in Chapter One, there was no financial or reputational need
for this effort, his income and his reputation being both long since secure.
Smith’s purpose was public.

Jerry Muller has it just right: “The design and the rhetoric of Smith’s
work reflect his intention not only to instruct legislators by enunciating
general principles but to motivate them to pursue the common inter-
est” (Muller, 1993, 54, emphasis in original). Smith’s sense of urgency
for achieving this goal grows with his sense of concern about the power
of the mercantile interests.

In order to inspire this “motivation . . . [for] the common interest”
Smith turns to a progressively more civic humanist voice extolling
“citizenship . . . as an active virtue” (Pocock, 1983, 235). He appeals to
today’s and tomorrow’s leaders to resist the seduction and pressures of
partial interests and to “assume the greatest and noblest of all characters,
that of the reformer and legislator of a great state; and, by the wisdom
of his institutions, [to] secure the internal tranquility and happiness of his
fellow-citizens for many succeeding generations” (TMS, 232).

It may seem an irony that Smith begins to see civic humanist leadership
as the best hope for maintaining Britain’s advancement toward a classical
liberal ideal, the liberal plan. But while Smith is an idealist, he is also a
realist and a pragmatist. The one thing Smith is not is a dogmatist, a “man
of system . . . wise in his own conceit” (TMS, 233).

In the most significant revision to the 1790 edition of the TMS, the
new Part VI titled “Of the Character of Virtue,” Smith begins in Section I
by reflecting on that dimension of our moral sentiments that directs us
to care for our “own happiness” (TMS, 212): prudence.32 Prudence is
that expression of self-love that “is always both supported and rewarded
by the entire approbation of the impartial spectator . . . [because is it

be the month of June before I shall be able to send it to you” (Correspondence, 311).
About a year later, 31 March 1789, he writes Cadell: “Ever since I wrote to you last I
have been labouring very hard in preparing the proposed new edition of the Theory of
Moral Sentiments. I have even hurt my health. . . . ” (Correspondence, 319–20)

32 In this context, Smith offers an interesting commentary on the prudence of an educated
person in general and the scholar in particular: “The prudent man always studies seriously
and earnestly to understand whatever he professes to understand, and not merely to
persuade other people that he understands it; and though his talents may not always
be brilliant, they are always perfectly genuine. . . . For reputation in his profession he is
naturally disposed to rely a good deal upon the solidity of his knowledge and abilities;
and he does not always think of cultivating the favor of those little clubs and cabals, who,
in the superior arts and sciences, often erect themselves into the supreme judges of merit;
and who make it their business to celebrate the talents and virtues of one another, and
to decry whatever can come into competition with them” (TMS, 213–14).
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self-love moderated and directed by] that proper exertion of self-
command” (TMS, 215).

The prudent man “would prefer the undisturbed enjoyment of secure
tranquility, not only to all the vain splendor of successful ambition, but
to the real and solid glory of performing the greatest and most magnani-
mous actions” (TMS, 216). Nevertheless, Smith asserts, the good citizen,
“[w]hen distinctly called upon, . . . will not decline the service of his coun-
try” (TMS, 216), for “[t]he wise and virtuous man is at all times willing
that his own private interest should be sacrificed to the public interest”
(TMS, 235).

Here, we begin to hear Smith’s appeal to the civic leader to be, as the
patriot, one who may prefer secure tranquility but is ready and willing to
serve the nation. Self-directed prudence is, according to Smith, virtuous,
but “[i]t commands a certain cool esteem . . . not . . . any ardent love or
admiration” (TMS, 216). In contrast, he continues:

Wise and judicious conduct, when directed to greater and nobler purposes than
the care of the health, the fortune, the rank and reputation of the individual, is
frequently and very properly called prudence. We talk of the prudence of the
great general, of the great statesman, of the great legislator. Prudence is, in all
these cases, combined with many greater and more splendid virtues, with valour,
with extensive and strong benevolence, with a sacred regard to the rules of jus-
tice, and all these supported by a proper degree of self-command. This superior
prudence . . . necessarily supposes the utmost perfection of all the intellectual and
of all the moral virtues. It is the best head joined to the best heart. It is the most
perfect wisdom combined with the most perfect virtue. (TMS, 216)

The case of the great patriot is easily familiar and so it makes a valuable
point of reference for Smith:

The patriot who lays down his life for the safety, or even for the vain-glory of this
society, appears to act with the most exact propriety. . . . But though this sacrifice
appears to be perfectly just and proper, we know how difficult it is to make it,
and how few people are capable of making it. His conduct, therefore, excites not
only our entire approbation, but our highest wonder and admiration, and seems
to merit all the applause which can be due to the most heroic virtue. (TMS, 228)

Weaving his conception of civic virtue and its real, if intangible, rewards
into the mind of his audience, Smith is preparing the way for his assertion
that a great statesman is on a par with this great patriot. However, always
wary of imbalance, Smith pauses to warn his reader against jingoism:

The love of our own nation often disposes us to view, with the most malignant
jealousy and envy, the prosperity and aggrandisement of any other neighbouring
nation. Independent and neighbouring nations, having no common superior to
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decide their disputes, all live in continual dread and suspicion of one
another. . . . The regard for the laws of nations, or for those rules which inde-
pendent states profess or pretend to think themselves bound to observe in their
dealings with one another, is often very little more than mere pretence and pro-
fession. From the smallest interest, upon the slightest provocation, we see those
rules every day, either evaded or directly violated without shame or remorse.
Each nation foresees, or imagines it foresees, its own subjugation in the increas-
ing power and aggrandisement of any of its neighbours; and the mean principle
of national prejudice is often founded upon the noble one of the love of our own
country . . . France and England may each of them have some reason to dread
the increase of the naval and military power of the other; but for either of them
to envy the internal happiness and prosperity of the other, the cultivation of its
lands, the advancement of its manufactures, the increase of its commerce, the
security and number of its ports and harbours, its proficiency in all the liberal
arts and sciences, is surely beneath the dignity of two such great nations. These
are all real improvements of the world we live in. Mankind are benefited, human
nature is ennobled by them. In such improvements each nation ought, not only
to endeavour itself to excel, but from the love of mankind, to promote, instead
of obstructing the excellence of its neighbours. These are all proper objects of
national emulation, not of national prejudice or envy. (TMS, 228–9)

This larger, international perspective reflects the character of Smith’s
moral philosophy. Even as he is writing out of an immediate concern
regarding the current state of Britain and the perverse effect of the mer-
cantile interests on that state, Smith’s larger and more abiding concern is
always the human prospect. He appreciates full well that, just as domes-
tic distortions impede the progress of nations, national boundaries can
engender jealousies that are a menace to the realization of that larger
prospect: “The love of our own country seems not to be derived from the
love of mankind. The former sentiment is altogether independent of the
latter, and seems sometimes even to dispose us to act inconsistently with
it” (TMS, 229).

Having made this global point, he then returns to the challenge of
constituting a nation state that is consistent with progress, and the role of
the statesman in meeting that challenge.

Given that “particular orders and societies” are inevitable in any na-
tion, the challenge of progress is, according to Smith, to establish an order
within which the “powers, privileges, and immunities” of the “particular
orders and societies” are balanced such that no particular faction is priv-
ileged (TMS, 230). “[T]he particular distribution which has been made
of their respective powers, privileges, and immunities, depends . . . [upon]
what is called . . . the constitution of that particular state” (TMS, 230).

A constitution is a delicate and contestable instrument, especially “in
times of public discontent, faction, and disorder” (TMS, 231). It is in just
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such times that the statesman can become, like the patriot, a person who
serves the nation and earns the admiration of the nation for all times.
What it the key to such nobility? The wisdom and self-command that
allow one to rise above the interests of faction, even one’s own faction,
and to govern for the common good:

[A] wise man may be disposed to think some alteration necessary in that con-
stitution or form of government, which, in its actual condition, appears plainly
unable to maintain the public tranquillity. In such cases, however, it often re-
quires, perhaps, the highest effort of political wisdom to determine when a real
patriot ought to support and endeavour to re-establish the authority of the old
system, and when he ought to give way to the more daring, but often dangerous
spirit of innovation. . . .

In times of civil discord, the leaders of the contending parties, though they may
be admired by one half of their fellow-citizens, are commonly execrated by the
other. . . .

The leader of the successful party, however, if he has authority enough to
prevail upon his own friends to act with proper temper and moderation (which
he frequently has not), may sometimes render to his country a service much
more essential and important than the greatest victories and the most extensive
conquests [of the patriot]. He may re-establish and improve the constitution,
and from the very doubtful and ambiguous character of the leader of a party, he
may assume the greatest and noblest of all characters, that of the reformer and
legislator of a great state; and, by the wisdom of his institutions, secure the internal
tranquillity and happiness of his fellow-citizens for many succeeding generations.
(TMS, 231–2)

Clearly, Smith sees this wise “reformer and legislator” as essential
to civic well being because only such a statesman can ignore the en-
treaties, enthusiasm, and intimidation of factions and instead pursue poli-
cies for the well being of all citizens. The editors of TMS suggest that “[i]t
seems likely that Smith had the French Revolution in mind when writing
this. . . . ” (TMS, 231, fn.6). Certainly so, but this theme is also entirely
consistent with that growing concern we’ve seen in the pages of the WN,
that the mercantile faction “like an overgrown standing army, . . . [has] be-
come formidable to the government, and upon many occasions intimidate
the legislature” (WN, 471).

Extolling the virtues of the civic humanist statesman in 1790, Smith
cites Solon, “one of the leading figures in the republican ‘myth’” (Winch,
1978, 160), as a model:

The man whose public spirit is prompted altogether by humanity and benevolence,
will respect the established powers and privileges even of individuals, and still
more those of the great orders and societies, into which the state is divided. Though
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he should consider some of them as in some measure abusive [as Smith did the
mercantile powers and privileges], he will . . . accommodate, as well as he can, his
public arrangements to the confirmed habits and prejudices of the people; and
will . . . [w]hen he cannot establish the right, he will not disdain to ameliorate the
wrong; but like Solon, when he cannot establish the best system of laws, he will
endeavour to establish the best that the people can bear. (TMS, 233)33

Solon is an ideal civic humanist model for Smith because, as Smith
represents him, Solon’s actions reflect active virtue tempered by the mod-
eration that comes with humility. Smith reminds the current and future
statesmen that, whereas wise leadership is a virtue, arrogant leadership is
a vice. So beware becoming

[t]he man of system . . . very wise in his own conceit; and . . . often so enamoured
with the supposed beauty of his own ideal plan of government, that he cannot
suffer the smallest deviation from any part of it. . . . [Do not, he warns the leader]
imagine that . . . the different members of a great society [can be arranged] with as
much ease as the hand arranges the different pieces upon a chess-board. . . . [I]n the
great chess-board of human society, every single piece has a principle of motion
of its own. . . . (TMS, 234)

Then, apropos of his own enterprise and his own role in civil society,
Smith reminds the leader that a system of philosophy can a valuable tool
for policy, but only when it is applied with humility:

Some general, and even systematical, idea of the perfection of policy and law, may
no doubt be necessary for directing the views of the statesman. But to insist upon

33 This notion that new policy should cautiously ameliorate old errors is a theme that Smith
had expressed in the original edition of the WN. Having noted that the distortions of
mercantile policies have created a long period of trade constraints and that a new regime
can open up trade, he warns that such a change should be done gradually. This is so because
the mercantile distortions are built so deeply into the British system of commerce, that a
quick solution would be very destabilizing. What is clear is the ultimate solution: “[T]he
natural system of perfect liberty and justice ought gradually to be restored . . . [How,] we
must leave to the wisdom of future statesmen and legislators to determine” (WN, 606).

Certainly one thing the legislator should not do is create more monopolies: “To expect,
indeed, that the freedom of trade should ever be entirely restored in Great Britain is as
absurd as to expect that an Oceana or Utopia should ever be established in it. Not only the
prejudices of the public, but what is much more unconquerable, the private [mercantile]
interests of many individuals, irresistibly oppose it. . . . The equitable regard, therefore,
to his interest requires that changes of this kind should never be introduced suddenly,
but slowly, gradually, and after a very long warning. The legislature, were it possible
that its deliberations could be always directed, not by the clamorous importunity of
partial interests, but by an extensive view of the general good, ought upon this very
account, perhaps, to be particularly careful neither to establish any new monopolies of
this kind, nor to extend further those which are already established. Every such regulation
introduces some degree of real disorder into the constitution of the state, which it will be
difficult afterwards to cure without occasioning another disorder” (WN, 471–2).
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establishing, and upon establishing all at once, and in spite of all opposition, every
thing which that idea may seem to require, must often be the highest degree of
arrogance. . . . It is to fancy himself the only wise and worthy man in the common-
wealth, and that his fellow-citizens should accommodate themselves to him and
not he to them. (TMS, 234)

Smith’s point is clear. If human progress is to proceed, we need lead-
ership by wise statesmen34 who:

� make policy based on general, rather than particular, interests, and
� are guided by a moral philosophy but are not slaves to any such system.

In order to recruit such leaders, Smith appeals to those who aspire to
leadership to follow the civic humanist model of Solon.

To make that model appealing, Smith notes that although the short-
term challenges are certainly many and significant, the long-term re-
wards – the adulation of the nation and the personal serenity of self-
respect35 – make virtuous statesmanship worth the challenges. If these
rewards are not sufficient to persuade, Smith cites yet a higher calling
that should compel one to transcend that cool prudence of self-love and
spend energies on the well being of one’s fellow citizens. Doing so serves
“the will of the great Director of the universe” (TMS, 236), and for any-
one who “is deeply impressed with the habitual and thorough convic-
tion36 that [there is] this benevolent and all-wise Being” (TMS, 235),

34 “Natural liberty . . . will require a conscious act of the will of the virtuous legislator to
bring it about” (Young, 205).

35 In the significant 1790 amendments and additions to Chapter II of TMS Part III, Smith
describes the wise man as one who loves praiseworthiness rather than praise. This com-
plements his 1790 appeal in the new TMS Part VI to leaders to take the role of statesmen,
because a statesman is a person of wisdom and virtue who, measuring self by praisewor-
thiness, can ignore the clamor of faction that tries to seduce with the vanity of praise and
intimidate with the threat of disapprobation. This is precisely the kind of leader necessary
to deal with the strategy of the mercantile interests. Recall: “The member of parliament
who supports every proposal for strengthening this monopoly, is sure to acquire not only
the reputation of understanding trade, but great popularity and influence with an order
of men whose numbers and wealth render them of great importance. If he opposes them,
on the contrary, and still more if he has authority enough to be able to thwart them,
neither the most acknowledged probity, nor the highest rank, nor the greatest publick
services can protect him from the most infamous abuse and detraction, from personal
insults, nor sometimes from real danger, arising from the insolent outrage of furious and
disappointed monopolists” (WN, 471).

36 As described in Chapter One, Smith takes the existence of this Deity on faith, as a
“conviction” not a “Truth.”
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such a service is a moral imperative.37 Active citizenship is our human
responsibility:38

The administration of the great system of the universe, . . . the care of the universal
happiness of all rational and sensible beings, is the business of God and not of man.
To man is allotted a much humbler department, but one much more suitable to the
weakness of his powers, and to the narrowness of his comprehension; the care of
his own happiness, of that of his family, his friends, his country: that he is occupied
in contemplating the more sublime, can never be an excuse for his neglecting the
more humble department . . . The most sublime speculation of the contemplative
philosopher can scarce compensate the neglect of the smallest active duty. (TMS,
237, emphasis added)39

37 In those 1790 revisions to the TMS cited in an earlier footnote, as Smith extols the
virtue of praiseworthiness over praise, he also warns his readers of the downside of not
following this moral road: “To attain to this envied situation, the candidates for fortune
too frequently abandon the paths of virtue; for unhappily, the road which leads to the
one, and that which leads to the other, lie sometimes in very opposite directions. . . . In
many governments the candidates for the highest stations are above the law; and, if they
can attain the object of their ambition, they have no fear of being called to account for
the means by which they acquired it. They often endeavour, therefore, not only by fraud
and falsehood, the ordinary and vulgar arts of intrigue and cabal; but sometimes by the
perpetration of the most enormous crimes, by murder and assassination, by rebellion
and civil war, to supplant and destroy those who oppose or stand in the way of their
greatness. . . . Amidst all the gaudy pomp of the most ostentatious greatness; amidst the
venal and vile adulation of the great and of the learned; amidst the more innocent, though
more foolish, acclamations of the common people; amidst all the pride of conquest and
the triumph of successful war, he is still secretly pursued by the avenging furies of shame
and remorse; and, while glory seems to surround him on all sides, he himself, in his own
imagination, sees black and foul infamy fast pursuing him, and every moment ready to
overtake him from behind” (TMS, 64–5).

38 Referring to men he respects, Smith writes to Edmund Burke on 1 July 1782 that “[i]t
must afflict every good citizen that any circumstance should occur which could make men
of their probity, prudence and moderation judge it proper in these times to withdraw from
the service of their country” (Correspondence, 259).

39 Indicative of this emphasis on active virtue, he writes in another revision of 1790: “To
compare, in this manner, the futile mortifications of a monastery, to the ennobling hard-
ships and hazards of war; to suppose that one day, or one hour, employed in the former
should, in the eye of the great Judge of the world, have more merit than a whole life
spent honourably in the latter, is surely contrary to all our moral sentiments; to all the
principles by which nature has taught us to regulate our contempt or admiration. It is this
spirit, however, which, while it has reserved the celestial regions for monks and friars, or
for those whose conduct and conversation resembled those of monks and friars, has con-
demned to the infernal all the heroes, all the statesmen and lawgivers, all the poets and
philosophers of former ages; all those who have invented, improved, or excelled in the
arts which contribute to the subsistence, to the conveniency, or to the ornament of human
life; all the great protectors, instructors, and benefactors of mankind; all those to whom
our natural sense of praise-worthiness forces us to ascribe the highest merit and most
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By 1790, this civic humanist voice extolling “active duty” has become
an important instrumental tool for Smith in realizing his classical liberal
vision.40 It is a voice he adopts not only in his public writing, the TMS,
but also in his private correspondence: “In what remains of Smith’s corre-
spondence with leading politicians on questions of trade, it is striking how
often he sought to stiffen their backbone, urging them to buck the pres-
sure from particular interests for the sake of the common good” (Muller,
1993, 26).41

Smith’s voice evolves, but his vision remains the same . . . and, as we
will see in the next chapter, that liberal vision informs Smith’s conception
of the role of government in society. Informs, but doesn’t dictate . . . Smith
is never a “man of system,” he is a practical philosopher with a vision.

exalted virtue. Can we wonder that so strange an application of this most respectable
doctrine should sometimes have exposed it to contempt and derision; with those at least
who had themselves, perhaps, no great taste or turn for the devout and contemplative
virtues?” (TMS, 134).

40 “In the historical . . . process which was now man’s habitat, republican citizenship was no
more than a crucial episode . . . [T]here was an alternative ideal of liberty and virtue, in
which property and specialization were protected by authority and law, more appropri-
ate to the commercial stage of history and perhaps ranking higher in the human scale”
(Pocock, 1983, 243). Smith believed that to reach this new ideal, society needed to draw
on some of the old political virtues, not from an elite of autonomous landowners but
from the emerging political leadership. This instrumental adoption of a civic human-
ist voice is consistent with Pocock’s observation that such a voice was still available
to Smith: “[H]istorians are trained to think in linear, progressive and quasi-dialectical
patterns . . . [so i]t is conventional to think of the predecessor of a given paradigm as al-
together superseded and submerged. But the civic humanist paradigm . . . encourages us
to think of the civic and commercial ideologies as struggling with one another at least
down to the lifetimes of Adam Smith and John Millar. . . . (Pocock, 1983, 244). Further:
“It is certainly not the case that the Scottish theorists in general regarded republican and
jurisprudential language as distinct and ideologically opposite rhetorics” (Pocock, 1983,
251). “Neither of us [Quintin Skinner or Pocock] . . . reaches the point – and it may be
that I should have – where we must ask whether and if so how, the language of republican
virtue ever combined with that of juristic right” (Pocock, 1981, 54). One can find that
combination in Smith.

41 There has been, in the literature, a debate about Smith’s “location” relative to the classical
liberal and civic humanist positions. The most clear demarcation of the sides in this
debate are represented by a wonderfully thoughtful exchange between Donald Winch
(Adam Smith’s Politics, 1978; “Adam Smith and the Liberal Tradition,” 1988) and Edward
Harpham (“Liberalism, Civic Humanism, and the Case of Adam Smith,” 1984; “The
Problem of Liberty in the Thought of Adam Smith,” 2000). I agree with Harpham that
Smith was not a civic humanist. But I believe Winch is correct in suggesting that Smith
adopted and adapted civic humanist ideas as instrumental tools to achieve the classical
liberal end he envisioned.
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On the Role of Government

Book V of The Wealth of Nations

Having described in WN Book IV the errors of government policy that
follow from competing systems of political economy, in WN Book V, the
last Book of The Wealth of Nations, Smith goes into great detail as he
describes:

� what he believes government should and shouldn’t do, and
� how it should and shouldn’t do what it should.

All these “shoulds” should suggest that WN Book V is a prescriptive,
policy-oriented ending to Smith’s Inquiry into the Nature and Causes of
the Wealth of Nations. And it is.

Smith wrote in the Theory of Moral Sentiments, seventeen years before
the publication of The Wealth of Nations, that:

if you would implant public virtue in the breast of him who seems heedless of the
interest of his country, it will often be to no purpose to tell him, what superior
advantages the subjects of a well-governed state enjoy; that they are better lodged,
that they are better clothed, that they are better fed. These considerations will
commonly make no great impression. You will be more likely to persuade, if you
describe the great system of public police which procures these advantages, if
you explain the connexions and dependencies of its several parts, their mutual
subordination to one another, and their general subserviency to the happiness of
the society; if you show how this system might be introduced into his own country,
what it is that hinders it from taking place there at present, how those obstructions
might be removed, and all the several wheels of the machine of government be
made to move with more harmony and smoothness, without grating upon one
another, or mutually retarding one another’s motions. It is scarce possible that
a man should listen to a discourse of this kind, and not feel himself animated to
some degree of public spirit. . . . Upon this account political disquisitions, if just,
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and reasonable, and practicable, are of all the works of speculation the most useful.
Even the weakest and the worst of them are not altogether without their utility.
They serve at least to animate the public passions of men, and rouse them to seek
out the means of promoting the happiness of the society. (TMS, 186)

In the first four Books of The Wealth of Nations Smith describes the el-
egance and benefits of the “the liberal plan of equality, liberty and justice”
(WN, 664) and exposes the mercantile “obstructions” that encumber the
British experiment with that system. Now, in WN Book V, he presents his
analysis of the role of government in a liberal system and a commentary
on how that role can be most constructively carried out. His goal through-
out his Inquiry is to accomplish what, by his own account, all “political
disquisitions” should: to “animate the public passions of men, and rouse
them to seek out the means of promoting the happiness of the society.”

on the role of government – an overview

Smith’s analysis of government in WN Book V is framed by his four stages,
but his primary focus is on the various roles he believes government
should play in the last, commercial stage. These roles are distinguished in
his analysis by the method of their provision and financing:

� Do they require public provision and government expenditure to in-
sure provision?

� Do they require public provision, but can be self-financing? or,
� Can they be provided indirectly by an alignment of incentives gener-

ated by government regulations or tax policy?

In all cases, Smith emphasizes that these roles should be carried out in
a way that represents good, efficient government, because this not only
minimizes the cost of government, it also enhances the probability that
citizens will value and be committed to their government. As we will see,
this commitment by citizens is crucial to Smith’s vision of a constructive
liberal order.

In Smith’s view, a good and efficient government:

� taxes fairly, and with the least intrusion and cost possible,
� taxes in ways that align incentives constructively rather than destruc-

tively,
� spends frugally and only when necessary to provide services and in-

frastructure that are requisites for a healthy society and that would not
otherwise be provided,



P1: IWV
0521852471c09.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 22:1

On the Role of Government 215

� taxes and spends for the benefit of the general citizenry, not for the
benefit of a particular faction, and

� borrows responsibly.

Smith lays all of this out in a series of analyses covering:

� government provision,
� tax systems, and
� public debt.

What follows are selections from these analyses that represent the
central points Smith makes about the role of government.

government must provide for the common defense

Defense, according to Smith, is the “first duty” (WN, 689) of government,
and how government carries out that duty changes with the evolution of
humankind through stages.

In the rude state, there is no government. Every man, as a hunter, is
prepared for war, and all fight together when necessity requires that the
tribe be defended. In the age of pasturage, practicing the arts of war is
a constant entertainment for all and the sustenance for all is afoot with
them, so all are prepared and provisioned at no expense to the sovereign
in the event of a conflict. In the agricultural stage, practicing the arts of
war is still a leisure pastime and every warrior can sustain himself from
the fruits of his own fields. Only if the combat comes during planting or
harvesting do the warriors need support for their lost labor in the fields.
During the rest of the year, the major work is done by nature.1

Thus, in the first three stages of humankind’s evolution, the expense
of war borne by the sovereign is nothing or not very great. This burden
remains light into the early commercial stage because the initial model
for military organization in commercial society is that carried over and
adapted from earlier stages, a militia. Under this model, “the trade of a
soldier was not a separate, distinct trade, which constituted the sole or
principal occupation of a particular class of citizens” (WN, 696–7). Every
soldier has a productive occupation and needs public support only when
called upon to serve in a conflict, so the burden on the sovereign is limited
to these exigencies.

1 “Without the intervention of . . . labour [“after seed-time”], nature does herself the greater
part of the work which remains to be done” (WN, 694–5).
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However, hand in hand with advancements in the arts of production
in commercial societies come two dynamics that undermine this militia
model of defense:

� advancements in the art of war, and
� a general neglect among the population of the art of war:

A shepherd has a great deal of leisure; a husbandman . . . has some; an artificer
or manufacturer has none at all. The first may, without any loss, employ a great
deal of his time in martial exercises; the second may employ some part of it; but
the last cannot employ a single hour in them without some loss, and his attention
to his own interest naturally leads him to neglect them altogether . . . [U]nless the
state takes some new measures for the publick defence, the natural habits of the
people render them altogether incapable of defending themselves. (WN, 697–8)

Ironically, the very commercial dynamic that leads to the erosion of this
militia model of defense also makes these nations more inviting targets:
“That wealth . . . which always follows the improvements of agriculture
and manufacturers . . . provokes the invasion of all of their neighbours”
(WN, 697).

Advancement brings challenges, but it also provides a solution through
the very process that makes advancement possible, the division of labor:

The art of war . . . as it is certainly the noblest of all arts, so in the progress
of improvement it necessarily becomes one of the most complicated among
them. . . . [I]t is necessary[, therefore,] that it should become the sole or principal
occupation of a particular class of citizens . . . the division of labour is as necessary
of the improvement of this, as of ever other art. (WN, 697)

This division of labor does not occur naturally, however, because sol-
diering is a public good:

Into other arts the division of labour is naturally introduced by the prudence of
individuals, who find that they promote their private interest better by confining
themselves to a particular trade, than by exercising a great number. But it is the
wisdom of the state only which can render the trade of a soldier a particular
trade separate and distinct from all others. A private citizen who, in time of
profound peace, and without any particular encouragement from the publick,
should spend the greater part of his time in military exercises . . . certainly would
not promote his own interest. It is the wisdom of the state only which can render it
for his interest to give up the greater part of his time to this particular occupation.
(WN, 697)

This analysis brings Smith to a longstanding eightheenth century
British policy debate regarding the appropriate model for the defense
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of the nation: a militia versus a standing army.2 The “essential difference
between those two different species of military force” (WN, 698) turns,
according to Smith, on his division of labor logic.

The character of the soldiers in a militia is determined by their pri-
mary job, which is not soldiering. In contrast, soldiering is the sol-
diers’ primary job in a standing army and it defines their character.
Smith goes on to make the case that the transformation of the tech-
nology of warfare, in particular “the invention of fire-arms” (WN, 699),
makes strong soldiering characteristics (“habits of regularity, order, and
prompt obedience to command” (WN, 699)) essential for a modern
army to be successful. Those characteristics “can only be acquired . . . by
troops which are exercised in great bodies [as in a standing army.]3 . . . A
militia [doesn’t instill these characteristics and so it] . . . must always be
much inferior to a well-disciplined and well-exercised standing army”
(WN, 699).4

Here, as always, his analysis is evolutionary. Militias were fine when
combat was done with swords and spears, but with the invention of
firearms the nature of warfare was transformed and so, too, a nation’s mil-
itary force must be if it is to be competitive on the field of battle. On those
old battlefields, individual dexterity was at a premium, but on a “modern
[battlefield characterized by] . . . the noise of fire-arms, the smoke, and the
invisible death to which every man feels himself every moment exposed”
(WN, 699), the premium on individual dexterity is replaced by a premium
on “regularity, order, and prompt obedience” (WN, 699).

In keeping with Smith’s natural selection/evolution/limit story, the so-
cieties that are most capable of taking advantage of this evolution in
warfare by establishing such standing armies are those advanced com-
mercial societies that have the technological sophistication to produce
the most modern weaponry and that have the productivity to support a

2 See (WN, 700, fn 31) for references to Smith’s correspondence related to the militia
question.

3 “The soldiers, who are bound to obey their officer only once a week or once a month,
and who are at all other times at liberty to manage their own affairs their own way . . . can
never be under the same awe in his presence, can never have the same disposition to ready
obedience, with those whose whole life and conduct are every day directed by him. . . . ”
(WN, 700). Some militias, like those of the Tartar, approach the standing army model
more closely than others, like the Highlanders. Those more like the standing army are
more formidable.

4 Smith notes that if a militia stays in the field for any length of time, it may develop the
characteristics of a standing army, and he continues: “Should the war in America drag out
through another campaign, the American militia may become in every respect a match
for that [valorous] standing army” of Britain (WN, 701).
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division of labor that includes the unproductive labor of professional sol-
diers. Therefore, ceteris paribus, natural selection favors such advanced
states. It does not, however, assure the perpetuation of such states because
“states have not always had this wisdom [to support a standing army], even
when their circumstances had become such, that the preservation of their
existence required that they should have it” (WN, 697).

This assertion brings us to Smith the policy advocate. He argues that
it is essential for the government of an advanced commercial society to
maintain a standing army.

[A] well-regulated standing army is superior to every militia . . . [and] can best
be maintained by [such] an opulent and civilized nation . . . It is[, furthermore,]
only by means of a standing army . . . that the civilization of any country can be
perpetuated, or even preserved for any considerable time. (WN, 705–6)5

Smith fully appreciates the republican fears that a standing army would
be a threat to the very state it defends and to individual freedom:6

Men of republican principles have been jealous of a standing army as dangerous
to liberty. It certainly is so, whenever the interest of the general and that of the
principal officers are not necessarily connected with the support of the constitu-
tion of the state. [He cites Caesar and Cromwell as examples.] . . . But . . . where

5 With respect to Greece and Rome: “Smith presents the causes of decline in terms of mil-
itary weakness which is itself a function of economic growth. This suggests that more ad-
vanced societies are likely to be overwhelmed by the more primative. . . . ” (Skinner, 1979,
77). Their weakness was, indeed, related to economic growth, but not an inevitable func-
tion of it – rather it was a function of the system of military preparedness (or lack thereof)
that depended on citizens in a commercial world to be volunteers: “[W]henever luxury
comes in after commerce and arts, nothing but the most urgent necessity . . . could now
induce men to leave their business and engage in war as a common soldier. The only
people who could go out to war in this state would be the very lowest and worthlesest
of the people. And these too could never be trusted, nor would engage in any services
with spirit, unless formed into what we call a standing army and brought under military
discipline” (LJA, 232). Skinner notes that comparing Greece and Rome with modern
commercial society: “while there are important parallels to be found in the discussion
of military problems, there are equally significant contrasts. The parallel . . . [relates to] a
decline in the proportion of the population which is available for war, as well as in martial
spirit. . . . [The difference lay in part in the] developing technology of warfare which, Smith
believed, would help preserve modern society from the threat posed by more primitive
peoples. . . . ” (Skinner, 1979, 89–90). “[E]conomic progress brings about the dissolution of
the republics of antiquity, but this is due, or partly due, to the absence of standing armies”
(Forbes, 199).

6 Recall the image he uses as a criticism of the mercantile interests: “[L]ike an overgrown
standing army, they have become formidable to the government, and upon many occasions
intimidate the legislature” (WN, 471).
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the military force is placed under the command of those who have the greatest in-
terest in the support of civil society . . . a standing army can never be dangerous to
liberty.7 On the contrary, it may in some cases be favorable to liberty. . . . That
degree of liberty which approaches to licentiousness can be tolerated only in
countries where the sovereign is secured by a well-regulated standing army.8 It is
in such countries, only, that the publick safety does not require, that the sovereign
should be trusted with any discretionary power for suppressing even the imperti-
nent wantonness of this licentious liberty9. (WN, 706–7)

Smith advocates for a standing army for the sake of liberal society. But
while security from external threats and from internal insurrection is a
necessary function of government in a liberal system, it is not sufficient for
that system to flourish. Government must also establish justice if liberty
is to be secure for every citizen.

government must establish the exact administration
of justice

The second duty of the sovereign, that of protecting, as far as possible, every
member of society from the injustice or oppression of every other member of it,
or the duty of establishing an exact administration of justice, requires too very
different degrees of expence in the different periods of society. (WN, 708–9)

The continuity of Smith’s thought as his analysis moves from defense
to justice is striking. Both focus on security. In both cases, the analysis
is framed by the evolution of society through the “different periods.”
In both cases, with that evolution comes added complexity and, in turn,
added expense for security.

A world without property lacks one of the major motives for interper-
sonal injury: gain. In contrast, where property exists, “[t]he benefit of the

7 One of the advantages of history that England enjoys is that “a system of liberty has been
established in England before the standing army was introduced; which as it was not the
case in other countries, so it has never been established in them” (LJA, 269).

8 Where public authority is fragile, “the whole authority of the government must be em-
ployed to suppress and punish every murmur and complaint against it” (WN, 707).

9 Smith’s reference to “the impertinent wantonness of licentious liberty” reflects a valuing
of diversity in liberal society that John Stuart Mill expresses also: “No society in which
eccentricity is a matter of reproach, can be in a wholesome state. . . . [The] multiform
development of human nature, those manifold unlikenesses, that diversity of tastes and
talents, and variety of intellectual points of view, which not only form a great part of
the interest of human life, but by bringing intellects into stimulating collision, and by
presenting to each innumerable notions that he would not have conceived of himself, are
the mainspring of mental and moral progression” (Mill, 211).
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person who does the injury is often equal to the loss of him who suffers
it” (WN, 709). A thief, for example, enjoys the fruits of his injustice. Such
injustices driven by passions for property “are much more steady in their
operation, and much more universal in their influence [than other mo-
tives for injustice]. . . . The acquisition of valuable and extensive property,
therefore, necessarily requires the establishment of civil government”
(WN, 709–10).

In the rude state where there is insignificant property, there is no need
for civil government, but with the evolution from hunting to pasturage,
property wealth emerges. With the evolution from pasturage to agricul-
ture, property wealth increases. And finally, with the evolution from agri-
culture to commercial society, property wealth reaches its greatest height.
This expanding property must be protected and secured if each of the steps
in the progress of opulence is to be sustained. Thus, the progress of opu-
lence requires the emergence and maturation of civil government in order
to insure the security of property and person through the administration
of justice.

Smith’s policy prescription for the proper administration of justice is
based on the contours of natural jurisprudence that he culls from his
analysis of the evolution of civil government. Chapter Three describes
the story he tells in his Lectures on Jurisprudence of this evolution in
England and the principles he culls from that history. The story he tells
and the principles he cites in WN Book V (WN, 715–18) are essentially a
brief review of that earlier presentation.

The central theme of the analysis Smith presents in WN Book V is
that for the administration of justice to be consistent with a liberal sys-
tem it must be impartial, and for that to be so the judicial system must
be independent. Justice can only be securely independent, according to
Smith, where judicial tenure and compensation are not dependent on the
executive:

When the judicial is united to the executive power, it is scarce possible that justice
should not frequently be sacrificed to, what is vulgarly called, politics. The persons
entrusted with the great interests of the state may, even without any corrupt
views, sometimes imagine it necessary to sacrifice to those interests the rights
of a private man. But upon the impartial administration of justice depends the
liberty of every individual, the sense which he has of his own security. In order
to make every individual feel himself perfectly secure in the possession of every
right which belongs to him, it is not only necessary that the judicial should be
separated from the executive power, but that it should be rendered as much as
possible independent of that power. The judge should not be liable to be removed
from his office according to the caprice of that power. The regular payment of his
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salary should not depend upon the good-will, or even upon the good economy of
that power. (WN, 722–3)10

Defense, justice – these first two duties of the sovereign are about
security.

In the story Smith tells, security is not a birthright of humankind. In-
deed, for most of humankind’s history individuals have been very inse-
cure. Where they exist, institutions that provide security are a dimension
of human arrangements that have evolved across many generations of so-
cietal experiments. As we saw in Chapter Three, that evolution is driven
by chance, circumstance, and the unintended and intended consequences
of human actions.

The progress of this process, the movement toward institutional ar-
rangements that allow “every individual [to] feel himself perfectly secure”
in turn enhances the possibilities for material progress because, as we’ve
seen, the more secure individuals feel the more they invest in bettering
their condition.

Smith constantly reminds us that government is a very significant di-
mension of an evolving simultaneous institutional system.

government should promote the general welfare

[I]nstitutions which tend to promote the public welfare . . . [t]he perfection of
police,11 the extension of trade and manufactures, are noble and magnificent
objects. . . . They make part of the great system of government. . . . (TMS, 185)

In addition to those works and institutions that provide security from
external and internal threats, Smith believes that it is incumbent upon

10 Smith makes a similar point in his Lectures on Rhetoric and Belles Lettres (LRBL):
“This Separation of the province of distributing Justice between man and man from that
of conducting publick affairs and leading Armies is the great advantage which modern
times have over antient, and the foundation of that greater Security which we now enjoy
both with regard to Liberty, property and Life. It was introduced only by chance and to
ease the Supreme magistrate of this most Laborious and least Glorious part of his Power,
and has never taken place until the increase of Refinement and the Growth of Society
have multiplied business immensely” (LRBL, 176).

11 Referring to “Smith’s lectures of 1762–63,” Pocock writes that “in observing that the
word ‘police’ was so new that the English language had to borrow it from the French,
he was indicating that this subject was historically recent. . . . But the French ‘police’ was
enlarging its meaning from that of government of large capital cities to that of ensuring
that the produce of the countryside was conveyed into towns; and it was this crucial activity
that The Wealth of Nations indicated was better left to civil society than transacted by the
state” (Pocock, 1999, 321). “Police” is certainly a concept that becomes central to Smith,
but it is more textured in Smith’s hands than this laissez-faire suggestion.
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government to provide those works and institutions that are necessary to
unleash human potential within that secure setting, but which would not
be privately provided. These include public works and institutions related
to commerce and education.

On Public Works and Institutions to Facilitate Commerce

As described in Chapter Six, Smith’s analysis of the material progress
of society represents that process as based on circuits of capital. In the
nascent state, a small capital stock supports a simple division of labor
generating surpluses that can be vented in a small trading area. With
each circuit, however, the accumulation grows. This accumulation can
support an ever-finer division of labor, but the division of labor is limited
by the extent of the market. In Smith’s analysis, therefore, the progress of
opulence is contingent on access to an ever more extensive market. So,
in order for this human progress to unfold, avenues for extending trade
must either exist naturally or they must be developed.

Smith takes the need for public provision of market access infrastruc-
ture (“roads, bridges, navigable canals, harbours, &c.” (WN, 724)) as a
given: It “is evident without any proof” (WN, 724) that the progress of
a society requires “publick works which facilitate the commerce” (WN,
724). The challenge, according to Smith, is to determine the optimal sys-
tem for financing these public works. His rule of thumb for determin-
ing the optimal method of finance is to trace the impact and the incen-
tives, always asking: How does a particular financing scheme affect the
consumers, the producers, the administrators, and the financiers? Who
benefits? Who bears the burden? Is this outcome just? Are the incentives
properly aligned to achieve the socially desirable outcome most efficiently
and effectively?

The best case for financing, according to Smith, is user fees that cover
the cost of constructing and maintaining these public works. If properly
imposed “[i]t seems scarce possible to invent a more equitable way of
maintaining such works” (WN, 725). The burden of these fees falls on the
ultimate beneficiary, the consumer, and the net effect is positive because
“the cheapness of the carriage” lowers the price much more than the fees
raise it. However, such fees are not always possible. So what are the
alternative methods of financing?

As he examines alternatives, Smith keeps a keen eye on the alignment
of incentives generated by the schemes he examines or proposes. Here
and always, alignment of incentives plays a central role in Smith’s analysis
of government policy.
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For example, when examining alternative ways the government can
provide avenues for trade, he distinguishes those that require constant
maintenance – canals – from those that continue to be passable with
minimal maintenance – high roads. The best way to insure proper main-
tenance for the former is to put the toll revenue into the hands of a private
person because this person’s well-being will depend on traffic and thus
he will have a keen interest in maintenance to keep the canal passable. In
contrast, a high road does not need such constant care, so in the hands of
a private person it might be neglected while that person simply collects
the tolls. Thus, it is seems that high roads would be better managed by a
public commission of trustees under the watchful eye of parliament. But,
he continues, be careful to follow the alignment of incentives to the end of
the story. If, as suggested, the high road fees are to go to the government, it
is essential that those fees be directed to a dedicated fund for maintaining
the works that generate them. Allowing such fees to become a resource
for the general budget invites abuse because the state will constantly look
to those fees as a source of funds for other activities.

Smith’s commentary on public works expands almost fourfold in the
revision to the WN published in 1784.12 Why?

He had long understood that government has the power to align incen-
tives, and that sometimes this was done wisely and sometimes foolishly.
But, as we’ve seen in Chapter Eight, what he came to appreciate more
and more was that this power of government to align incentives gives in-
terested factions the incentive to align government . . . to their advantage.

In his 1784 addition to WN Book V on “Publick Works and Institutions
which are necessary for facilitating particular Branches of Commerce”
(WN, 731), Smith notes that although there are, on occasion, good rea-
sons to give particular companies special powers for a limited period
of time (e.g., protection for nascent industries), invariably and unfortu-
nately these advantages have been protected and maintained and even
expanded at the encouragement of the private interests that have enjoyed
the benefits of the advantages. This has, all too often, led to monopoly ad-
vantages, with very perverse consequences.13 He cites as an example the
British experience with the joint-stock companies that were established

12 In a letter to his publisher William Strahan (22 May 1783), Smith describes this new sec-
tion as “A short History and, I presume, a full exposition of the Absurdity and hurtful-
ness of almost all our chartered trading companies” (Correspondence, 266).

13 Smith writes that: “It is found that society must be pretty far advanced before the different
trades can all find subsistence. . . . To bring about therefore the separation of trades sooner
than the progress of society would naturally effect . . . it was found necessary to give them
a certainty of a comfortable subsistence. And for this purpose the legislature determined
that they should have the privilege of exercising their separate trades without fear of



P1: IWV
0521852471c09.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 22:1

224 Adam Smith’s Moral Philosophy

by the government with grants of limited individual liability in order to
encourage disparate individuals to amass large capitals for big projects.

This total exemption from trouble and risk, beyond a limited sum, encourages
many people to become adventurers in joint stock companies, who would, upon
no account, hazard their fortunes in any private copartnery. Such companies,
therefore, commonly draw to themselves much greater stocks than any private
copartnery can boast of. (WN, 741)

Since individuals can enter and exit the joint stock enterprise quickly
by buying or selling stock, the company is “managed by a court of direc-
tors” (WN, 741). This, according to Smith, leads to an agency problem.
The incentive for careful management when the money is that of others
is less keen, so “[n]egligence and profusion” are common in joint stock
companies (WN, 741). As a consequence, they seldom prevail in compe-
tition with privately held companies “without an exclusive privilege; and
frequently have not succeeded with one” (WN 741).

Smith cites the East India Company as a classic example. A conflict over
the Company’s charter rights (king and parliament each issued rights) led
to a fierce competition that the Company bemoaned. Smith’s comment
on this says it all:

The miserable effects of which the company complained, were the cheapness of
consumption and the encouragement given to production, precisely the two effects
which it is the great business of political economy to promote. The competition,
however, of which they gave this doleful account, had not been allowed to be of
long continuance. (WN, 748)

In 1773, “[t]he distress which . . . accumulated claims brought upon
them, obliged them . . . to throw themselves upon the mercy of the gov-
ernment” (WN, 751). Parliament made “alterations” (WN, 752) in the
governing structure of the company to achieve better management, “[b]ut
[,Smith concludes,] it seems impossible, by any alterations, to render those
courts [of company directors], in any respect, fit to govern” (WN, 752).
Caring only about their own pockets, he describes the appointees to these
courts as “plunderers of India” (WN, 752).

No other sovereigns ever were, or, from the nature of things, ever could be, so per-
fectly indifferent about the happiness or misery of their subjects, the improvement

being cut out of their livelihood by the increase of their rivalls. That this was necessary
therefore in the 1st stages of the arts to bring them to their proper perfection, appears
very reasonable and is confirmed by this, that it has been the generall practise of all the
nations in Europe. But as this end is now fully answered, it were much to be wished
that these as well as many other remains of the old jurisprudence should be removed”
(LJA, 86).
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or waste of their dominions, the glory or disgrace of their administration; as, from
irresistible moral causes, the greater part of the proprietors of such a mercantile
company are, and necessarily must be. (WN, 752)

As described here in Chapter Three, the incentives were all aligned
for short-term gain at the expense of long-term development. The in-
evitable outcome of these mercantile colonial policies in India that
resisted competition and exploited subjects was failure, followed by
pleading to the government for help: “[T]he company is now (1784) in
greater distress than ever; and, in order to prevent immediate bankruptcy,
is once more reduced to supplicate the assistance of government”
(WN, 753).

Free competition is, as Smith describes it, “a species of warfare . . . [that,
given] occasional variations in the demand . . . [and] much greater and
more frequent variations in the competition . . . [requires] dexterity and
judgment . . . [and] unremitting exertion of vigilance and attention. . . . ”
(WN, 755). Insulated from this warfare by monopoly, a joint stock com-
pany can survive for a while, but even this does not allow it to succeed over
the long term. The very monopoly that makes its existence possible, by
eliminating the discipline of competition, makes inefficiency and decline
inevitable.

The lesson, Smith asserts, is clear. Mercantile proposals must be “lis-
tened to with great precaution, and ought never to be adopted till after
having been long and carefully examined, not only with the most scrupu-
lous, but with the most suspicious attention” (WN, 267).

Scrupulous policy to facilitate commerce is one way government can
promote the general welfare. Facilitating education is another.

On Public Works and Institutions to Facilitate Education

“[I]n the barbarous societies, as they are commonly called, of hunters, of
shepherds, and even [in an agricultural society] of husbandmen” (WN,
782), the division of labor is not so fine, and therefore each person must
possess many skills to meet his needs. In learning and exercising these
many skills, the mind is challenged and developed.14

14 “The common ploughman, though generally regarded as the pattern of stupidity and
ignorance, is seldom defective in his judgment and discretion. He is less accustomed,
indeed to social intercourse than the mechanick who lives in a town. His voice and
language are more uncouth and more difficult to be understood by those who are not
used to them. His understanding, however, being accustomed to consider a greater variety
of objects, is generally much superior to that of the other, whose whole attention from
morning till night is commonly occupied in performing one or two very simple operations.
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“In a civilized state, on the contrary, though there is little variety in the
occupations of the greater part of individuals, there is an almost infinite
variety in those of the whole society” (WN, 783). As a consequence, “great
abilities . . . [are developed in a] few . . . [while] all the nobler parts of the
human character may be, in a great measure, obliterated and extinguished
in the great body of the people” (WN, 783–4). If this is a prospect for the
masses in an advanced society,

Ought the publick . . . give no attention, it may be asked, to the education of the
people? Or if it ought to give any, what are the different parts of education which
it ought to attend to in the different orders of the people? and in what manner
ought it attend to them? (WN, 781)

Smith’s answer to the first question is: Yes, the government ought to
play a role. When the division of labor that comes with humankind’s
advancement reaches that degree of refinement which is present in an
advanced commercial society, it is essential, for both the private and public
good, that government provide education to those perversely affected by
that refinement.

In the progress of the division of labour, the employment of the far greater
part of those who live by labour . . . comes to be confined to a few very simple
operations. . . . But the understandings of the greater part of men are necessarily
formed by their ordinary employments. The man whose whole life is spent in
performing a few simple operations . . . has no occasion to exert his understand-
ing, or to exercise his invention. . . . He naturally looses, therefore, the habit of
such exertion, and generally becomes as stupid and ignorant as it is possible for a
human creature to become. . . . [He is] incapable of . . . bearing a part of any ratio-
nal conversation . . . of conceiving any generous, noble, or tender sentiment, . . . of
forming any just judgment . . . [on the] duties of private life . . . [or the] exten-
sive interests of his country, [and] he is . . . incapable of defending his country
in war. . . . [I]n every improved and civilized society this is the state into which the
labouring poor, that is, the great body of the people, must necessarily fall, unless
government takes some pains to prevent it. (WN, 781–2, emphasis added)

Thus, the provision of public education to “the far greater part of those
who live by labour” is a public good:

The state . . . derives no inconsiderable advantage from their instruction. The more
they are instructed, the less liable they are to the delusions of enthusiasm and
superstition, which, among ignorant nations, frequently occasion the most dread-
ful disorders. An instructed and intelligent people besides are always more decent

How much the lower ranks of people in the country are really superior to those of the
town, is well known to every man whom either business or curiosity has led to converse
much with both” (WN, 143–4).
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and orderly than an ignorant and stupid one. . . . They are more disposed to exam-
ine, and more capable of seeing through, the interested complaints of faction and
sedition, and they are, upon that account, less apt to be misled into any wanton or
unnecessary opposition to the measures of government. In free countries, where
the safety of government depends very much upon the favourable judgment which
the people may form of its conduct, it must surely be of the highest importance
that they should not be disposed to judge rashly or capriciously concerning it.
(WN, 788)

Just at the safety of the people depends on the performance of the
government with respect to defense and justice, so too, at least “[i]n
free countries, . . . the safety of government depends very much upon the
favourable judgment which the people may form of its conduct.” Gov-
ernment can nurture this favorable judgment by exercising its power pru-
dently and by empowering its citizens, through education, to assess its
performance thoughtfully.

Smith has made his case for education, but why is public provision
necessary? Because “[t]he most essential parts of education . . . to read,
write, and account” (WN, 785) are beyond the means of “the common
people” (WN, 784) who live from hand to mouth and must send their kids
to work early in life to support the family. These essentials of education
can and must be offered to the poor “[f]or a very small expence [to] the
publick. . . . ” (WN, 785).

The public good that comes from this education warrants this public
expense. But to insure that incentives are aligned in the right general
direction, Smith suggests that the public contribution to a child’s educa-
tion should not pay the full salary of the teacher. Some affordable portion
should come from the student as a reward for the teacher’s performance.15

This public provision is not necessary for those with greater means, but
their children’s education is no less important to the public. So in order to
insure that every citizen does, indeed, master the basics, Smith suggests
that “[t]he public can . . . oblig[e] every man to undergo an examination
or probation in them [positions/trades] before he can obtain the freedom

15 Smith spends many pages of WN Book V on the alignment of incentives in teaching – what
works and what doesn’t. For example, he argues that a system of salaries independent
of performance is likely to lead to poor performance and this is all the more likely when
the trustees of an endowment are themselves the teachers receiving the salaries. Such an
incentive creates a collusion of apathy. This is the case he describes from his experience
at Oxford: “In the university of Oxford, the greater part of the publick professors have,
for these many years, given up altogether even the pretence of teaching” (WN, 761). On
24 August 1740, Smith wrote from Oxford to his cousin and guardian William Smith that
“it will be his own fault if anyone should endanger his health at Oxford by excessive
Study. . . . ” (Correspondence, 1)
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in any corporation, or be allowed to set up any trade either in a village or
town corporate” (WN, 786).16

What Smith is proposing here is a screen on market access, the very
kind of imposition that elsewhere he decries as illiberal. Again, we see
that Smith is a man with a system, but is not a dogmatic “man of system.”
In this case, the screen is designed to secure a public good, an educated
citizenry, not a private monopoly. But always wary of a perverse align-
ment of incentives, Smith is careful to design his plan such that the public
and not the private good is served. Instead of a screen based on the ed-
ucational inputs, a screen that could give monopoly advantages to those
providers deemed acceptable, his screen is based on outcomes and thus
is independent of the provider.

Indicative of his keen awareness of incentives, although Smith wants
government to finance education for working class children, he is very
much against government financing of that institution which provides the
instruction of people of all ages: religion.

As described here in Chapter Four, Smith fears a government-
established church as the republicans fear a standing army. He believes
it is an institution that is a threat to individual liberty. The difference for
Smith is that the standing army is essential for modern defense and can
be placed under civilian control. In contrast, an established church plays
no essential role in liberal society, and it is under no control except its
own understanding of God’s will.

on revenue and the proper strategies for taxation

When policy requires public provision, Smith believes that simple justice
suggests that, where possible, the beneficiary should bear the cost. This is
also desirable for the sake of efficiency, because if the beneficiary bears
the cost, he will hold the provider accountable for the quality of the
provision relative to cost.17 However, if what is provided is a public good,
such as defense, justice, and education for children, then, according to
Smith, the whole of the public should contribute to the provision, each
“in proportion to their respective abilities” (WN, 814). This brings him to
the issue of revenue and proper strategies for taxation.

16 He returns to and expands on this scheme later (WN, 796).
17 As Smith writes with respect to the church, “[t]he proper performance of every service

seems to require that its pay . . . should be . . . proportioned to the nature of the service”
(WN, 813).



P1: IWV
0521852471c09.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 22:1

On the Role of Government 229

Most government revenues, according to Smith, come from taxes on
private revenues (wages, profit, or rent) or from taxes on consumption.
Smith offers four general “maxims” (WN, 825) that should guide all
taxation:18

� Taxes should be based on ability to pay. Those who “enjoy [more]
under the protection of the state” (WN, 825) have a greater interest
and thus should pay more.19

� Taxes “ought to be certain, and not arbitrary” (WN, 825). “[U]ncer-
tainty of taxation encourages the insolence and favours the corruption”
of tax collectors (WN, 826).

� Taxes should be levied with the convenience of the payer in mind.
� Taxes should be collected as efficiently as possible, so they are as light

as the necessities of government allow and so that they distort mar-
ket activity as little as possible. It follows, according to Smith, that
government should not:
� make tax collection unnecessarily expensive,
� unnecessarily discourage commerce by the tax structure,
� set taxes so high that they encourage perverse behavior (e.g.,

smuggling),
� make tax collection an onerous experience for the payer,
� farm out the collection of taxes.20

These maxims, Smith asserts, should guide tax policy because they
achieve both “justice and utility” (WN, 827). Unfortunately, as he makes
clear in many examples, tax policy has largely been a story of failure
caused by governments following misguided principles and/or bending to
self-serving pressures.

18 Taxes are not inherently evil in Smith’s analysis. Revenue is essential for government.
What is evil is irresponsible taxation. He writes to Sir Grey Cooper on 2 June 1783: “I
most sincerely congratulate you upon the new taxes, which are in every respect as happily
devised as any thing I ever saw” (Correspondence, 266).

19 Having made this assertion regarding distributive justice, he writes that “I shall seldom
take much further notice of this inequality. . . . ” (WN, 825)

20 “Even a bad sovereign feels more compassion for his people than can ever be expected
from the farmers of his revenue. He knows that the permanent grandeur of this family
depends upon the prosperity of his people, and he will never knowingly ruin that prosper-
ity for the sake of a momentary interest of his own. It is otherwise with the farmers. . . . ”
(WN, 903). This echoes his criticism of the East India Company as the governors of
Bengal.
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Taxing Rent and Interest

Smith cites the Physiocratic model for land rent as a plan based on
misguided principles. “All taxes, they pretend, fall ultimately upon the
rent of land” (WN, 830). But while he rejects their premise, Smith be-
lieves that taxing rents is just because rents represent unearned in-
come and is efficient because it need not distort incentives. However,
he notes, in this as in most cases, moving from principle to practice is a
challenge.

The most obvious challenge involved in imposing and maintaining a
rent tax is that the constant need to update the rent rolls and to estimate
implicit rents leads to a very intrusive system, one prone to abuses of
power by the agents who do the updates and the estimates. Making these
measurement problems even more of a challenge is the fact that rent on
improved land comes as a part of a joint revenue: rent and profit. The
return to the land alone is the rent. The return to the improvements on
the land is a profit. If these are confounded and all the return is treated as
a rent and taxed as a rent, then “the sovereign, who contributed nothing
to the expence . . . [of the improvements would] share[s] in the profit of
the improvement” (WN, 833). This would discourage investment in such
improvements to the detriment of society as a whole.

These problems notwithstanding, Smith basically likes the “variable
land-tax” (WN, 833) because he believes it can be properly implemented,
and if it were, its incidence would be on the monopoly return of the land-
lords, the rent. Since a tax on a monopoly return is no discouragement
to improvement, it does not represent an “inconveniency to the land-
lord, except always the unavoidable one of being obliged to pay the tax”
(WN, 834).

Similarly, ground rents (on the land under a building) are an excellent
target for taxes. The entire burden of such a tax falls on the landowner
“who acts always as a monopolist” (WN, 843), and since a consistent tax on
a monopolistic return has no effect on incentives, “no discouragement will
thereby be given to any sort of industry. The annual produce of the land
and labour of the society, the real wealth and revenue of the great body of
the people, might be the same after such a tax as before” (WN, 844). Fur-
thermore, “[g]round-rents, so far as they exceed the ordinary rent of land,
are altogether owing to the good government of the sovereign. . . . ” (WN,
844). It is, after all, good government that “by giving both the most perfect
security . . . ; and by procuring . . . the most extensive market” (WN, 833),
makes the enjoyment of this rent possible.
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Nothing can be more reasonable than that a fund which owes its existence to the
good government of the state, should be taxed peculiarly, or should contribute
something more than the greater part of other funds, towards the support of that
government. (WN, 844)

Smith clearly believes that those who enjoy the benefits of the security
provided by government should pay into the government that provides
that security in proportion to those fruits which that security affords them.

His analysis then makes what seems like a natural transition from rent
to interest. Because interest, “[l]ike rent on land,” is a scarcity return and
is not necessary “compensation . . . for the risk and trouble of employing
the stock,” it would seem to make sense to tax interest in the same manner
as rent.

The interest on money seems at first sight a subject equally capable of being taxed
directly as the rent on land. Like the rent of land, it is a neat produce which
remains after compleatly compensating the whole risk and trouble of employing
the stock. As a tax upon the rent of land cannot raise rents [because the farmer
has no more to bid] . . . so, for the same reason, a tax upon interest of money could
not raise the rate of interest; the quantity of stock or money in the country, like
the quantity of land, being supposed to remain the same after the tax as before it.
(WN, 847–8)

However, Smith recognizes that interest is, in fact, different because
although interest is the same kind of return as rent, the commodities
involved, liquid capital and land respectively, are very different.

Determining the amount of land an individual owns and the rent on
that land is a manageable challenge according to Smith. Determining how
much capital one holds and the interest he is earning on that capital is
much more difficult. Furthermore, unlike land, liquid capital is mobile so,
if treated harshly by the tax collector, it can flee the country:

The proprietor of stock is properly a citizen of the world, and is not necessarily
attached to any particular country. He would be apt to abandon the country in
which he was exposed to the vexatious inquisition, in order to be assessed to a
burdensome tax, and would remove his stock to some other country where he
could, either carry on his business, or enjoy his fortune more at ease. By removing
his stock he would put an end to all the industry which it had maintained in the
country which he left. Stock cultivates land; stock employs labour. A tax which
tended to drive away stock from any particular country, would so far tend to dry
up every source of revenue, both to the sovereign and to the society. (WN, 848–9)

Here, as always, Smith’s policy analysis is grounded in reality. Taxing
interest is just and could be fruitful, but it is not practical because capital
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is mobile and chasing it away is counterproductive. Smith does, however,
note a case in which such a tax is successful.,

At Hamburgh . . . [e]very man assesses himself, and, in the presence of the mag-
istrate, puts annually into the publick coffer a certain sum of money . . . without
declaring what it amounts to, or being liable to any examination on the subject.
This tax is generally supposed to be paid with great fidelity. In a small republick,
where the people have entire confidence in their magistrates, are convinced of
the necessity of the tax for the support of the state, and believe that it will be
faithfully applied to that purpose, such conscientious and voluntary payment may
sometimes be expected. (WN, 850)

This quotation is significant because it highlights Smith’s view about
the relationship between the citizen and the state in the civic enterprise.
Citizens are much more likely to accept their responsibilities for acting
according to civic ethics where they value and respect their government.

Taxing Wages and Consumables

Smith rejects taxes on wages. Unless the standard for subsistence is re-
duced, such a tax will cause a rise in wages. That rise will be more than
proportional to the tax, because the incremental increase in wages to
maintain subsistence will have to compensate both the tax on the base
wage and the effect of that tax on the price of subsistence. These taxes,
therefore, generally lead to “[t]he declension of industry, the decrease of
employment for the poor, the diminution of the annual produce of the
land and labour of the country . . . Absurd and destructive as such taxes
are, however, they take place in many countries” (WN, 865).

In order to avoid the difficulties of taxing wages or other forms of
revenue, some governments turn to taxing consumption as a proxy for
what people earn. But, Smith asserts, simplistic versions of such a tax fail
to take into account an important distinction:

Consumable commodities are either necessaries or luxuries. . . . By necessaries
[, Smith writes,] I understand, not only the commodities which are indispensably
necessary for the support of life, but whatever the custom of the country
renders it indecent for creditable people, even the lowest order, to be without.
(WN, 869–870)

His standard, then, for social subsistence, as opposed to “immediate
subsistence” (WN, 691), is relative to “the established rules of decency”
(WN, 870).21 All beyond these necessities, he “call[s] luxuries, without

21 He demonstrates the social relativity of this latter standard by contrasting the standards
in England with those of France.
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meaning by this appellation, to throw the smallest degree of reproach
upon the temperate use of them” (WN, 870).22

“[A] tax on the necessaries of life, operates exactly in the same manner
as a direct tax upon the wages of labour” (WN, 871) because the com-
pensation of the laborer must, ceteris paribus, be sufficient to purchase
those necessaries. Thus, for the same reasons he rejects a tax on wages,
he rejects a tax on necessities.

“It is otherwise with taxes upon what I call luxuries; even upon those
of the poor. The rise in the price of the taxed commodities, will not nec-
essarily occasion any rise in the wages of labour” (WN, 871). And, always
following the path of incentives, he notes that taxes on tobacco, tea, sugar,
chocolate, and “spirituous liquors” (WN, 872) can “act as sumptuary laws,
and dispose them [(the poor)] either to moderate, or to refrain altogether
from the use of superfluities” (WN, 872).

Taxing Consumables and the Sad Story of Customs

Consumables may either be taxed once the consumer has them or while
they are still in the hands of the dealer. More durable commodities, like
a coach, are best taxed over time when in the hands of the consumer.
Spreading out the burden this way creates less of an impediment to de-
mand. With less durable commodities, on the other hand, it is generally
better to get the tax from the dealer before delivery. This method leads
to taxes that are more proportioned to use and more convenient.

Excise and customs are the most common ways to collect a tax from the
dealer. Smith examines both of these, but his focus is on customs because
of their important role in mercantile policies.23

Customs policy is supposed to provide revenue to the sovereign, but
not so the customs policy of Great Britain, so strongly distorted by the
mercantile interests:

The saying of Dr. Swift, that in the arithmetick of the customs two and two, instead
of making four, make sometimes only one, holds perfectly true with regard to such
heavy duties, which never could have been imposed, had not the mercantile system
taught us, in many cases, to employ taxation as an instrument, not of revenue, but
of monopoly. (WN, 882)

22 Here, we hear the moral philosopher who values proper prudence giving room for indul-
gence so long as it is “temperate.”

23 It is likely that Smith wrote this section on customs, as with much of his Book IV critique
of the mercantile system, in London between 1773 and 1775 as he was completing the
WN. Indeed, in the course of his discussion here, he refers to “the year which ended on
5th of July 1775. . . . ” (WN, 888).
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Mercantile customs policies not only reduce net tax revenue by dis-
couraging trade and by diverting a portion of the gross revenue to draw-
backs, they also undermined customs revenue by encouraging smuggling.
Smuggling is, for Smith, a classic example of the consequence of a gov-
ernment policy that aligns incentives in a way that encourages destructive
behaviors. Smith blames the government as much as the smuggler for the
smuggler’s destructive behavior.24 The smuggler, he writes,

though no doubt highly blamable for violating the laws . . . would have been, in
every respect, an excellent citizen, had not the laws of his country made that a
crime which nature never meant to be so. In those corrupted governments where
there is at least a general suspicion of much unnecessary expence, and a great
misapplication of the publick revenue, the laws which guard it are little respected.
(WN, 898)

Here, again, we hear Smith describing the relationship between the
citizen and the state as a reciprocal obligation. If the state is to reasonably
expect a commitment of the citizen to its laws, then the citizen has a right
to reasonably expect that those laws are just and constructive, and are
justly administered. Absent that relationship, the citizenry treats the laws
scornfully and, as in the case of smuggling laws, the criminal often enjoys
“the indulgence of the publick” (WN, 898).

Smith is not against customs per se, but a constructive customs sys-
tem must be “an instrument of revenue and never of monopoly . . . [and]
the duties of customs . . . [should exhibit] the same degree of simplicity,
certainty, and precision, as those of excise” (WN, 885). So why hasn’t
such a system been adopted in Britain? Because policy is the sub-
ject of interested political participation and when that interested par-
ticipation is skewed by factional power, the result is policy based on
interest:

It was the object of the famous excise scheme of Sir Robert Walpole to
establish . . . a system not very unlike that which is here proposed. . . . But . . .

[f]action, combined with the interest of smuggling merchants, raised so violent,
though so unjust, a clamour against the bill, that the minister thought proper to
drop it; and from a dread of exciting a clamour of the same kind, none of his
successors have dared to resume the project. (WN, 886)25

24 On 18 Dec. 1783, George Dempster writes to Smith for help with ideas to “prevent
smuggling, which by all the Information we have received has come to an alarming
height, threatening the destruction of the Revenue, the fair trader, the Health and moral
of the People” (Correspondence, 273).

25 Smith has obviously been thinking about this system for a while because references to
Walpole’s failed system can be found in his Lectures on Jurisprudence (LJB, 532).
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Nevertheless, while “[o]ur state is not perfect, and might be mended; . . . it
is as good or better than that of most of our neighbours” (WN, 899).26

Indeed, the “freedom of interior commerce, the effect of the uniformity
of the system of taxation, is perhaps one of the principal causes of the
prosperity of Great Britain” (WN, 900). So, notwithstanding the absurd
policies with respect to colonial and international trade, good tax policy
within the most productive circuit of trade, the domestic circuit, has helped
make it possible for Britain to prosper.

on public debt, the golden dream of empire,
and a utopian vision

Britain is doing well but it is “not perfect, and might be mended” (WN,
899). Among those public ills that the mercantile policies have imposed
on Britain, one of the most deadly, according to Smith, is the huge increase
in the public debt incurred in the wars fought to preserve the mercantile
advantages.

In the closing pages of The Wealth of Nations, Smith explores the reason
debt so often becomes a common public policy tool as nations advance,
and how mercantile policies have led Britain down this perilous path. He
concludes with a utopian vision – a policy prescription as if interested
factions wouldn’t get in the way. Apropos of the civic humanist voice
that, as described in Chapter Eight, he adopts as he gets older, it is a
policy that would take the noble leadership of a statesman such as Solon
to implement.

Smith’s story of public debt begins, as so many of his stories do, in an
earlier time, an earlier stage of humankind’s evolution.

A Brief Background on the Emergence of Public Debt

As Smith tells the story, with little on which to spend except retainers
and with “violence and disorder” (WN, 908) abounding, feudal lords ini-
tially had a strong incentive to hoard treasure. However, as we’ve seen
in Chapter Seven, all this changed with the coming of commerce and the
opportunity for conspicuous consumption. Sovereigns no longer saved.

26 He contrasts the British system with that of France. In France, there is an army of officers
to enforce this system at the international border as well as at every provincial border.
This latter detachment is necessitated by the fact that tax schemes are not uniform across
provinces. These many tax schemes enforced by many officers are “restraints upon the
interior commerce of the country. . . . ” (WN, 901).
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This “want of parsimony in time of peace, imposes the necessity of con-
tracting debt in time of war” (WN, 909). In Europe, war became endemic
as nations emerged and pursued mercantile policies aimed at vanquishing
others in the competition for markets.27 However,

[t]he same commercial society which . . . brings along with it the necessity of bor-
rowing, produces in the subjects both the ability and an inclination to lend.
(WN, 910)

The fruits of mercantile policies line the pockets of the merchants
and give those merchants the means to provide for the financial need of
the government when the wars caused by those policies dictate such a
need. In Britain, the government incurs debt as it spends to protect its
colonial empire for the mercantile interests, and those interests benefit
from lending to the government to cover that debt. Smith describes this
symbiosis (WN, 910) and notes that “[t]he merchant or monied man makes
money by lending money to the government, and instead of diminishing,
increases his trading capital” (WN, 910–11).

Secure in the knowledge that it can borrow as needed, the state “there-
fore dispenses itself from the duty of saving. . . . The progress of the enor-
mous debts which at present oppress, and will in the long-run probably
ruin, all the great nations of Europe, has been pretty uniform” (WN, 911).

The Story of Great Britain’s Debt and the Role
of the Mercantile Interests

As Smith tells the story, British borrowing beyond the means of repayment
meant that borrowing became a successive game of catch up with old loans.
Over time it became impossible to repay the principle, so only the interest
was covered. This “necessarily gave birth to the more ruinous practice of
perpetual borrowing” (WN, 915) and short-term solutions:

To relieve the present exigency is always the object which principally interests
those immediately concerned in the administration of publick affairs. The future
liberation of the publick revenue, they leave to the care of posterity. (WN, 915)

Since peacetime budgets tend to use up available revenue, when war
comes, the sudden surge in expenditure is well beyond the current rev-
enue. Borrowing allows the government to acquire the funds it needs

27 J. M. Keynes makes precisely this point in Section IV of his General Theory: “Concluding
Notes on the Social Philosophy toward which the General Theory Might Lead” (Keynes,
1964, 381).
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without a sudden, large increase in taxes. If the war is remote, then for
the people, who feel no real sacrifice, the war simply becomes a fascinating
“amusement” (WN, 920).

Smith asserts that in peacetime and even at the outset of war, govern-
ment should finance itself on a pay as you go basis with taxes. Doing so
diminishes the negative impact on capital accumulation.28 Furthermore,
under such a system of finance “[w]ars would in general be more speedily
concluded, and less wantonly undertaken” (WN, 926) because, bearing
the full and immediate burden or the prospect thereof, the tolerance of
the people for the undertaking would be very closely associated with their
perception of its necessity.

Responding to the popular assertion that the interest paid financing
a public debt is not a national problem because, in effect, “it is the right
hand which pays the left. . . . [Smith writes that t]his apology is founded
altogether in the sophistry of the mercantile system. . . . ” (WN, 926–7).
There are, he argues, two problems with this logic. First, we often do
borrow from and thus pay the interest to foreigners (e.g., “the Dutch”
(WN, 927)). Second, in order to pay the debt, we must tax ourselves,
which means fewer funds for capital improvements or circulation: “The
industry of the country will necessarily fall with the removal of the capital
which supported it, and the ruin of trade and manufacturers will follow
the declension of agriculture” (WN, 927–8). It is for these reasons that
“[t]he practice of funding has gradually enfeebled every state which has
adopted it” (WN, 928).

He cites a litany of examples (e.g., “France, notwithstanding all its
natural resources, languishes under an oppressive load” of debt. (WN,
928)) and asks rhetorically: Is there any reason to believe the experience
of Britain will be different?

The system in Britain is, he asserts, more “just and equitable” (WN,
834) than others, and people operating in a just and equitable system
can overcome innumerable obstacles. However, he wonders, when our
debt pushes us to find more revenue, will the wisdom of our system be
sustained? Can the success we have enjoyed in the face of our own fiscal
foolishness continue?

At some point, he suggests, a nation’s debt can become so large that it
simply cannot be paid. When that happens, nations resort to bankruptcy or

28 Recall that funds borrowed by the government for military expeditions are not funds
committed to the circuit of production; they are spent on unproductive labor and, thus,
they are not “capital” in Smith’s analysis.



P1: IWV
0521852471c09.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 22:1

238 Adam Smith’s Moral Philosophy

degrade their currency to cover the nominal obligations either by “direct
raising of the denomination of the coin, . . . [or by t]he adulteration of
the standard. . . . ” (WN, 932). Smith refers to degrading the currency as
“real publick bankruptcy . . . disguised under the appearance of pretended
payment . . . , and the creditors of the publick would really be defrauded”
(WN, 929–30). The cascading effect of such a fraud becomes a disaster for
the economy. Better the state should declare its bankruptcy than disguise
it with this “juggling trick” (WN, 930).

As he writes for this 1776 publication, the current British debt is so
significant that it can only be addressed by “either some very consider-
able augmentation of the publick revenue, or some equally considerable
reduction of the publick expence” (WN, 933). He cites several possibili-
ties, but focuses on what he believes would be the most productive way
to augment the national tax revenue: “[E]xtending the British system of
taxation to all the different provinces of the empire inhabited by peo-
ple of either British or European extraction. . . . ” (WN, 933). He notes,
however, that if this is to be consistent “with the principles of the British
constitution” then each of these provinces must enjoy representation in
parliament in “proportion to the produce of its taxes. . . . ” (WN, 933).

While he appreciates that this is a very unlikely prospect given “[t]he
private interests of many powerful individuals, [and] the confirmed prej-
udices of great bodies of people. . . . ” (WN, 933–4), nevertheless, “in a
speculative work of this kind” (WN, 934) it seems reasonable, he as-
serts, to imagine how such a system would play out. “Such a speculation
can at worst be regarded but as a new Utopia” (WN, 934), and since
there was no harm in imagining the old one, he proceeds to imagine this
new one.

A Utopian Vision

The extension of the custom-house laws of Great Britain to Ireland and the
plantations, provided it was accompanied, as in justice it ought to be, with and
extension of the freedom of trade, would be in the highest degree advanta-
geous to both. . . . The trade between all the different parts of the British empire
would . . . be as free as the coasting trade of Great Britain is at present. The British
empire would thus afford within itself am immense internal market for every part
of the produce of all its different provinces. (WN, 935)

Smith calculates, admittedly grossly, the fiscal impact of the union he
envisions by estimating the additional revenue as well as the additional
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costs associated with the union.29 Given his caveat that this is specula-
tion,30 he estimates that if the union were to unfold as he envisions, the
public debt might be retired and the empire reinvigorated. Further, the
enhanced revenue from these equally apportioned just taxes would make
it possible that:

people might be relieved from some of the most burdensome taxes; from those
which are imposed wither upon the necessaries of life, or upon the materials
of manufacture. The labouring poor would thus be enabled to live better, to
work cheaper, and to send their goods cheaper to market. The cheapness of their
goods would increase the demand for them, and consequently for the labour of
those who produce them. This increase in the demand for labour, would both
increase the numbers and improve the circumstances of the labouring poor.
(WN, 938)

Smith recognizes that the benefits he describes, which are focused, as is
his constant concern, on the “labouring poor,” would not be immediate.
But he believes that the prospect of the policy he advocates is better for
and fairer to Ireland and to the British colonies in America, and better
for and fairer to the mother country:

It is not contrary to justice that both Ireland and America should contribute to-
wards the discharge of the publick debt of Great Britain. That debt has been
contracted in support of the government established by the Revolution, a gov-
ernment to which the protestants of Ireland owe, not only the whole authority
which they at present enjoy in their own country, but every security which they
possess for their liberty, their property, and their religion; a government to which
several of the colonies of America owe their present charters, and consequently
their present constitution, and to which all the colonies of America owe the liberty,
security, and property which they have ever since enjoyed. That publick debt has
been contracted in the defence, not of Great Britain alone, but of all the different
provinces of the empire. . . . (WN, 944)

Turing to the Irish case in particular, Smith argues that Ireland would
not only gain the freedom of trade that would come with union. Also,
as it was in Scotland, so, too, in Ireland, with union, “the middling and
inferior ranks of the people . . . [would gain] compleat deliverance from

29 In the process, he refers to data from “March 1775” (WN, 937), so obviously this section
was written in London.

30 He suggests that he is purposely being conservative to give his case more credibility.
For example, he takes the low end of the estimate of the population of the American
colonies because “[t]hose accounts [he cites] . . . may have been exaggerated, in order,
perhaps, either encourage their own people, or to intimidate those of this country. . . .
(WN, 937).
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the power of an aristocracy. . . . [An aristocracy] much more oppressive
[than that of Scotland, because unlike that of Scotland, which was based
on] natural and respectable distinctions of birth and fortune; . . . [that in
Ireland is based on] the most odious of all distinctions, those of religious
and political prejudices. . . . ” (WN, 944). This kind of divide “animate[s]
both the insolence of the oppressors, and the hatred and indignation of
the oppressed” (WN, 944), thereby nurturing immense hostility. “Without
a union with Great Britain, the inhabitants of Ireland are not likely for
many ages to consider themselves as one people” (WN, 944).

As for the American colonies:

No oppressive aristocracy has ever prevailed in the colonies. Even they, however,
would, in point of happiness and tranquility, gain considerably by a union with
Great Britain. It would, at least, deliver them from those rancorous and virulent
factions which are inseperable from small democracies, and which have so fre-
quently divided the affections of their people, and disturbed the tranquility of
their governments, in their form so democratical. In the case of total separation
from Great Britain, which, unless prevented by a union of this kind, seems very
likely to take place, those factions would be ten times more virulent than ever.
Before the commencement of the present disturbances, the coercive power of
the mother-country had always been able to restrain those factions . . . In all great
countries which are united under one uniform government, the spirit of party
commonly prevails less in the remote provinces than in the centre of the empire.
The distance of those provinces from the capital, from the principal seat of the
great scramble of faction and ambition, makes them enter less into the views of the
contending parties, and renders them more indifferent and impartial spectators
of the conduct of all. (WN, 944–5)31

So the colonies, being at a distance from London, would, in a union, be
less plagued by faction and more likely to “enjoy a degree of concord and
unanimity at present unknown. . . . ” (WN, 945). Although taxes would
be higher, those taxes would go to bringing down the debt for the union
as a whole. All of these revenues could be further augmented by higher
tax revenues that could be generated by reducing the oppression and
corruption in British India.

If not by his Utopian scheme, the only other way Smith can imagine
to reduce the debt is to reduce expenditures. The only option Smith can
imagine that would reduce expenditures significantly is letting go of the

31 The point Smith makes here about small democracies and the probability of virulent fac-
tions destroying them anticipates the logic Madison offers in making his case in Federalist
No. 10 for a federal union (Wills, 1982).
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colonies. After all, the vast majority of the current debt has been incurred
in wars defending those colonies.

It was because the colonies were supposed to be provinces of the British empire,
that this expence was laid out upon them. But countries which contribute neither
revenue nor military force towards the support of the empire, cannot be consid-
ered as provinces. They may perhaps be considered as appendages, as a sort of
splendid and showy equipage of the empire. (WN, 946)

The benefits of this empire have, Smith asserts, been an illusion: “It
has hitherto been, not an empire, but the project of an empire; not a gold
mine, but the project of a gold mine. . . . ” (WN, 947). It has been a project
undertaken at immense public expense but which has paid no profit to the
public because, as he has demonstrated again and again, the monopoly
of the colony trade has not been maintained for the benefit of the people
but for that of the particular mercantile interests.

It is surely now time that our rulers should either realize this golden dream, in
which they have been indulging themselves, perhaps, as well as the people; or, that
they should awake from it themselves, and endeavour to awaken the people. If the
project cannot be compleated, it ought to be given up. If any of the provinces of
the British empire cannot be made to contribute towards the support of the whole
empire, it is surely time that Great Britain should free herself from the expence of
defending those provinces in time of war, and of supporting any part of their civil
or military establishments in time of peace, and endeavour to accommodate her
future views and designs to the real mediocrity of her circumstances. (WN, 947)

And so Smith concludes his Inquiry into the Nature and Causes of
the Wealth of Nations on, in his own terms, a utopian note. He imagines
and offers a vision of a grand union of the British empire in which all
enjoy equal status and representation. Furthermore, in solving the prob-
lem of public debt that created the current crisis, this grand union could
become an even more powerful example of the liberal plan that he envi-
sions as the human prospect. But, as he wrote in Book IV when he first
presented this possibility,32 it is not the operational difficulties that are
“insurmountable . . . [it is the] prejudices and opinions of the people both
on this and on the other side of the Atlantic” (WN, 625).

As the 1790 revisions to the TMS described here in Chapter Eight
make clear, Smith went to his grave concerned about the condition of

32 Union is a vision he suggested earlier in Book IV: The “constitution . . . would be com-
pleted by it, and seems to be imperfect without it” (WN, 624).
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Britain and hopeful regarding the human prospect. His legacy is his moral
philosophy: his representation of the human condition, its nature, its dy-
namic, and the liberal plan as its prospect. How does that legacy relate to
modern economic analysis that claims him as its parent? The next three
chapters argue that Smith’s complex being and multidimensional dynamic
analysis can enhance these modern efforts in economics by reintegrating
economic analysis into the social sciences more systematically.
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“Chicago Smith” versus “Kirkaldy Smith”

The “Chicago School” of economics (Reder, 413), home of such lead-
ing lights as Frank Knight, Theodore Schultz, George Stigler, Milton
Friedman, Gary Becker, and many other deservedly esteemed scholars,
lays claim to Adam Smith as one of its own, for it traces its heritage
directly to Smith.

The “economic approach to human behavior” (Becker, 1976) that is
emblematic of the Chicago paradigm begins with the assumption that
humans can be represented as homo economicus, beings driven by a single
motive: personal utility maximization. Smith, according to his Chicago
disciples, is the visionary who established this foundation and thus made
the economic approach to human behavior possible.

Indicative of the admiration Chicagonians feel for Smith in appre-
ciation for his founding contribution to the Chicago paradigm, George
Stigler writes that while many of the theories embodied in the WN are fail-
ures because Smith’s “successors [have] either ignored or rejected [them]
out of hand. . . .

Smith had one overwhelmingly important triumph: he put into the center of eco-
nomics the systematic analysis of behavior of individuals pursuing their self-
interest under conditions of competition.1 This theory is the crown jewel of
The Wealth of Nations,2 and it became, and remains to this day, the foundation

1 In Stigler’s taxonomy of success and failure, “[a] success or triumph is a proposition
in economics that becomes a part of the working system (the so-called paradigm) of
contemporary and subsequent economists” (Stigler, 1976, 1200 fn. 1). Clearly, establishing
the founding assumption of his own Chicago paradigm is, for Stigler, among the greatest
of all successes.

2 Stigler writes that “The Wealth of Nations is a stupendous palace erected upon the granite
of self-interest” (Stigler, 1975, 237).

245
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of the theory of the allocation of resources. . . . [Smith’s] construct of the self-
interested individual in a competitive environment is Newtonian in its uni-
versality. (Stigler, 1976, 1200–1, 1212)3

The unabashed claim of Smith as the parent of the Chicago paradigm
is reflected even more clearly in Gary Anderson’s assertion that:

The bold extension of economic analysis [“models of rational maximizing be-
havior” (Anderson, 1066)] beyond the narrow confines of commercial ex-
change has been described by some of its leading proponents as ‘economic
imperialism’ . . . Curiously, this movement had a famous early proponent who has
been largely ignored by modern practitioners: Adam Smith . . . [was] probably the
first ‘economic imperialist.’ . . . Obviously, Chicago economics was not invented in
Chicago. (Anderson, 1066–7, 1084)

Hand in hand with this assumption that human beings are rational
utility maximizers goes mathematical optimization analysis. Although
Smith’s work was too rudimentary for such an application of mathematical
tools, those who share the Chicago interpretation of Smith as deductivist
see the structure he offered as inevitably leading to that advancement in
the economics discipline:

Smith’s main objective in The Wealth of Nations was the formulation of a
reform program on the basis of an analytical model of the operations of a
capitalistic exchange economy.4 . . . [This was informed by] understanding origins
of . . . institutions[, which] could only be appreciated in terms of a historical

3 Indicative of the widespread adoption of this view of Smith in the modern literature, Al-
bert Hirschman writes that Smith followed Mandeville “in this retreat from generality [by
focusing on one passion.] . . . The Wealth of Nations . . . [is] a work . . . wholly focused on the
passion traditionally known as cupidity or avarice. . . .” (Hirschman, 18). Smith made this
focus more palatable by “substituting for ‘passion’ and ‘vice’ such bland terms as ‘advan-
tage’ or ‘interest.’ . . . [This] harnessing idea . . . [became] a central construct of economic
theory” (Hirschman, 19). Hirschman writes that in TMS, Smith “paves the way for col-
lapsing these other passions into the drive for the ‘augmentation of fortune’” (Hirschman,
108). He refers to Smith as a “reductionist” (Hirschman, 109). Nathan Rosenberg
writes that Smith is consistent “because human behavior in all walks of life flows in a
consistent way from these basic psychological impulses in which Smith believed. All men
are economically motivated. . . . ” (Rosenberg, 1979, 30–1) Samuel Hollander writes that
“[t]he theoretical models of The Wealth of Nations were based squarely on the behavioral
assumptions characterizing ‘economic man,’ for the proposition that self-interest is the
governing motive throughout time and space as far as it concerns man in his economic
affairs is Smith’s fundamental axiom” (Hollander, 72).

4 “The famous invisible hand of The Wealth of Nations is nothing more than the automatic
equilibration of a competitive market” (Grampp, 334). Grampp cites Frank Knight as
follows: “‘The mutual advantage of free exchange is the meaning of the ‘invisible hand’
directing each to serve the interests of others in pursuing his own’” ((Knight, 377) cited
in Grampp, 334, fn 13).
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account . . . [But t]he historical analysis is best viewed as a digression; since the
recommendations for the reform of actual institutions and policies . . . are based
upon a rather precise analytical model of the ‘progress of society’ applicable
to a competitive capitalist exchange economy. The model of development
used in this context is a classic example of hypothetical-deductive theoriz-
ing and cries out for mathematical formulation. (Hollander, 71–2, emphasis in
original)

Chicago Smith . . . the homo economicus, history as “digression,” and
math as the language best suited for analysis of human behavior and
modeling the human condition Smith . . . has become the accepted identity
of Adam Smith among most modern economists. It should be obvious,
however, that this Chicago Smith is not the same person as the ‘Kirkaldy
Smith’ I have written about.

Kirkaldy Smith does not assume that we are one dimensional in our
motives, does not see history as a “digression” in his analysis, and does
not offer a deductive analysis that “cries out for mathematical formula-
tion.” Quite to the contrary, Kirkaldy Smith would reject a reductionist
approach that:

� purports to explain all human behavior based on one dimensional
motivation,

� claims to be able to capture the complexity of multidimensional human
choice and of humankind’s evolution in a matrix of equations based
on such a reductionist assumption, and

� establishes its empirical credibility based on analysis that reduces the
complex choices of multidimensional beings interacting in evolving
social and political constructions to numeric proxies.

Kirkaldy Smith sees humankind as a uniquely complex realm of na-
ture that does not lend itself to such reductionism. As explained in Chap-
ter One, this complexity derives from the nexus of human reason and
human frailty that puts humankind in a peculiar and problematic po-
sition. Our reason gives us dominion over the earth and the ability to
transform nature into material wealth far beyond our requirements for
survival. But that reason, when wedded to frailty, can lead to destructive
interpersonal conflict; for, if unbridled, self-interest drives each of us to
seek a larger share of the human bounty for ourselves, and our society de-
generates into a “rent-seeking society” (Buchanan, Tollison, and Tullock,
1980). This dynamic is especially problematic in a liberal society where
freedom of choice simultaneously unleashes both productive capacity and
opportunities for rent-seeking.
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This dilemma gives rise to what I referred to in Chapter One as the
“cohesion question”: If the productive potential of liberal society derives
from individuals’ freedom to pursue their own interests (the Physiocrats’
“laissez-faire”), how does such a society offer that freedom without also
unleashing a Hobbesian war of all against all? What cohesive force can
hold liberal society together so that its potential – a good, secure life for
each individual and the greatest possible wealth for the nation – can be
realized?

The Kirkaldy Smith represented in the preceding chapters believes
that constructive liberal society is possible because he believes that hu-
mans are capable of a multiplicity of motives including, if properly nur-
tured, justice.5 In this chapter I’ll distinguish my Kirkaldy Smith from the
Chicago Smith by making the case that if we are in fact the beings that
Chicago ascribes to Adam Smith’s work and that Chicago takes as the
foundation of the economic approach, then a constructive liberal society
is theoretically impossible. Using Gary Becker’s work as representative
of the most powerful presentation of and the most expansive claims for
the economic approach based on the standard economic assumption that
we are constrained utility maximizing beings, homo economicus, I will
make the case that there is no cohesive force in such a theory sufficient to
hold society together in the face of the destructive power of rent-seeking.

I then turn to Amartya Sen and James Buchanan. Like Becker, Sen
and Buchanan are Nobel Prize winning economists. Unlike Becker, Sen
and Buchanan see the centrality of this liberal quandary and they each
address this issue in thoughtful, detailed analysis.

Buchanan’s “Constitutional Economics” enterprise envisions a dy-
namic development of constraints by consensus, the emergence of a civic
ethic which, in turn, makes possible the establishment of a constitution
that allows individuals to pursue their own ends with the security that
there are boundaries on the behavior of all. Sen borrows Buchanan’s
conception of dynamic value development and, relaxing the homo
economicus assumption, offers a synthesis in which developing values
are embodied in humans whose behavior is shaped by a multiplicity of
motives, including the capacity for ethical behavior.

As we’ll see, both Sen’s and Buchanan’s solutions to the “cohe-
sion question” bring us back to the moral philosophy of Adam Smith.
Buchanan’s Constitutional Economics and its relationship to Smith’s
moral philosophy will be examined in the next chapter. Sen’s synthesis,

5 Smith rejected the social contract of Locke and the despotisme legal (benevolent dictator)
of the Physiocrats as the ultimate glue to hold liberal society together.
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its relationship to Smith’s work, and its implications for modern practice
are the subjects of this chapter. However, first, to set the scene for Sen’s
relaxation of the homo economicus assumption, we must examine the
limitations of the homo economicus assumption.

on homo economicus and social cohesion

Modern mainstream economic analysis is built on the assumption that
human beings are motivated by utility maximization. The New Palgrave
entries, “utility and decision theory” and “expected utility hypothesis,”
by Peter Fishburn (Fishburn, 779) and Mark Machina (Machina, 232)
respectively, make it clear that although layers of sophistication have been
added to utility theory, ultimately utility maximization is still neoclassical
theory’s standard assumption on human nature.

The classic statement of the power of economic theory based on this
assumption is found in the work of Chicago’s Gary Becker. Becker asserts
that:

The combined assumptions of maximizing behavior, market equilibrium, and sta-
ble preferences, used relentlessly and unflinchingly, form the heart of the economic
approach as I see it. . . .

Needless to say, the economic approach has not provided equal insight into
and understanding of all kinds of behavior: for example, the determinants of war
and of many other political decisions have not yet been much illuminated by this
approach (or any other approach). I believe, however, that the limited success is
mainly the result of limited effort and not lack of relevance. . . . I am saying that
the economic approach provides a valuable unified framework for understanding
all human behavior. . . . (Becker, 1976, 5, 9, 14, emphasis in original)

Indeed, Becker argues that the economic approach can address what
is “[a]ccording to [Edward] Wilson, ‘the central theoretical problem of
sociobiology . . . : how can altruism, which by definition reduces personal
fitness, possibly evolve by natural selection’ (Wilson, 3)”? (Becker, 1976,
283). Citing “[s]ociobiologists . . . [efforts] to solve their central problem
by building models with ‘group selection’” (Becker, 1976, 283), Becker
asserts that such “models of group selection are unnecessary since al-
truistic behavior can be selected as a consequence of individual [“utility
maximizing” (Becker, 1976, 294)] rationality” (Becker, 1976, 284).

Altruism is modeled by Becker as a nested utility function. In socio-
biological terms, I am altruistic if I derive utility from your fitness, or “i”
am altruistic if:

Ui = Ui (fi, fu) – i.e., my utility is a function of my fitness, fi and also
your fitness, fu
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This nested utility function of the altruist improves the fitness of the
altruist because “[t]he beneficiaries of his altruism [those included in his
utility function] are discouraged from harming him” (Becker, 1976, 291).6

As a consequence, altruism enjoys a natural selection bias. Thus, as adver-
tised, Becker’s explanation for the existence of altruism based on natural
selection in a world of Becker’s homo economicus beings solves what
is “[a]ccording to [Edward] Wilson, ‘the central theoretical problem of
sociobiology.’”

Clearly, if fitness is defined as the survival of our genes, the power
of this effect is increased as the genetic relationship gets closer, because
by improving the fitness of our close genetic relatives we enhance the
survivability of our shared genes. But is Becker’s altruism a strong enough
bond to provide the solution to that question that confronted Smith and
those other philosophers in the first ages of the liberal experiment – the
cohesion question: How can a liberal society avoid the Hobbesian abyss
of a war of all against all? How is e pluribus unum possible?

Becker chooses the realm of sociobiology to demonstrate the power
of his “economic approach,” so let’s examine the cohesion question in
sociobiological terms to see whether Becker’s model does, indeed, offer
a solution.

Edward Wilson, the parent of sociobiology, identifies the source of the
cohesion problem very clearly:

During the past ten thousand years or longer, man as a whole has been so successful
in dominating his environment that almost any kind of culture can succeed for a
while, so long as it has a modest degree of internal consistency and does not shut off
reproduction altogether. No species of ant or termite enjoys this freedom . . . Man
has temporarily escaped the constraint of interspecific competition. (Wilson, 550)

Ironically, however, this escape has confronted humankind with an
equally dangerous problem. Our dominion over our world has allowed
us to generate surpluses, and now we are trapped in an intraspecific com-
petition over control of these surpluses, a “rent-seeking society.” In socio-
biological terms, having escaped the “stabilizing selection” of interspecific
competition (Figure 10.2) we have made ourselves vulnerable to the “dis-
ruptive selection” of intraspecific competition (Figure 10.2).

Unfortunately, Becker’s altruism offers no solution to this human
quandary. Beyond genetic connection, the altruism effect diminishes as
social distance increases because the reciprocal benefit one can expect

6 For a more complete analysis of Becker’s argument see (Evensky, 1992).
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The arrows represent “results of adverse ( ) and  
favorable ( ) selection on various parts of the  

population frequency distribution on phenotype
character’’ (Wilson, 67).

Figure 10.1. Stabilizing Selection.

to receive decreases. Adam Smith notes as much when, in the course of
describing concentric spheres of relations, he writes that “affection gradu-
ally diminishes as the relation grows more and more remote” (TMS, 220).
Diminishing with social distance, altruism rapidly loses the capacity to
constrain the immediate and obvious incentive to create and exploit ad-
vantages that secure a larger share of the social surplus, the incentive
to rent-seek. Clearly, the altruistic incentives of the corporate leaders at
Enron, WorldCom, or Tyco, to name a few of the scandals at the turn of the
century, did not constrain their pursuit of the rich returns of rent-seeking
at the expense of millions of people those leaders never met.

Figure 10.2. Disruptive Selection.
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As Wilson makes clear, the solution lies not in Becker’s self-interest
but in societal constructions. Wilson writes that “[t]o counteract selfish
behavior and the ‘dissolving power’ of higher intelligence, each society
must codify itself. Within broad limits, virtually any set of limits works
better than none at all” (Wilson, 562). So we are back to the cohesion
question recognized in the first ages of liberal society: From whence the
limits that make liberty work?

This is not just an abstract philosophical question. As Amartya Sen
writes:

The trouble with reading much into . . . [Adam Smith’s] homely butcher-brewer-
baker example [often cited as the classic statement of homo economicus]7

is . . . that it downplays the function of institutions that sustain and promote eco-
nomic activities. The concern of different parties with their own interests cer-
tainly can motivate people to take part in exchange from which each benefits.
But whether the exchange will operate well will depend also on organizational
conditions. There is a need for institutional development which can take quite
some time to emerge – a lesson that is being learned [(his context is 1993)] rather
painfully in Eastern Europe and the former Soviet Union. The importance of
institutions was rather eclipsed there in the first flush of enthusiasm about the
magic of allegedly automatic market processes.

The need for institutional development has some clear connection with the role
of codes of behavior, since institutions based on interpersonal arrangements and
shared understandings operate on the basis of common behavior patterns, mutual
trust and confidence in the behavioral ethics of each other. The reliance on rules
of behavior may typically be implicit rather than explicit – indeed so implicit that
its importance can be easily overlooked in situations in which such confidence is
unproblematic. But whenever it is not unproblematic, the overlooking of its need
can be quite disastrous. (Sen, 1995B, 26)

In sum, if a liberal society is to be cohesive and constructive, human
beings must have “mutual trust and confidence in the behavioral ethics of
each other” because, absent ethics, rent-seeking can run amuck. A society
populated by homo economicus does not have the capacity to establish
this prerequisite for social cohesion. In his 1995 Presidential Address to
the American Economic Association, Sen offers a vision of how modern
economic analysis must evolve if is it to represent such a capacity and
thus the theoretical possibility of constructive liberal society.

7 One of the most often quoted lines in Smith: “It is not from the benevolence of the butcher,
the brewer, or the baker, that we expect our dinner, but from their regard to their own
interest. We address ourselves, not to their humanity but to their self-love, and never talk
to them of our own necessities but of their advantages” (WN, 26–7).
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sen’s synthesis

Sen’s Address, “Rationality and Social Choice,” invites his colleagues
in economics to set aside our “fight for basic principles” and transform
competing paradigms into a synthesis. To make his case for synthesis, Sen
invites his audience to join him in examining the following question:

How are we to view the demands of rationality in social decisions? How much
guidance do we get from Aristotle’s general recommendation that choice should
be governed by “desire and reasoning directed to some end”?

Sen’s point of departure into this inquiry is the problem raised by Arrow’s
impossibility result:

[W]hose desires, whose ends? . . . Kenneth Arrow (1951) has shown . . . that in
trying to obtain an integrated social preference from diverse individual pref-
erences, it is not in general possible to satisfy even some mild-looking condi-
tions that would seem to reflect elementary demands of reasonableness. . . . Are
the pessimistic conclusions that some have drawn from them [(these Arro-
vian “difficulties”)] justified? Can we sensibly make aggregative social-welfare
judgments? (Sen, 1995A, 1, emphasis in original)

Sen then introduces James Buchanan as counterpoint:

Buchanan . . . [has] argued that “rationality or irrationality as an attribute of the
social group implies the imputation to that group of an organic existence apart
from that of its individual components” . . . [and] that there was a deep “confusion
surrounding the Arrow analysis” (not just the impossibility theorem but the entire
framework used by Arrow and his followers) which ensued from the mistaken
idea of “social or collective rationality in terms of producing results indicated by
a social ordering. . . . ” (Sen, 1995A, 2)

Buchanan has “suggested” (Sen, 1995A, 5) that the notion of “social
preference” implying an organic character to society should be dropped,
and that with it would go the impossibility issue. Sen’s response: “We
certainly have to examine whether Buchanan’s critique negates the im-
possibility result, but we must also investigate the more general is-
sues raised by Buchanan” (Sen, 1995A, 2). This last line prepares Sen’s
audience for the transformation story he is about to tell: from competing
paradigms to synthesis.

Sen’s vehicle for developing his synthesis is a further exploration of
the impossibility issue. He begins by “distinguish[ing] between two quite
different uses of the notion of ‘social preference,’ . . . decision mecha-
nisms” which reveal “the ‘underlying preferences’ on which choices ac-
tually made for the society . . . are implicitly based” and “social welfare
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judgments . . . [which reflect] some ranking of what would be better or
worse for the society” (Sen, 1995A, 5, emphasis in original).

Responding to Buchanan’s critique, Sen asserts that since “social wel-
fare judgments [are made] by an individual or agency, [the relevance
of] Arrow’s impossibility theorem [to such judgments] . . . cannot be dis-
puted on the ground that some organic existence is being imputed to
society. . . . However, Buchanan’s critique of Arrow’s theorem would ap-
ply to mechanisms of social decisions (such as voting procedures)” (Sen,
1995A, 5). So if we follow Buchanan and drop any idea of social prefer-
ence, does that eliminate the impossibility problem? No:

The “impossibility” result identified in a particular form by Arrow can be ex-
tended to hold even when the idea of “social preference” is totally dropped and
even when no conditions are imposed on “internal consistence” of social choice.
(Sen, 1995A, 7)

“How might we then avoid that impossibility?” (Sen, 1995A, 7). Sen ex-
amines this question along the two dimensions cited previously.

With respect to social welfare judgments, Sen locates the source
of the impossibility problem in overly narrow informational premises.
“[B]ecause of its utilitarian form, traditional welfare economics
had . . . been opposed to any basic use of nonutility information . . . [and
t]o this was . . . added the exclusion of interpersonal comparisons of
utilities. . . . [The result is a] barren informational landscape [that]
makes it hard to arrive at systematic judgments of social welfare”
(Sen, 1995A, 7).

To try to make social welfare judgments without using any interpersonal com-
parison of utilities, and without using any nonutility information, is not a fruitful
enterprise. . . . Once interpersonal comparisons are introduced, the impossibility
problem, in the appropriately redefined framework, vanishes. The comparisons
may have to be rough and ready and often open to disputation, but such compar-
isons are staple elements of systematic social welfare judgments (Sen, 1995A, 8,
emphasis in original).

By introducing the notion that overly narrow premises can act as an ar-
tificial constraint on our vision, Sen establishes a frame for his synthesis
case.

Next, he addresses the impossibility problem with respect to decision
mechanisms. It has “greater resilience here” (Sen, 1995A, 9), and it is
here that Sen’s presentation takes its crucial turn. He begins the process
of transforming the analysis by integrating the premises of social and
public choice.
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Rejecting the notion that analysis must begin with a choice between
competing, incompatible premises, Sen makes the case that in order to ad-
dress the question of decision mechanisms constructively, we must escape
from the “dichotomy” (Sen, 1995A, 11) between process-independence
identified with social choice and consequence-independence identified
with public choice. After reviewing the cases for each, Sen concludes:

[I]t is not easy to believe that the public-choice approach is – or can be – really
consequence-independent. For example, Buchanan’s support of market systems
is based on a reading of the consequences that the market mechanism tends to
produce . . . While this is not in serious conflict with Buchanan’s rejection of any
“transcendental” evaluation of the outcomes . . . , nevertheless the assessment of
outcomes must, in some form, enter this evaluative exercise. . . . [O]n the other side
of the dichotomy: can we have sensible outcome judgments in a totally procedure-
independent way? [No, argues Sen.] . . .

The contrast between the procedural and consequential approach is, thus,
somewhat overdrawn, and it may be possible to combine them, to a considerable
extent, in an adequately rich characterization of states of affairs. (Sen, 1995A,
11–12)

Having opened the case for synthesis, Sen presses the issue. He looks
to a melding of premises as a reasoned escape from the impossibility
problem. In particular, the informational base can be expanded and the
domain of impossibility can be contracted by taking into account the
concept of a “‘value restriction’” (Sen, 1995A, 9). This requires a synthesis
of the social choice and public choice stories on the formation, role, and
dimensionality of these value restrictions.

[C]oncern[ing] the role of social interactions in the development of values,
and also the connection between value formation and the decision-making
processes . . . [s]ocial choice theory has tended to avoid this issue, following
Arrow’s own abstinence: “we will also assume in the present study [Arrow’s Social
Choice and Individual Values (1951)] that individual values are taken as data and
are not capable of being altered by the nature of the decision process itself”
(Arrow, 1951, 7). . . .8 On this subject, Buchanan has taken a more permissive
position – indeed emphatically so: “The definition of democracy as ‘government
by discussion’ implies that individual values can and do change in the process of
decision-making. . . .” (Sen, 1995 A, 3)

But while Sen asserts that social choice theory should open its mind to
Buchanan’s dynamic development of values, he believes that Buchanan

8 Sen notes that “Arrow . . . himself points out ‘the unreality of this assumption.’ [(Arrow,
1951, 8)]” (Sen, 1995A, 3fn5).
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and the public choice school should do the same regarding the nature of
individual beings:

[T]he practical reach of social choice theory, in its traditional form, is consider-
ably reduced by its tendency to ignore value formation through social interactions.
Buchanan is right to emphasize [this] . . . However, traditional public choice the-
ory is made unduly narrow by the insistence that individuals invariably behave as
homo economicus . . . This uncompromising restriction can significantly misrepre-
sent the nature of social concerns and values. (Sen, 1995A, 18)

Now, with an explicit melding of premises, Sen concludes with a call for
the synthesis he envisions:

There are plenty of “social choice problems” in all this, but in analyzing them, we
have to go beyond looking only for the best reflection of given individual prefer-
ences, or the most acceptable procedures for choices based on those preferences.
We need to depart both from the assumption of given preferences (as in tradi-
tional social choice theory) and from the presumption that people are narrowly
self-interested homo economicus (as in traditional public choice theory). (Sen,
1995A, 17, emphasis in original)

Sen envisions a synthesis model which “examine[s] value formation
that results from public discussion . . . [and leads to] commitment on the
part of citizens to do something. . . .” (Sen, 1995A, 17). It is a model of
society in which civic values and their maturation play a central role in
building a constructive liberal society. As I hope the preceding chapters
have made clear, Sen’s model addresses the cohesion question very much
as Adam Smith’s does in his moral philosophy.

on modern scope and method – mathematical analysis

As Smith appreciated when he adapted Newtonian method to moral phi-
losophy, scope and method are interdependent. If, then, following Smith
and Sen, we expand the complexity of our analysis by expanding the
dimensionality of the human nature we assume, does that have implica-
tions for the current privileged position of mathematics as the language
of economic analysis?

The value of mathematics as a language for analysis is clear and com-
pelling. It is a much more clean, crisp, unambiguous language than any
other. Because ambiguity undermines and clarity enhances the persua-
siveness of a model, Smith would appreciate and value this strength
in mathematics. But Smith also understood that with any language’s
strengths come weaknesses.
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As part of his analysis of the evolution of humankind, Smith explored
the role of language in that evolution. Indeed, Smith’s analysis of humans
as social beings begins with the “first formation of languages”9 because
a means of communication is the first requisite and the foundation of all
subsequent social constructions.

Clearly, different languages emerge in different times and places, and
“[a]s [Smith] . . . observes, depending on the special features of each lan-
guage, various species of thought and intellect are produced. . . . [For]
Smith . . . language is a frame that sooner or later fixes the scope of our
vision. . . .”10 (Becker, J. F., 17, 21). Thus, the price of using any particular
language as the medium for our analysis is that with that language comes
a frame that delimits the scope of that analysis.

Maurice Dobb makes precisely this point in response to Joseph
Schumpeter’s assertion in his History of Economic Analysis (1954) that,
in contrast to the “history of Systems of Political Economy or . . . [the]
history of Economic Thought” (Schumpeter, 38), we can say with confi-
dence that the history of economic analysis is a story of progress because
our analytical “box of tools” (Schumpeter, 41) is better than that used in
the past. Our “new apparatus [primarily mathematical modeling] poses
and solves problems for which the older authors could hardly have found
answers” (Schumpeter, 39). In response, Dobb writes:

A mathematical ‘model’ can be (and should be, inter alia) examined in its purely
formal aspect, as a consistent structure. At the same time, qua economic theory, its
very structure is relevant to the statement it is making about reality . . . In choosing
one structure in preference to another, the model-builder is not only providing a
scaffolding or framework within which human thought can operate, but is laying
emphasis upon certain factors and relationships and excluding others or casting
them into the shadows; and in doing so he can be judged to be . . . illuminating
some corners or facets of reality, or certain situations that recur, at the same time
as he is obscuring, or totally concealing others. (Dobb, 7)

Homo economicus, optimizing along a utility function subject to con-
straints, has proved an ideal assumption for mathematical analysis; and
as our conception of this optimization problem has grown more complex
so, too, have our mathematical tools and models. But is math a sufficient

9 “Considerations Concerning the First Formation of Languages,” Smith in (Lectures on
Rhetoric and Belles Letters, 201).

10 As noted in Chapter Two, this notion of frames and its application to language anticipates
the work of Kahneman and Tversky (1984) on frames, Hirsch (1987) on schema, and
Berger and Luckmann (1966) on the role of language in The Social Construction of
Reality.
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language to represent the complexity of a world in which multidimen-
sional unique social beings interact and evolve within and in turn trans-
form a multiplicity of multidimensional institutional constructions that
are all evolving along interactive non-linear paths? Math certainly sheds
much light, but we must also ask: What is lost in the shadows?11

on modern scope and method – empirical analysis

Today’s mainstream economics analysis begins with deduction. Given the
standard assumptions (e.g., homo economicus), an internally consistent
theory is established by building a mathematical model based on those
assumptions. The explanatory power of that model is then tested empir-
ically by a regression analysis to determine to what degree the modeler
can be confident that the data (necessarily numeric) are consistent with
the hypothesized model. This is a very valuable technique for analysis
within a given social construction, but is it sufficient for understanding
larger questions of humankind’s evolution, such as: What forces drive the
transformation of social constructions and the rise and fall of nations?

Smith’s moral philosophy addressed these larger questions and his
method was very different. It did not involve “hypothetical-deductive
theorizing . . . [that] cries out for mathematical formulation” (Hollander,
71–2). He made this clear in his description of the proper method for
arriving at “general maxims regarding morality[:]

[A]ll . . . general maxims [“are formed”], from experience and induction. We
observe . . . a great variety of particular cases . . . and, by induction from this

11 In a piece titled “Adam Smith’s Theory of Inquiry,” Ralph Lindgren (1969) argues that
Smith “adopted language, not mechanics, as the model of inquiry; and he drew a fun-
damental distinction between the methods of inquiry in the natural and the social sci-
ences” (Lindgren 1969, 899). Deborah Redman (1993) makes the case that “the narrow,
technical, mathematical elements that Smith indirectly supported by labeling his method
Newtonian have become increasingly exaggerated in the course of the twentieth century”
(Redman, 226). Lindgren and Redman each assert that the conception of Smith as a lock-
step follower of Newtonian method has had perverse effects on Smith’s heritage; and, in
fact, represents, as Montes makes clear (Montes, 2004), a misrepresentation of Newton.
Redman “conclude[s] that the richness of Smith’s method lies not in the beauty of a pre-
cise mathematical theory or system like Newton’s but in its wide social emphasis . . . [and]
there would probably be no better antidote to the narrowness of economics’ current
methods than a greater appreciation of and revival of the Scottish approach in associa-
tion with today’s analytical, theoretical approach” (Redman, 228, latter emphasis added).
Lindgren concludes that “[h]opefully, we can yet restore the vision of his genius and, given
time and similar motivation, put an end to that alienation which he aptly understood to
be the necessary consequence of insensitive and mechanical methods of inquiry in the
social sciences” (Lindgren 1969, 914).
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experience, we establish . . . general rules. . . . It is by finding [a pattern] in a vast
variety of instances . . . that we form the general rules . . . (TMS, 319)

Clearly, Smith is following Newton, who, in his Opticks, describes his
method of analysis as follows:

As in Mathematics, so in Natural Philosophy, the . . . Analysis consists in making
Experiments and Observations, and in drawing general Conclusions from them by
Induction, and admitting of no Objections against the Conclusions, but such as are
taken from Experiments, or other certain Truths. For Hypotheses are not to be re-
garded in experimental Philosophy. And although the arguing from Experiments
and Observations by Induction be no Demonstration of general Conclusions; yet
it is the best way of arguing which the Nature of Things admits of, and may be
looked upon as so much stronger, by how much the Induction is more general.
And if no Exception shall occur from Phaenomena, the Conclusion may be pro-
nounced generally. But if at any time afterwards any Exception shall occur from
Experiments, it may then begin to be pronounced with such Exceptions as occur.
By this way of Analysis we may proceed . . . from Effects to their Causes, and from
particular Causes to more general ones, till the Argument end in the most general.
This is the Method of Analysis: And the Synthesis consists in assuming the Causes
discover’d and establish’d as Principles, and by them explaining the Phaenomena
proceeding from them, and proving the Explanations. . . . And if natural Philos-
ophy in all its Parts, by pursuing this Method, shall at length be perfected, the
Bounds of Moral Philosophy will also be enlarged. (Newton, 404–5, emphasis
added)12

Smith shared with Newton this general conception of method. He also
shared the view, reflected in Newton’s suggestion that natural philos-
ophy is perfectible whereas moral philosophy can only be “enlarged,”
that moral philosophy is distinctly different from natural philosophy. But,
while Smith would agree that these realms are different, he would suggest
that the difference is only a matter of degree: Moral philosophy is more
messy due to human frailty, but, in Smith’s view, neither is perfectible.

In any case, Smith followed Newton’s method but adapted it to his
different domain. For Smith, as for Newton:

� The establishment of “Principles” begins with “induction” based on
“Observations” (Newton, 404), Smith’s “experience” (TMS, 319).

� The generality of the principles is established by the scope of the par-
ticulars observed.

12 My sincere thanks to Leon Montes for directing my attention to this quotation. Montes
offers an excellent commentary on the relationship between Newton and Smith in Chap-
ter 5 of his book, Adam Smith in Context (Montes, 2004).
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� Confidence in the general principles one proposes is a function of the
richness of the data one observes.

� From these general principles, we develop a synthesis to explain ob-
served “Phaenomena.”13

Observation is the key, and Smith believed that for the purposes of
moral philosophy the richest source of observations lay in humankind’s
history.

Smith’s inclination in the study of any subject was to approach it historically
in the first instance and then to form his own ideas from reflections on past
history. . . . [He] was an empiricist, a thinker who began with experienced fact
and then produced a hypothesis to explain the facts. . . . In all of his work Smith
followed the method of empiricism, of taking facts of experience as the basic data
and reaching general propositions by induction from them. (Raphael, 1997, 18,
68, 83)14

Smith turned to narrative history as the data of choice for moral phi-
losophy precisely because of humankind’s peculiar nature. Due to the
nexus of imagination, reason and frailty, the human condition presents an
endless variety of irregular, cacophonous, distorted cases represented by
the histories of humankind’s various societies. As a consequence, the ob-
servational matrix facing the moral philosopher (here/there, past/present,
varying degrees of distortion) is incredibly complex.

In order to “see” beyond the distortions of any particular time and
place, Smith took an imaginary position outside of time and place and
“observed” the overall flow of humankind’s history as if he were an
impartial spectator.15 From this imaginary position he sought to cull those

13 In Smith’s case, this includes, as we saw in Chapter Seven, explaining the distorting effects
of human frailty.

14 “Smith and his contemporaries did not disregard the experience of ages and clearly
accepted Aristotle’s dictum that we can only understand what presently exists by first
considering ‘the origins from which it springs’” (Skinner, 1972, 317). “To them [the eigh-
teenth century writers including Smith] the history of society was a philosophy of history.
They took the view, without questioning it, that a philosophy of society must in method
be historical. For societies themselves were natural growths in their own unique environ-
ments, and interpreting that growth implied a theory of growth” (Macfie, 14).

15 The challenge is all the more daunting because we each stand in a singular, unique location
(time and place) inside this complex matrix. That position both limits the scope of and
distorts our vision. “One of the principal problems in learning indeed is how to destroy
the illusions of perspective, the belief that faraway things are in fact small. We do this in
the physical world through movement, which soon reveals to us that our own immediate
view of the world, if taken literally, would be an illusion, and that far-off things only
seem small” (Boulding, 253). Smith was very conscious of the role of perspective on
judgment, as reflected in his spectator analysis. David Levy suggests that Smith’s focus
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patterns that transcend the peculiarities of any given society caused by
its unique time, place, and set of distortions.16 History – rich, textured
narrative history17 – offered Smith the closest approximation to that
imaginary position from which to observe and analyze the complexity
of humankind’s evolution.

This exercise was more than a craft for Smith; it was an art of imag-
ination.18 In describing A. L. Kroeber’s historical approach, Tim Ingold
captures the spirit of Smith’s:

[A] genuinely “historical” approach is integrative and totalizing rather than ana-
lytic and atomizing. Whereas scientists confront the whole already broken into dis-
crete fragments that can then be strung out in temporal succession to reconstitute
process, historians aim to grasp the movement of the whole by a direct leap of
intuition, by living it in their minds. History in that sense is like art, and the
task of historians is to describe, translate and interpret, but not to dissolve into
elements. (Ingold, 76–7)

If it is successful, the fruit of such an approach is an analysis that de-
scribes relationships not as deconstructed discrete parameters on inde-
pendent variables, but as a complex co-evolution of individuals and a
simultaneous system of social, political, and economic institutions that

on perspective was influenced by his admiration for Berkeley’s New Theory of Vision
(Levy, 223–6).

16 As noted in Chapter One, Smith focused on the flow. Analytical detail was not to be
belabored. He often used terms, for example, the word nature, in many different ways,
so one can only understand the meaning of any given use by its place in the flow of the
analysis. Dickey makes this point about Smith by citing Arthur Lovejoy’s work (Dickey,
600, quoting Lovejoy, emphasis added by Dickey): “[T]he sacred word ‘nature’” was
“probably the most equivocal in the vocabulary of the European peoples.” He insisted
that a “knowledge of the range of its meanings, and of the processes of thought . . . by
which one sense of it gives rise to, or easily passes over into, others is an indispensable
prerequisite for any discriminating reading” of the western intellectual tradition. I think
Lovejoy’s advice can be applied with profit to the conception of nature Adam Smith
employs in different editions of TMS.

17 As I use the term here, narrative history includes numeric history as a subset of the
descriptive evidence. Smith appreciated very well that narrative history was not Truth
about the past, but, along with anthropological and archeological sources, it is the data
we have to work with. Smith often comments on the veracity of his sources, so he is well
aware of the limitations of these data.

18 “In modern economics, this [Smith’s] procedure has been called model building; but
Smith conceived it less mathematically as akin to the painting of a picture” (Thompson,
221, emphasis in original). Fleischacker argues that Smith emphasizes judgment over
scientific calculation: “[I]n the philosophy of the social sciences, Smith’s approach to the
subject represents perfectly what a turn to phronesis over theoria has come to mean,
what is urged by those who argue that human beings cannot be fitted to the numeric
calculi of the physical sciences” (Fleischacker, 125).
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contributes to our understanding of the flow of humankind’s history, and
its prospect.

on history, individuals, and institutions

Smith believed that if, from an analysis of history, we can approximate
an understanding of the general principles that guide human events, then
from those principles we can develop policy prescriptions that can foster
the progress of society. It was to that end that Smith offered his moral
philosophy.

As Nathan Rosenberg expresses very nicely, and contrary to the laissez
faire caricature of Smith, many of the policy prescriptions Smith advo-
cated involved the optimal arrangement of institutions:

Perhaps as a result of the increasingly formal nature of economics as an aca-
demic discipline, the institutional content and preoccupations of Adam Smith’s
Wealth of Nations have suffered prolonged neglect. . . . [J]umping directly from
the conception of man as a rational creature to the policy recommendation of
laissez faire and all that, it completely short-circuits much of the real substance
of Smith’s work. By visualizing the human agent as engaged in the effort to max-
imize a single, unambiguous magnitude, two aspects of Smith’s book and the
crucial importance of the interplay between them are ignored: (1) . . . the conflict-
ing forces which impel the human agent to action . . . , (2) his sustained inquiry into
the ultimate impact, in terms of human actions and its welfare consequences, of
different kinds of institutional arrangements. (Rosenberg, 1960, 557, emphasis in
original)

Institutions matter in Smith because “self-interest can be pursued in
innumerable antisocial ways” (Rosenberg, 1960, 558). Citing examples of
such human failings, Rosenberg writes that “[g]iven these human char-
acteristics, it is plain that the mere absence of external restraints and the
freedom to pursue self-interest do not suffice, in Smith’s view, to estab-
lish social harmony or to protect society from ‘the passionate confidence
of interested falsehood.’ What are required, above all, are institutional
mechanisms which compel man, in his ‘natural insolence,’ ‘to use the good
instrument’” (Rosenberg, 1960, 558).19

19 “The ideal institutional order for Smith is one which places the individual under just the
proper amount of psychic tension . . . to make possible the pursuit of self-interest only in
a socially beneficial fashion” (Rosenberg, 1960, 559–60, emphasis in original). Rosenberg
cites many of Smith’s analyses of such constructions (e.g., in religion and in education)
noting that “large portions of his Wealth of Nations are specifically devoted to analyzing
the nature of the appropriate institutional framework” (Rosenberg, 1960, 559).
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Rosenberg goes on to reject any significant role for ethics in Smith’s
analysis of the necessary constraints on man’s natural insolence: “[I]t will
be shown . . . that [assigning any significance to moral constraints] . . . is
not only totally incorrect but does a considerable injustice to the subtlety
and sophistication of Smith’s argument” (Rosenberg, 1960, 559).

Rosenberg is absolutely correct that Smith’s institutional analysis is
significant, subtle, and sophisticated, but so, too, is Smith’s ethical analysis.
To dismiss it as insignificant in Smith’s representation of the construction
of social constraints is to do “a considerable injustice to the subtlety and
sophistication of Smith’s argument.”

As described in Chapter Two, in Smith’s vision of the ideal liberal
society, individuals govern themselves because no government can both
impose the requisite order and, at the same time, allow the freedom nec-
essary for the liberal plan to be realized. However, this ideal is a limit.
As explained in Chapters Three and Four, institutions are instrumen-
tal in Smith’s story of humankind’s evolution toward this limit, because
progress is only possible where institutions that are appropriate to the
stage of society’s development insure social cohesion. But even as institu-
tions play this essential, instrumental role, if the ideal is to be more nearly
approximated, the power of government must continuously be shifting
from external institutional government to internal ethical government
based on a common commitment to shared civic ethics.

As we’ve seen, Becker’s economic approach to human behavior can-
not explain the existence of such a common commitment that secures
social cohesion because the only bond it offers, altruism, suffers from a
diminution with social distance. In contrast, Sen recognizes the necessity
of this common commitment to civic values and makes it clear as to where
that commitment must come from. Recall his assertion:

The trouble with reading much into . . . [Smith’s] homely butcher-brewer-baker
example is . . . that it downplays the function of institutions that sustain and pro-
mote economic activities. . . . [And Sen continues, t]he need for institutional devel-
opment has some clear connection with the role of codes of behavior, since insti-
tutions based on interpersonal arrangements and shared understandings operate
on the basis of common behavior patterns, mutual trust and confidence in the
behavioral ethics of each other. (Sen, 1995B, 26)

This brings us back to Rosenberg and institutions, but to a larger con-
ception of the role of institutions than Rosenberg suggested is in Smith.

Adam Smith was not an economist offering a materialist two-
dimensional analysis, modeling political institutions because they play
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an instrumental role in his representation of economic processes and
progress. Smith was a moral philosopher modeling a complex co-evolution
of individuals within a simultaneous system of social, political, and eco-
nomic institutions in order to contribute to our understanding of the flow
of humankind’s history and its prospect.

Where modern economic modeling of institutions is richest, in the
New Institutional Economics, institutions are modeled in the materialist
two-dimensional ‘Rosenberg Smith’ tradition, not in the Kirkaldy Smith
tradition.

The next chapter will examine:

� the New Institutional Economics’ own self-conscious awareness of the
limitations of the ‘Rosenberg Smith’ approach to institutions,

� James Buchanan’s reach beyond this two-dimensional, political/
economic institutional analysis to include a marginal consideration of
social institutional change, and

� the advantages of moving institutional analysis from Buchanan’s
constrained three-dimensional analysis to Smith’s dynamic three-
dimensional analysis.
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Toward a Dynamic Three-Dimensional Analysis

analysis in two dimensions: the new
institutional economics

Oliver Williamson begins his September 2000 Journal of Economic
Literature piece “The New Institutional Economics: Taking Stock, Look-
ing Ahead” with the following reflection:

I open my discussion of the new institutional economics with a confession, an
assertion, and a recommendation. The confession is that we are still very igno-
rant about institutions. The assertion is that the past quarter century has witnessed
enormous progress in the study of institutions. The recommendation is that, await-
ing a unified theory, we should be accepting of pluralism. (Williamson, 595)

The focus of Williamson’s piece is on the progress he cites. My focus is on
the ignorance.

Williamson represents society’s institutional structure as having four
levels. Level 1 encompasses the embedded “norms, customs, mores, [and]
traditions” of society (Williamson, 596). Although these are institution-
alized, they are not directly observable institutions. They are a “social
stock of knowledge” (Berger and Luckmann, 42) that each new genera-
tion inherits and takes as representing the natural order of things, as tacit
knowledge. Unlike a court system, a legislative system, a body of common
law, or a constitution, one cannot examine this social construct directly. It
is a substructure, an invisible foundation upon which all other institutions
are constructed.

Level 2 of Williamson’s social construction encompasses what Douglas
North refers to as the “formal rules” of social organization, rules that
include “constitutions, laws, [and] property rights” (North, 1991, 97).

265
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Unlike Level 1, where, Williamson conjectures, the “informal institu-
tions have mainly spontaneous origins – which is to say that deliber-
ative choice of calculative kind is minimally implicated” (Williamson,
597), the formality of Level 2 institutions “opens up the opportunity for
first-order economizing: get[ting] the formal rules of the game right”
(Williamson, 597–8). Similarly, Level 3 – which Williamson refers to
as the “play of the game” level (Williamson, 597) – involves “second-
order economizing, get[ting] the governance structures [(e.g., contract)]
right. . . . ” (Williamson, 599). Level 4 is that at which resource allocation
and employment are determined – “getting the marginal conditions right”
(Williamson, 597).

The institutions at both Levels 2 and 3 of the social construct have a
major impact on the cost of economic transactions at Level 4 because the
conditions governing exchange are defined by the rules and structures em-
bodied in these institutions. “Effective institutions . . . reduce transaction
and production costs per exchange so that the potential gains from trade
are realizable” (North, 98). Thus, institutional analysis is central to “trans-
action cost economics [which] subscribe[s] to the idea that the transaction
is the basic unit of analysis, . . . [and that] governance is an effort to craft
order, thereby to mitigate conflict and realize mutual gains” (Williamson,
599, emphasis in original). To the degree that transaction cost analysis
informs institution building at Levels 2 and 3, it offers a valuable tool to
help a society get its institutional structure “right,” as Williamson puts it
(Williamson, 598). This promise of operationally practical benefits is, for
Williamson, one of the great virtues of the New Institutional Economics,
and it is this promise that explains the New Institutional Economics’ focus
on Levels 2 and 3. This focus comes with a caveat, however: “The insti-
tutions of embeddedness (Level 1) are an important but underdeveloped
part of the story” (Williamson, 610).

Williamson and North clearly appreciate that understanding these so-
cial institutions of Level 1 – norms, customs, mores, and traditions – is
essential to a complete model of economic intercourse. As North puts it,
these social institutions exercise a “pervasive influence upon the long-run
character of economics,” and, he wonders, “What is it about informal con-
straints that gives them” such power? (North, 111). Williamson cites this
quotation from North and writes: “North does not have the answer to that
perplexing question, nor do I” (Williamson, 596). Ergo the confession of
“ignorance.”

North takes the question a step further. Not only does he wonder at
the power of these social institutions, but also about their origin: “How
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does an economy develop the informal constraints that make individuals
constrain their behavior so that they make political and judicial systems
effective forces for third party enforcement?” (North, 111). Williamson
reflects on this question also; then he leaves it behind.

James Buchanan’s Constitutional Economics enterprise addresses
North’s question as he excavates the Level 1 social foundation of The
New Institutional Economics and extends the dimensionality of that anal-
ysis from two-dimensions (political and economic) to include a consid-
eration of marginal changes in the third dimension, social institutions
(Buchanan 1991, 232).

from a two-dimensional analysis to a constrained
three-dimensional analysis: james buchanan’s

“constitutional economics”

Because institutions have power and because power can be used to gen-
erate a rent, a return to advantage, institutions themselves can and do be-
come a locus of competition – a rent-seeking competition. Rent-seeking
theory has led some to the pessimistic conclusion that there is no way
to get the institutional structure necessary for a successful liberal order
“right,” that there is no feasible resolution to the “cohesion question.”
After all, where individuals are truly free to choose, there are countless
opportunities to benefit from seeking institutional advantages, and utility
maximizing individuals will seek those advantages.

Are liberal societies, therefore, inevitably trapped between the devil
and the deep blue sea: the oppressiveness of the tyrannical state that can
suppress unbridled self-interest and the Hobbesian war of all against all
if those central controls are removed? Buchanan (1991, 245) expresses
distress about the current state of the majoritarian democracies, but he
rejects the pessimism. He believes it is possible to constrain rent-seeking
without infringing on the sovereignty of the individual by establishing
constraints by consensus.

In order to represent this possibly, Buchanan expands the dimension-
ality of modern economic analysis from the standard market question:
What choices will be made given the extant set of constraints? to
the more general question: What choices will be made including what
system of constraints will be chosen?1 This more general question

1 “Constitutional economics directs analytical attention to the choice among constraints.
Once stated in this fashion, economists will recognize that there is relatively little in
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integrates Levels 2, 3, and 4 of the New Institutional Economics
analysis.2

Given this point of departure, Buchanan turns to an obvious question:
Why would autonomous individuals “choose to impose constraints or
limits on their own behavior”? (Buchanan 1991, 5). Why would they be
a party to a process of social construction given that any social construct
implies some degree of constraint on individual choice? To answer these
“whys,” Buchanan cites Adam Smith: “Smith stressed [the] . . . properties
[of the market] that allow for self-interested behavior of persons and yet
generate socially beneficial results, require an environmental setting of
appropriate ‘laws and institutions’” (Buchanan 1991, 208).

Buchanan agrees. He rejects the “romantic ideal of laissez-faire, the
fictional image of anarcho-capitalists, in which there is no role for the state
at all” (Buchanan 1991, 35) for the same reason he rejects the socialist
“romantic image of the state as an omniscient and benevolent entity”
(Buchanan 1991, 35). “[O]rdinary humans” are not capable of either.
Socialism is an invitation to the exploitation of centralized power, and
anarchist laissez-faire is a path into the “Hobbesian jungle” (Buchanan
1991, 35).

Any plausibly realistic analysis of social order, whether positive or normative,
must be bounded by the limits set by these ideological extremes. The state is
neither omniscient nor benevolent, but a political-legal framework is an essential
element in any functioning order of human interaction. (Buchanan 1991, 35)3

According to Buchanan, we will agree to be a party to social construction
because we need such constructs, constraints by consensus, if society is to
cohere.

But how can we, mortal humans, create a state that constrains our
humanness and its destructive predilection for rent-seeking without

their established canon that will assist in analyzing choices of this sort. To orthodox
economists . . . it would appear to be both methodologically and descriptively absurd to in-
troduce the artificial creation of scarcity as an object for behavioral analysis” (Buchanan,
1991, 5). Buchanan notes the relationship between his enterprise and the work of El-
ster, Schelling, and Thaler and Shefrin. The focus of these efforts is on intrapersonally
generated constraints, whereas he is interested in interpersonally generated constraints –
specifically, constraints generated through a system of exchange (Buchanan 1991, 5).

2 As with New Institutional Economics, Buchanan’s premises are standard ones: method-
ological individualism, utility maximization, and rational choice. He rejects the no-
tion that society has an organic existence that transcends individuals (Buchanan 1991,
14–15, 29).

3 Recall Edward Wilson’s assertion cited in Chapter Ten that “[t]o counteract selfish be-
havior and the ‘dissolving power’ of higher intelligence, each society must codify itself.
Within broad limits, virtually any set of limits works better than none at all” (Wilson, 562).
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tyrannizing over us? “‘How can the controllers be controlled?’ Hobbes
responded with despair” (Buchanan 1991, 235). Buchanan turns to the
contractarian tradition for an answer:

The elements of Adam Smith’s intellectual enterprise become directly precursory
to the research program of constitutional economics only when those elements are
imbedded within the tradition of contractarian political philosophy . . . In agreeing
to be governed, explicitly or implicitly, the individual exchanges his or her own
liberty with others who similarly give up liberties in exchange for the benefits
offered by a regime characterized by behavioral limits. (Buchanan, 1991, 12–13)

In order to demonstrate why the constraints must be constitutional,
Buchanan uses the example of a poker game. Participants in a poker
game face two choices: ‘What will the rules of our game be?’ and, once
those rules are determined, ‘What should my strategy be?’

The rules of the game define the constitution of the game. The various
strategies available within that constitutional order represent the post-
constitutional choice set any participant in the game faces. For the game
to be played in a constructive environment, it is crucial that there be
an impenetrable wall of separation between the rule setting stage, the
constitutional construction, and the in-rule play, the post-constitutional
strategic interactions. Any breech of that separation allows the strategic
self-interested pursuits of individuals to be focused on rule manipulation.

In a poker game such manipulation would simply lead to a breakdown
of the game: The “poker game is voluntary . . . [and] each player retains a
low-cost exit option” (Buchanan 1991, 155). But “[t]he political game is
compulsory, and we must all play” (Buchanan 1991, 155) because the cost
of not playing is the high probability of a significantly smaller distributive
share as others manipulate the rules to their advantage. In the politicized
market game, micro-motives drive rent-seeking with its attendant macro,
negative sum implications.4

To avoid this dilemma, we must appreciate the lesson of the poker
game. We must create that wall of separation between the rule creation
stage during which individuals function as a cooperative group interested
in designing the best standards for play, optimal rules for commutative
justice; and the in-rule stage during which individuals become players
competing with one another within the context of the previously agreed
upon rules.

Buchanan believes this is possible because he believes that two
characteristics of the constitutional stage distinguish it from the

4 See Schelling (1978) on Micromotives and Macrobehavior.
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post-constitutional stage. First, any agreement at the constitutional
stage requires a greater threshold of social consensus than majoritarian
democracy: “At the constitutional stage of choice among rules, our argu-
ment does, conceptually, require unanimous agreement among all parties”
(Buchanan 1991, 47). Second, the perspective of the participants is funda-
mentally different when constitutional as opposed to post-constitutional
choices are involved:

[A]greement on rules is much more likely to emerge than agreement on policy
alternatives within rules because of the difficulties in precisely identifying the
individual’s economic interest in the first setting. The rule to be chosen is expected
to remain in being over a whole sequence of time periods and possibly over a wide
set of separate in-period choices during each period. How can the individual, at the
stage of trying to select among rules, identify his or her own narrowly defined self-
interest? . . . He or she is necessarily forced to choose from behind a dark “veil of
uncertainty.”5 In such a situation, utility maximization dictates that generalized
criteria, such as fairness, equity, or justice enter the calculus rather than more
specific arguments like net income or wealth. (Buchanan 1991, 47–8, emphasis
added)

In effect, the “veil” masks what Buchanan refers to as the “interest”
component in each individual’s choice mechanism, obscuring questions
like: ‘What serves me?’ What remains is the “theory” component, framing
questions like: ‘What kind of world will our choices create?’ With ques-
tions like this driving the discussion, there is more of a possibility for a
consensus because individuals are not engaged in conflict (What are my
interests? v What are yours?), they are engaged in cooperative discourse
(What system seems most likely serve us best?). Buchanan argues that
in such a discourse the paramount “concern for stability . . . will induce a
concern for fairness” (Buchanan 1991, 57, emphasis in original).

Very nice in theory, but is this feasible? The process is not costless.
Are the incentives sufficient to encourage a rational citizen to voluntar-
ily participate in this conversation about the constitution? Buchanan’s
answer: No. The constitution, “the set of constraints that limit the choice
options of individuals, that define the feasibility spaces, is public in the
classic sense. This structure is both nonpartitionable and nonexcludable”
(Buchanan 1991, 24). Consequently, individuals have the incentive to free

5 Buchanan notes that “[i]n this construction [of the veil of uncertainty], our efforts were
quite close to those of John Rawls [veil of ignorance].” (Buchanan 1991, 48) In effect,
Rawls’ ignorance is the limiting case. Buchanan’s uncertainty veil seems to get thicker
(approaches Rawls) as his argument develops, because he realizes that the demarcation
of interests and theory (described in what follows) is crucial to the success of his enterprise
(See Buchanan 1991, 56).



P1: IWV
0521852471c11.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 22:10

Toward a Dynamic Three-Dimensional Analysis 271

ride. So, from whence the motive for participation? Buchanan’s answer:
Ethics. – “[B]ecoming informed about, and participating in the discussion
of, constitutional rules may require the presence of some ethical precept
that transcends rational interest for the individual” (Buchanan 1991, 155),
an “ethic of constitutional citizenship” (Buchanan 1991, 156).

However, this raises the obvious question: In a world of methodolog-
ical individualism, utility maximization, and rational choice, where does
this commitment to a civic ethic come from? Buchanan’s answer: There
are “economic origins of the ethical constraints” (Buchanan 1991, 180).
Self-interested individuals have an incentive to inculcate ethics in others
because these ethics solve externality problems that are not amenable to
any other solution. He cites as an example the work ethic.

People who are willing to work hard at the tasks of society gener-
ate a positive work-supply externality because their effort contributes
to increasing returns in production. This is a “genuine public good”
(Buchanan 1991, 175) because the benefit of this exertion, the greater
productivity, is nonexcludable and nonpartitionable – it benefits all con-
sumers. If a work ethic is instilled in individuals, then all others en-
joy the benefits of the externality without having to compensate the
worker because he “senses no constraining influence at all . . . [he] may
not [even] be conscious of the ethical norms that guide the choices made”
(Buchanan 1991, 174). This, in turn, moves the internalization of this ex-
ternality from the realm of “Pareto-irrelevant” – a benefit not worth the
cost, to the realm of “Pareto-relevant” – worth the expenditure of re-
sources to instill the work ethic (Buchanan 1991, 174). As a consequence,
“there is justification for both individualized and collective efforts to pro-
mulgate, maintain, and transmit this ethic throughout the culture as well
as intergenerationally” (Buchanan 1991, 177).

Just as the work ethic allows us to internalize a positive externality, so,
too, does the ethic of constitutional responsibility. It inculcates a commit-
ment to the constitutional conversation and thus creates a potential for
jointly produced and individually adhered to, well-defined and consensu-
ally agreed-upon rules of the game. Such constraints by consensus make
feasible the realization of a “social order without conflict while at the same
time achieving tolerably acceptable levels of well-being” (Buchanan 1991,
231, emphasis in original).

But, is there sufficient incentive for an individual to expend resources
on the behavior modification of others when the product of such an
investment is ethics? No, says Buchanan, “in n-person settings, where
each person confronts ‘all others’ in some relevant sense . . . [t]he results
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of such investment become genuinely public goods . . . and each indi-
vidual will have familiar free-rider incentives to hold back on his or
her own contribution” (Buchanan 1991, 188–9). Therefore, some form
of “[c]ollective organization of the moral persuasion enterprise may be
necessary” (Buchanan 1991, 189). Each generation must establish social
norms that are inculcated into the next generation.

The analysis is consistent with the sociologists’ criticism of the economists’ hypoth-
esis of operationally meaningful utility maximization. The preference orderings of
individuals are subject to change brought about by the sociocultural environment
within which choices are made and action taken. “Social norms” do, indeed, de-
termine individual choice behavior, at least within limits. But the model supplies
operational content to the sociologists’ criticism; the origin of and the direction of
the effects of social norms are themselves grounded in a calculus of self-interest.
(Buchanan 1991, 193)

Here, Buchanan reaches the roots of his argument. The foundation
of liberal institutional order is a civic ethic. Although “individuals are
the ultimate sovereigns in matters of social organization” (Buchanan
1991, 227), they benefit from a mutual inculcation of a constitutional
ethic: A commitment to a constitutional conversation that takes place
behind a veil that obscures individual interest. In such a conversation,
all value justice because no one can predict his position beyond the
veil and because the just outcome will be the most stable. The focus of
the discussion thus becomes the theory of rules, because justice and the
stability of the constitution depend on the quality of the rule structure it
embodies.

The agreed-upon constitutional “state provides and maintains the ap-
propriate structural constraints (the ‘laws and institutions,’ rules of the
game), [and within that context] individuals, as economic actors, can be
left alone to pursue their own privately determined purposes, and in so
doing enjoy the values of liberty, prosperity, and peace in reciprocal and
mutual respect, one for another” (Buchanan 1991, 244).

It is a wonderful image and a source of hope – but not, Buchanan
believes, a naive hope. He sees in history evidence that humankind has
already made some progress in solving the problem of creating “moral
communities” (Buchanan 1991, 189). “The emergence of the minimally
cooperative norms that are necessary for the effective functioning of
the extended economic nexus offers a good example of ‘order with-
out design,’ . . . stressed by Hayek and attributed to the insights of the
eighteenth-century Scots moral philosophers” (Buchanan 1991, 190).
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Buchanan views his work as extending Hayek’s analysis: “In channeling
the discourse toward constructive choice among sets of rules, I am, as you
will recognize, both modifying and going beyond emphasis on cultural
evolution associated with the work of F. A. Hayek. I accept, of course, the
importance of cultural evolution in the establishment of the rules of social
order . . . I want only to suggest that, at least along some relevant margins,
we can deliberately modify institutions that constrain our interaction, one
with another” (Buchanan 1991, 231–2, emphasis added).

Buchanan treats the inherited “rules of social order,” this social foun-
dation, as he does the inherited distribution of the society’s material en-
dowment. With respect to the latter he writes:

In my enterprise . . . parties to a potential contract commence from some status
quo definition of initial positions6 because, quite frankly, there is no other place
from which to start. This [is an] existential acceptance of the status quo . . . My
emphasis is almost exclusively placed on the process through which potential
changes may be made, rather than either the starting point or the end point of
change. (Buchanan 1991, 205, emphasis in original)

The focus of Buchanan’s enterprise is on the margin, on process: How does
change occur? and, more importantly, as is Williamson’s concern: How
can we act to accomplish constructive institutional change? and How do
we get institutions “right”?

Buchanan takes us beyond the orthodox confines of choice within
constraints – the market dimension – to the broader story of choice within
and among constraints – the political dimension. Furthermore, he extends
the institutional reach of analysis into that Level 1, social foundation that
the New Institutional Economists confessed ignorance about because his
enterprise lays bare the ethical foundation of society’s political and eco-
nomic superstructure by making it clear that in a liberal system, social
values – in particular civic ethics – do, indeed, matter. However, his anal-
ysis only partially answers North’s question: “How does an economy de-
velop the informal constraints that make individuals constrain their be-
havior so that they make political and judicial systems effective forces for
third party enforcement?” (North, 1991, 111).

Buchanan offers an explanation of marginal change in social val-
ues. However, these “informal constraints” are not established de novo
by each generation. If, as Buchanan argues, each successive generation

6 “[T]he status quo distribution has been generated through a complex process of political-
legal evolution . . . and social change” (Buchanan 1991, 205–6).
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inherits a status quo of social norms and acts on it at the “relevant mar-
gins,” questions remain:

� Where does the core of these inherited social norms come from?
� How is an evolving core of norms sustained across multiple

generations?
� How does that evolving set of social norms relate to the evolution of

the political and economic dimensions of the human condition?

from a constrained three-dimensional analysis to a
dynamic three-dimensional analysis: on social

constructions and human behavior

In the Social Construction of Reality, Peter Berger and Thomas Luckmann
(1966) represent the social foundation, Buchanan’s inherited social “sta-
tus quo,” as a “social stock of knowledge” (Berger and Luckmann, 42)
that is taken to represent the natural order of things,7 as tacit knowl-
edge8 that defines and dictates the parameters of choice. In the short
run or at the margin, defined by a generation, this set of commonly
shared norms and understandings is typically fairly stable, because an
institutional status quo is essential for social stability. It is within this ex-
tant schema or frame9 that individuals act as the rational choice model
describes.10

7 “Through reification, the world of institutions appears to merge with the world of nature”
(Berger and Luckmann, 90).

8 “The validity of my knowledge of everyday life is taken for granted by myself and by
others until further notice, that is, until a problem arises that cannot be solved in terms
of it” (Berger and Luckmann, 44). As Buchanan puts it: “Empirically, . . . [we seem to] go
about making ordinary choices, which involve complex interactions with other persons
and groups, within a framework or a structure of rules that we simply take as part of our
environment, a part of the state of nature, so to speak. . . . ” (Buchanan 1991, 153).

9 See Kahneman and Tversky (1984) on frames, and Hirsch (1987, Ch 11) on schema.
Buchanan himself writes of “alternative ‘windows’ on the world. . . . [T]he process
through which individuals choose among such windows remains mysterious. . . . ”
(Buchanan 1991, 18).

10 “Formally, a social action is . . . taken to be the resultant of all individual actions. In other
words, any social action is thought of as being factored into a sequence of individual
actions. . . . I certainly do not wish to deny that such factoring takes place, but I do wish
to emphasize that the partition of a social action into individual components, and the
corresponding assignment of individual responsibility, is not datum. Rather, the particular
factoring in any given context is itself the result of a social policy and therefore already
the outcome of earlier and logically more primitive social values” (Arrow 1983, 64, latter
emphasis added). “Arrow’s . . . formulation . . . allows social considerations to influence
the choices people make” (Sen 1995, 2).
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Modeling human behavior within such a given frame is a valuable tool
for understanding the actions of individuals within that particular social
construct. However, to suggest that any such framed model is a general
theory is to imply that there was, is, and always will be, in all places, only
one social construct – the one that is assumed, often tacitly, by the model.
Clearly, that is a strong assumption that severely limits the scope of such
a model’s applicability.

If a model of humankind is to be truly general, rational choice analysis
must be set into a more general context. It must reflect the fact that social
frames are core values and understandings of a society embodied in its
institutions, that these frames vary across societies, and that every such
frame has an evolving, organic existence.

Individuals are born into and socialized by an extant frame that shapes
their initial values and understandings.11 But the uniqueness of each indi-
vidual’s personal biography gives him or her a singular perspective from
which to reflect on, to redefine, and to act on and affect that extant social
construct.12 Thus, social constructs shape and are shaped by the individu-
als who people those constructions.13 In a general model, frames change,
and they do so in large part because individuals are social beings and they
are sovereign rational actors.

Is there a model that, by weaving this third, social dimension of institu-
tional analysis together with the two dimensions of the ‘Rosenberg Smith’
analysis described in Chapter 10 (economic and political institutions), rep-
resents humankind as an evolving, simultaneous three-dimensional insti-
tutional system? There is. Kirkaldy Smith’s moral philosophy does this.

11 “Every morall duty must arise from some thing which mankind are conscious of . . . [yet]
it is very seldom that one has a distinct notion of the foundation of their duties, but have
merely a notion that they have such and such obligations. . . . [I]ndeed it will but seldom
happen that one will be very sensible of the constitution he has been born and bred under;
everything by custom appears to be right or at least one is but very little shocked at it”
(Smith, 1978, 321–2).

12 “Identity is, of course, a key element of subjective reality, and like all subjective reality,
stands in a dialectical relationship with society. . . . If one is mindful of this dialectic one
can avoid the misleading notion of ‘collective identities’ without having recourse to the
uniqueness . . . of individual existence” (Berger and Luckmann, 174–5).

13 Akerlof offers a compelling analysis as to how “some persons with unusual tastes” can
set off “a sequence of increasing disobedience and erosion of belief that in the long run
[can change] . . . the social custom[s]. . . . ” and the role of “social sanction” in sustaining
belief systems (Akerlof , 749–50). He concludes his piece with the observation that “[a]
full explanation of social customs and economic equilibrium must describe not only
how the system works with existing conditions, but also how such codes themselves
evolve” (Akerlof, 773). Adam Smith’s analysis captures the social sanction dimension
of Akerlof.
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As described in Chapters One through Nine, Smith’s purpose is to ex-
plain the virtues and prerequisites of the “liberal plan of equality, liberty
and justice” (WN, 664), and to describe how humankind has evolved
toward this ideal prospect. In his Theory of Moral Sentiments, Smith rep-
resents the evolution of the social construction that provides the ethi-
cal foundation necessary for a liberal order. In his Lectures on Jurispru-
dence, he describes how systems of positive law and, in particular, those
of England, have co-evolved with citizens’ ethics in ways that sustain a
liberal order. In The Wealth of Nations, he explains how the progress
of opulence unfolds as the social, political, and economic dimensions
of society simultaneously evolve toward a system consistent with the
liberal plan.

The people in Smith’s analysis are not homo economicus, they are
social and sovereign beings. The story he tells is not of economics as a
privileged, independent dimension of human endeavor, but rather as one
dimension, along with the political and social dimensions, of a dynamic,
simultaneous system in which the progress of the whole requires harmonic
progress among those dimensions that make it up.

economic analysis within a dynamic three-dimensional
institutional frame: applications of

economics in context

Adam Smith held the Chair of Moral Philosophy at Glasgow University.
There are few, if any, such Chairs anymore. Moral philosophy became
thoroughly departmental when, as the social sciences, its dimensions were
professionally divided and at most colleges and universities departmen-
talized into the disciplines of sociology, political science, and economics.
Today, departments are the dominant organizational structure of aca-
demic institutions. Has this division of labor led to more productivity in
the social sciences?

More production? Yes. More value? It has cast much light, but it has
also left much in the shadows. Thoroughly departmental analysis leads to
depth without dimensionality.

Modern economic analysis can benefit by setting itself into a larger
context by making its assumptions about given social and political frames
explicit,14 by appreciating the constraints imposed by those assumptions,

14 As it is incumbent upon a meteorologist developing theories about the weather to
make his assumptions on climate explicit, similarly it is incumbent upon the economist
developing theories about the market to make his assumptions on climate (in this case
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and by encouraging some within the field to systematically explore the
implications of relaxing those assumptions and allowing frames to change.
Doing so makes possible a more general theory that enhances the dimen-
sionality of policy analysis and offers exciting new opportunities in the
economics classroom for exploration of the web of connections between
the economy and its political and social context. What follows are some
brief examples of these possibilities.

Economic Analysis and Emerging Liberal Experiments

Samuel Brittan writes:

The importance of moral aspects of economics should have been brought home by
the events in the former communist countries, and especially the former Soviet
Union. More thoughtful economists have always known that markets need a
background not only of formal laws, but also of accepted rules of behavior, if the
‘invisible hand’ is to work.

Unfortunately . . . [t]he influence of beliefs on behavior has been confined to
discussions over coffee, and their study left to sociologists and others, often un-
sympathetic to the market process. Yet it is just this aspect, which economists
have neglected in their formal work . . . which have proved crucial in Russia and
its neighbours, rather than the theorems which have been the predominant study
of high-level professional economists. . . . So-called soft subjects, such as cultural
history, may have more to tell us about the different outcomes of the breakdown
of central planning in the Czech Republic, Russia, the outlying former Soviet
republics and China, than mainstream economics. (Brittan, 2–3)

In a more general theory, institutional progress is modeled as a simulta-
neous system: social, political, and economic. Doing so brings to the fore
the complex nature of societal change. As Buchanan makes clear, and
Smith appreciated long before, simply opening up markets and letting
prices fluctuate freely cannot create a coherent, constructive, cohesive
liberal society. Such a society requires the institution of laws and the
development and inculcation of civic ethics that are consistent with the
freedoms of liberal society. Laws can be rewritten in a day. Ethics and
values change more slowly. Effective policy requires an appreciation that
a society can move toward a coherent, constructive, cohesive liberal or-
der only as quickly as that social dimension is capable of change. In a
time when great nations like Russia and China are trying to figure out

social and political climate) explicit. Explicit specification of the assumed climate matters
precisely because the actual climate can change. The difference between natural climates
and social/political climates is that the latter can change much more quickly, so taking
social/political climate as given is a strong assumption.
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how to join the global free market system, this larger frame should not
be ignored.

On Invisible Boundaries and Economic Processes:
The Power of Language

Nancy Folbre and Heidi Hartmann write that:

Serious consideration of both the rhetoric and the ideology of economics can
not only enhance an awareness of hidden assumptions, but also help to make
those assumptions more realistic. The Hobbesian metaphor is wrong. Neither
men nor women spring out of the earth as fully mature individuals, ready to ex-
change or fight. Rather, girls and boys are born into the care of people whose
task is to find and to teach a balance between individual self-interest and col-
lective responsibility. That balance cannot be achieved by simply assigning one
to men in the marketplace and the other to women in the home. (Folbre and
Hartmann, 198)

A general theory captures the effects of inculcating social definitions
of being that are differentiated by an “index” (Spence, 11) such as gender
or race; both the broad societal effects and the narrower market conse-
quences. It can also model the incentives for and the effects of efforts to
eliminate such index-based differences.

For example, did it matter that in all the books I read when I was
growing up, “he” was a doctor and “she” was a nurse? Can such little
pronouns affect the world in a big way?15 A more general theory can
address these questions. It makes possible a systematic exploration of the
market effects of socially defined conceptions based on gender that are
embodied in language.16 Tracing the threads of such conceptions through
a general theory identifies a systematic connection between these social
definitions and distributive outcomes in the market.

Language frames expectations. When I was young, language taught that
doctoring was appropriate for him and nursing was appropriate for her.

15 In my introductory economics textbook, Economics: The Ideas and the Issues, every
generic person (doctors, presidents, etc.) is a she, except nurses. It is not my goal in doing
so to be “politically correct.” Indeed, I reject the notion that I am bound by the latest fad
in acceptable language, or that by adopting standard usage I am an enemy of progress. I
do believe, however, that for a language to be alive, usage must be allowed to evolve and
that there are some emerging usages that are helpful and that will stand the test of time.
My students notice the non-standard usage in my text. This is an entrée to a conversation
about the economic power of language.

16 “[L]anguage is capable of becoming the objective repository of vast accumulations of
meaning and experience, which it can then preserve in time and transmit to following
generations” (Berger and Luckmann, 37).
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When language does this in a way that channels half the population into a
small sphere of the labor market called “women’s work,” leaving all other
work in the “men’s sphere,” the consequence of this is, ceteris paribus,
lower pay for women than men in occupations of comparable worth.
Thus, tracing this thread reveals that these social definitions embodied in
language do, indeed, create rent-generating market advantages.

These are particularly powerful rent-generating mechanisms precisely
because they are imbedded in the social construction of reality. Repre-
senting tacit knowledge, part of the natural order that is taken as a given,
they are invisible as they do their work. Indeed, for many women for many
years, the movement into these crowded professions was, given the frame
of their social construction, a voluntary choice.17 Modeling this nexus,
inequity in the market based on a social construction, raises all kinds of
complex questions that are both important for policy and fascinating for
the classroom.

Solutions based on market intervention can be quick (e.g., dictating
that wages include a compensating variation), but they treat the symptom
and not the disease. Such ad hoc solutions may cause distortions that can
lead to perverse unintended consequences. On the other hand, given the
inert character of social constructions, a solution based on changing those
constructs is inevitably slow, and it may be intolerably so without market
intervention.

Understanding the power of social definitions based on language also
makes clear why some social/political actions are aimed at reconstructing
language. For example, when I grew up down South in New Orleans
“Negro” was a term of what I would call “diminished respect.” For most
whites, a Negro was to be respected, but only if he or she was in his or her
“place.”18

As the civil rights movement evolved, many in that movement began
to reject the term Negro as a white community term that defined “place.”
Their response was to act on language, introducing the terms “black” or

17 The experience of women in World War II, the classic Rosie the Riveter, reflects the
constraints of social expectations. Given the exigencies of the war, there were new, high
paying “men’s sphere” jobs open to women, but the government had to convince many
women that it was appropriate to take these jobs; ergo the Rosie the Riveter campaign.
Interestingly, many of the women wanted to stay in those jobs after the war, but they
were pushed out by institutional changes that gave preferences to men and redefined
women’s role; e.g., The Feminine Mystique (Friedan, 1963).

18 The traditional southern white linguistic taxonomy of oppression included: “Negro” –
respected, but only if s/he was in her/his “place,” “colored” – quiescent and unrespected,
and “uppity nigger” – a black person out of her/his “place.”
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“African American” in order to escape that “place” which, for several
hundred years, had been a part of the natural order of the South. To the
degree that this escape has been successful, the consequences show up
not only in language, but also in the marketplace. There is a nexus here.
It enriches our models and it should be in our classrooms.

The women’s movement did something very similar. When I was grow-
ing up, “Master” and “Mr.” defined a male based on age – youth and
adult, respectively. “Miss” and “Mrs.” sound like a parallel construction,
but these terms did not have parallel purposes. Miss and Mrs. defined a
female based on her custodial relationship to a man, under her father’s
(brother’s, community’s) or her husband’s care, respectively. The women’s
movement introduced “Ms.” as an escape from this “place.” To the degree
that this escape has been successful, the consequences show up not only
in language, but also in the marketplace. There is a nexus here. It enriches
our models and it should be in our classrooms.

In both cases, acting on language has been a part of a larger program
by blacks and women respectively to liberate themselves from “place,”
and to enjoy more of the opportunities, including those economic op-
portunities, that society has to offer. This nexus between social and eco-
nomic dynamics is invisible in a model that “sees” the world thoroughly
departmentally.19

In the “Introduction” to his General Theory, John Maynard Keynes
(1964) writes:

[I]f orthodox economics is at fault, the error is to be found not in the superstruc-
ture, which has been erected with great care for logical consistency, but in a lack
of clearness and of generality in the premisses. . . . Those, who are strongly wed-
ded to what I shall call ‘the classical theory’, will fluctuate, I expect, between a
belief that I am quite wrong and a belief that I am saying nothing new. . . . The
ideas which are here expressed so laboriously are extremely simple and should
be obvious. The difficulty lies, not in the new ideas, but in escaping from the old
ones, which ramify, for those brought up as most of us have been, in every corner
of our minds. (Keynes 1964, v, viii)

Today’s economic orthodoxy faces a similar challenge. It must “escape
from habitual modes of thought and expression” (Keynes, xiii) embodied
in assumptions like homo economicus. Building on its Smithian legacy
and expanding the “generality in the premisses” to include the dynamic
role of culture and values make possible a more general theory. Of course,
there is a Catch-22 here. The fact that economic orthodoxy is, itself, an

19 Robert Frost’s poem, “Departmental,” offers a wonderful image of such thinking (Frost,
1995).
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extant social construction with all the attendant inertia of natural order
thinking constrains its ability to “escape from habitual modes of thought
and expression.”

economics for the twenty-first century – adding smithian
dimensionality

Introduction

The thoughtful reviewers of this work challenged me to speculate on what
a Smithian economics for the twenty-first century might look like. My
short response is that economics would look very much as it does today.
It is and would remain high-quality work focusing on strategic optimiza-
tion behavior and offering significant contributions to our understanding
of the human condition. The standard economic approach does, after all,
capture the vast majority of our individual choices, given societal con-
text. Adding a Smithian dimensionality does not replace the economic
approach, it contextualizes it.

Unfortunately, in its Beckerian ‘we have discovered Truth’ ver-
sion, modern economics rejects the very notion that there is any
larger context that matters. As a consequence, economics often ap-
pears isolationist and/or imperial with respect to its sister social sci-
ences. In his delightful 1973 “anthropological” study of “Life Among
the Econ,” Axel Leijonhufvud describes the Econ as a tribe in which
the “young are brought up to feel contempt for the softer living . . . Polscis
and . . . Sociogs” (Leijonhufvud, 327). Although these tribes share a “com-
mon genetical heritage, relations with these tribes are strained” because
the Polcis and Sociogs “‘do not make modls,’” and “modls” are the
“totem” of the Econ tribe (Leijonhufvud, 327, 330).

An isolationist/imperial attitude is reflected in George Stigler and Gary
Becker’s assertion in “De Gustibus Non Est Disputandum” that worry-
ing about context is much ado about nothing. According to Stigler and
Becker, the economic approach explains all, so better we should push
ahead with our own tools rather than turn to sociologists or anthropolo-
gists or political scientists or historians to shed additional light on human
events:

Our hypothesis is trivial, for it merely asserts that we should apply standard eco-
nomic logic as extensively as possible. But the self-same hypothesis is also a de-
manding challenge, for it urges us not to abandon opaque and complicated prob-
lems with the easy suggestion that the further explanation will perhaps someday
be produced by one of our sister behavioral sciences. (Stigler and Becker, 89–90)
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Becker dismisses such efforts to move beyond the economic approach
as a waste of intellectual energy:

With an ingenuity worthy of admiration if put to better use, almost any conceivable
behavior is alleged to be dominated by ignorance and irrationality, values and their
frequently unexplained shifts, custom and tradition, the compliance somehow
induced by social norms, or the ego and the id. (Becker, 1976, 13)

Not surprisingly, this dismissive tone elicits a pained response from a
scholar in a sister social science:

[While] political scientists try to give some account of preferences . . . [w]e do
not believe that “there is no accounting for tastes.” . . . Political scientists as well
as sociologists and anthropologists care about how societies select the kinds of
tastes that they do. And this is obviously not just a rational process of choice
taking place in the present time; it is a profoundly historical process. . . .

So the preaching of economists about how to explain both dazzles and disil-
lusions us. Many of us have been dazzled, and I think we have learned a lot by
casting this reflected light, being the moon to the economists’ sun. But eventually
we become aware of the limitations of the approach, particularly its failure to
consider culture, institutions, the sources of preferences, and historical process.
Then the preaching seems too narrow, even a little bit like Savanarola, burning
the books he didn’t like. We don’t burn the economist, but lacking a conversation,
we may stop listening. (Keohane, 242–4)

A Smithian economics for the twenty-first century would be less ar-
rogant. It would value analysis that factors in “culture, institutions, the
sources of preferences, and historical process.” It would enjoy and value
engaging colleagues like Robert Keohane in a mutually respectful con-
versation exploring the web of connections that weaves economics into a
larger societal dynamic. A twenty-first century Smithian economist would
be the kind of scholar Keynes envisioned in 1924:

The study of economics does not seem to require any specialized gifts of an un-
usually high order. Is it not, intellectually regarded, a very easy subject compared
with the higher branches of philosophy and pure science? Yet good, or even com-
petent, economists are the rarest of birds. An easy subject, at which very few
excel! The paradox finds its explanation perhaps, in that the master-economist
must posses a rare combination of gifts. He must reach a high standard in sev-
eral different directions and must combine talents not often found together. He
must be mathematician, historian, statesman, philosopher – in some degree. He
must understand symbols and speak in words. He must contemplate the partic-
ular in terms of the general, and touch abstract and concrete in the same flight
of thought. He must study the present in the light of the past for the purposes
of the future. No part of man’s nature or his institutions must lie entirely outside
his regard. He must be purposeful and disinterested in a simultaneous mood; as
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aloof and incorruptible as an artist, yet sometimes as near the earth as a politician.
(Keynes, 1924, 321–2, emphasis in original)

Economists today are not trained to be, nor are they rewarded for
being, this kind of scholar because economic thought today is framed
by the “habitual modes of thought and expression” (Keynes, 1964, xiii)
embodied in the homo economicus assumption that underlies the “De
gustibus” assertion. Indeed, the acceptance of this assumption on human
nature has become so habituated that it is no longer an assumption. It is
canon, and the power of this canon is reinforced by the beauty that flows
from it: the elegant mathematical modeling made possible by the belief
in rational, optimizing man.20

This system of belief is inculcated into and becomes habituated in each
new generation of the economics community by the process one must go
through to become an official, continuing member of that society – to get
a PhD and then to survive and prevail in the community by being tenured
and promoted. Central to that process is the journal.

The Market Space in the Marketplace of Ideas:
The Role of Journals

In economics, as in any scholarly discipline, the ultimate goal of the vast
majority of the members of the community is to make a significant con-
tribution to the community discourse and, based on that contribution, to
advance to esteemed, senior status within this community of scholars.

For the professional economist, the path through tenure and promotion
to such a contribution and, in turn, to personal advancement, lies through
the pages of the professional economics journals. Journal publications are
the coin of the realm and the more elite the journal, the more value in the
coin. The gold standard in economics includes the American Economic
Review and the Journal of Political Economy, to name two of this element.

Graduate students gain entry into economics PhD programs based, in
large part, on the likelihood that they can master the theoretical model-
ing and the empirical analysis that represent the norms of the discourse
because the mastery of these norms is essential if one is going to become
a productive publisher in the journals. Since the primary language of this
modeling and analysis is math, the essential screen for admission into an
economics PhD program is high-order math skills.

20 Recall Hollander’s comment that the hypothetical-deductive theorizing “cries out for
mathematical formulation” (Hollander, 71–2).
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In graduate school, students are taught and mentored to master the
application of this language to high-quality modeling and analysis.21 If
a student survives, receives a PhD, and moves on to an academic posi-
tion, as a new assistant professor in almost any U.S. research university’s
economics department, she or he gets very simple marching orders: pub-
lish as much as you can in the best journals you can (and do a good job
for your students, too), or perish. Thus the life of a research university
economist:

� begins with from four to six years of graduate school training designed
to prepare him or her to publish in the journals,

� proceeds to six more years as an assistant professor pursuing such pub-
lications in order to secure tenure and promotion rather than perish,
and then

� continues with the pursuit of publications in order to establish one’s
“name,” attain promotion to full professor, and enhance one’s mar-
ketability. Very well published professors become very hot properties,
or “stars.” As in any labor market where there is free agency and where
individual contributions are discernable and valued, these stars earn a
significant premium.

The competition in the field can be modeled right out of the pages of
an introductory economics textbook. As Deidre McCloskey writes in her
Rhetoric of Economics:

It is a market argument . . . [and in this market t]he standards of “good” reasons
and “warrantable” belief and “plausible” conclusions . . . come . . . from the con-
versations of practitioners themselves, in their laboratories or seminar rooms or
conference halls. (McCloskey, 28–9)

In other words, the standards emerge from the community discourse
and the primary medium for this discourse is the professional journals.
Journal editors, themselves leaders in the community, ask other respected

21 “The Education and Training of Economics Doctorates: Major Findings of the American
Economic Association’s Commission on Graduate Education in Economics,” January
1991, reports that “Faculty members, graduate students, and 1977–78 PhDs exhibit com-
plete agreement about the relative emphasis given in graduate training. . . . Economic
theory leads the way, followed in order by econometrics, empirical economics, and
applications-policy; institutions and literature reside at the bottom of the list” (Hansen,
1070).
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members of the community to assess submissions based on these commu-
nity standards. Editors choose from the submissions those pieces that
represent the best work based on the reports of reviewers who are apply-
ing the community standards. In principle, this is a positive process that
delivers the best work to the community discourse. But is it?

“To ‘Exert a Wholesome Influence . . .’”

The institutionalization of the economics discourse took a significant step
forward during the years from 1885 to 1892. The American Economic
Association was established in 1885, the British Economic Association
in 1890, and several of the leading journals in the field began publica-
tion during that period. The “Publications of the American Economic
Association” were first issued in 1887. (This morphed into the American
Economic Review in 1911.) The Quarterly Journal of Economics was es-
tablished at Harvard in 1886, the Economic Journal (EJ) by the British
Economic Association in 1890, and the Journal of Political Economy at
the University of Chicago in 1892.22

The first pages of the first number of the Economic Journal report the
minutes of the meeting at which the British Economic Association and
the EJ were established. These minutes offer a fascinating insight into the
role the founders believed their organization and its journal should serve
in the discourse. It is worth reflecting on the issues raised.

The “meeting was held on the afternoon of November 21, 1890, at
University College, London, under the presidency of Mr. Goschen”

22 It was shortly after this (1903) that, under Alfred Marshall’s leadership, Cambridge estab-
lished “a separate School and Tripos in Economics,” a seminal event in the establishment
of “the Cambridge School of Economics” (Keynes, 1924, 365). “[A]fter his time Eco-
nomics could never be again one of a number of subjects which a Moral Philosopher
would take in his stride, one Moral Science out of several, as Mill, Jevons, and Sidgwick
took it” (Keynes, 1924, 365). Marshall could do this without deconstructing the discourse
because “[i]n that first age of married society in Cambridge, when the narrow circle of the
spouses-regnant of the Heads of the Colleges and of a few wives of Professors was first
extended, several of the most notable Dons, particularly in the School of Moral Science,
married students of Newnham. The double link between husbands and between wives
bound together a small cultured society of great simplicity and distinction. . . . [Reflecting
on his boyhood in this world, Keynes continues:] I remember a homely, intellectual at-
mosphere which is harder to find in the swollen, heterogeneous Cambridge of to-day”
(Keynes, 1924, 357). If that community of discourse across demarcated disciplines was
beginning to vanish in the “swollen, heterogeneous Cambridge” of 1924, it’s no surprise
that it has largely vanished in the thoroughly departmental institutional cities that are
the large universities of today.
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(Edgeworth, 2). Alfred Marshall, who had called the meeting, spoke first
and in the course of his address, he noted that:

he had received a great number of suggestions from persons who were not
economists, some of which expressed the hope that the proposed Association
would ‘exert a wholesome influence.’ That was one thing which he hoped they
would not set themselves to do. Their desire was not to ‘exert a wholesome influ-
ence’ in the sense of setting up a standard of orthodoxy, to which all contributors
had to conform; economics was a science, and an ‘orthodox science’ was a con-
tradiction in terms. Science could be true or false, but could not be orthodox; and
the best way to find out what was true was to welcome the criticisms of all people
who knew what they were talking about. . . . The one influence which he hoped
they would exercise would be that they would start from an absolutely catholic
basis, and include every school of economists which was doing genuine work.
(Edgeworth, 4–5)23

Mr. Goshen followed:

Warned by Professor Marshall, he would try to keep away from any question of
‘wholesome influence.’ . . . [Nevertheless, he expressed concern about] men who
called themselves political economists, but who had not the slightest idea what
economics were. . . . (Edgeworth, 7).

[After more discussion] Mr. Courtney proposed . . . [a] resolution: “That any per-
son who desires to further the aims of the Association, and is approved by the
Council, be admitted to membership.” . . . [He continued:] But there were two or
three words in it which apparently were not quite consistent with the catholicity
which Professor Marshall had rightly demanded as the prime characteristic of the
association. Persons were required not only to desire to further the aims of the
Association, but to be approved by the council before they could be admitted to
membership. Probably some gentleman present would like to have these words
omitted. . . . But there must be some limitation, and it was necessary occasion-
ally to exercise a little authority if they were going to conduct their business in
a satisfactory manner. There were some things which must be taken to be finally
fixed . . . a mathematical journal would [for example] exclude contributions which
affected to square the circle. . . . [N]otwithstanding what Mr. Marshall had said,
he hoped the Association would exercise a wholesome influence. . . .

23 Its strong platform notwithstanding (“We regard the state as an educational and ethi-
cal agency whose positive aid is an indispensable condition of human progress. . . . [W]e
hold that the doctrine of laissez-faire is unsafe in politics and unsound in morals. . . . ”
(Ely, 6–7)), the “Report of the Organization of the American Economic Association”
asserts that, in keeping with Marshall’s view, “[I]t was not proposed to form a society of
advocates of any political opinion or set of political opinions, as for example, free-trade
or protection . . . or a society to champion any class interests, either of rich or of poor,
either of employer or of employe. What was desired was a society which, free from all
trammels, should seek truth from all sources, should be ready to give a respectful hearing
to every new idea, and should shun no revelation of facts. . . . ” (Ely, 5–6).
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Professor Edgeworth defended the almost indiscriminate admission of mem-
bers which was proposed, on the ground that it was impossible to find any satis-
factory test of orthodoxy in economic doctrine. (Edgeworth, 9–10)

This conversation reflects a desire among these founders to avoid the
trap of “habitual modes of thoughts and expression,” the very trap that
Keynes asserted the economics discourse had fallen into forty-six years
later.

Marshall and his colleagues appreciated that given their control over
access to the Association and to the pages of The Economic Journal, they
could control the content of the conversation. To those, like Marshall and
Edgeworth, who advocated that the Association and its journal should
encourage a catholic discourse, this power made the prospect of exerting
a wholesome influence appear to be a very slippery slope toward estab-
lishing an orthodoxy.

Deidre McCloskey’s “market argument” is a reference to the belief that
free and open markets serve all of us when they bring out the best in each
of us through fair competition. The concept of a “marketplace of ideas”
extends that logic to a free and open, catholic competition of ideas among
us. There is, however, a problem with the application of this economic logic
to the marketplace of ideas in economics, because market access to that
discourse is not free and open. The market space, the journal page, is in
private hands and access is screened by those who control that space.

In order to access a mainstream economics journal’s pages, one’s work
must pass through an editorial process that exerts a “wholesome influ-
ence” by insuring that the work is consistent with the accepted norms of
the community discourse. Those norms are determined by conversations
that are mediated by those very journals. Those who master the appli-
cation of the accepted norms become the leaders in the field, and it is
these leaders who, in turn, become the editors and reviewers of the lead-
ing journals that define the community standards. Thus, as is inevitable in
any community’s culture, “wholesome” becomes endogenously defined
as what “we” do.

Meeting these endogenous standards is a significant determinant of
the success or failure of aspiring economists, so all are trained to meet
the standards and the path to leadership lies in taking the modeling or
analysis that derives from these standards to a new level of sophistication.
It is this process of intellectual construction that takes concepts like homo
economicus from the realm of explicit assumption to tacit assumption to
canon.
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From Canon to Catholicity

There is a lesson in all this from Adam Smith for the twenty-first century.
As we’ve seen, in Smith’s moral philosophy institutions are instrumental
in humankind’s evolution. They can be instruments that create impedi-
ments to progress or they can facilitate progress.

Journals are the framework that supports the entire institutional archi-
tecture of modern economics. If they are to facilitate progress, they must
exert their wholesome influence with a very delicate (invisible?) hand
that errs on the side of inclusion because, only then, can there be that
catholic discourse that Marshall and Edgeworth envisioned as the path
toward scientific progress.

Smithian scope and method can only flourish in the modern economics
community if leading journals give such work access to the discourse. If
Smithian work can gain access to gold standard journals, the norms of the
economics culture will shift and the silver and bronze journals will follow
suit. If journal access expands the dimensionality of acceptable thought,
the training of economists will follow that trend. It might then become
the case that the skills valued in a PhD program application include not
only a high math GRE (Graduate Records Examination) score, but also
a rich background in humankind’s institutions and its history.

A Smithian economics for the twenty-first century would return to
the role it played in Smith’s moral philosophy – one necessary, but not
sufficient, dimension of analysis in the social sciences.
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twelve

The Liberal Plan and the Quandary of Capital

adam smith, the liberal plan, and
the quandary of capital

One last issue that concerned Smith is worthy of note: The quandary of
capital in a liberal, free market system.

This quandary can best be described as follows: The accumulation of
the capital necessary for the progress of opulence, described in Chapter
Six, seems to give rise to a class of accumulators who, being few in number,
enjoy a concentrated of control over capital that empowers them to extort
market advantages, either directly or through government, in pursuit of
greater returns on their capital. This quandary became the foundation of
Marx’s critique of capitalism and was a central concern of such leading
liberal economic lights as John Stuart Mill and John Maynard Keynes.
Smith was concerned about this issue in 1776.1

In WN Book I Chapter 5, Smith describes how concentrated con-
trol over capital among a few “masters” makes it possible for “[m]asters
[who] are always and every where in a sort of tacit, but constant uniform
combination . . . sometimes . . . to sink the wages of labour below . . . [their
natural] rate” (WN, 84). When the workers form a “defensive combi-
nation” and “clamour” for higher wages, “[t]he masters upon these oc-
casions are just as clamorous upon the other side, and never cease to

1 I agree with a reviewer’s point that the traditional problem of capital, increasing returns
to scale, was not an issue for Smith. I do believe, however, that capital was an issue in
Smith. He was concerned with what he perceived as the asymmetric power in the market
and in the political arena that comes with ever greater concentrations of capital in the
hands of the mercantilists. The “economies of scale” issue complements Smith analysis of
concentrated control over capital because these economies exacerbate the problem.

289
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call aloud for the assistance of the civil magistrate, and the rigorous ex-
ecution of those laws which have been enacted with so much severity
against the combinations of servants, labourers, and journeymen” (WN,
84–5). Given their resource advantage, the accumulated capital they con-
trol, “in disputes with their workman, masters must generally have the
advantage. . . .” (WN, 85).

Smith saw very clearly that thanks to concentrated control over capital
in their relatively few hands, masters can collude, can sustain themselves
in labor disputes much more easily than their workers, and can mobi-
lize political influence to their benefit.2 Indeed, Smith considered the
exploitation of workers in wage bargaining to be but one of the perverse
consequences of a larger mercantile system built on the power that derives
from concentrated control over capital.3

As a classic example of this power, in WN Book IV Chapter 8, Smith
describes how, by mobilizing their resources and “extorting from the leg-
islature bounties upon the exportation of . . . [domestic] linen, high du-
ties upon the importation of all foreign linen, and a total prohibition of
the home consumption of some sorts of French linen” (WN, 644), the
mercantile interests were able to exploit the “spinners . . . poor people,
women commonly, scattered about in all different parts of the country,
[who worked] without support or protection” (WN, 644), and to mini-
mize the competition from foreign producers. The fruit of this exercise of
mercantile political muscle was a premium on their capital investment,
an interest return which Smith considered a monopoly return like rent,
not a return to effort or risk or superintendence (WN, 847–8).4

Smith recognized this perverse effect of the quandary of capital, but he
seems to have seen the distributive injustice it causes as a transitory phe-
nomenon within the commercial stage that is eliminated by humankind’s
progress.

2 Recall from Chapter Eight that, according to Smith, this influence comes either from
deference to the knowledge of capital markets based on their activity in those markets or,
failing that, from intimidation by those who control capital.

3 Being born into this concentrated wealth also had perverse effects: “[A] man born to a
great fortune, even though naturally frugal, is very seldom capable. The situation of such
a person naturally disposes him to attend rather to ornament which pleases his fancy, than
to profit for which he has so little occasion” (WN, 385). See (Pack, 1991) for more on this.

4 As described in Chapter Nine, apropos of the artificial and unproductive character of this
return, Smith saw interest, along with rent, as an ideal source of public revenue because
taxing it away does not reduce the incentive for productive activity. However, he also
recognized that the global mobility of capital makes it, unlike rent, very difficult to tax
because it can flee.
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In the course of that progress, described here in Chapters Two through
Four, as institutional and ethical systems establish and enforce ever more
mature standards of commutative justice, the greater personal security
this affords to individuals encourages increased accumulation. This leads
to capital deepening. Capital deepening fuels the progress of opulence
and, as described in Chapter Six, it also drives wages up and returns to
capital down. So, in effect, Smith believed that in the natural course of
humankind’s progress, the quandary of capital and the associated problem
of distributive injustice would be resolved by that progress.

By 1848, however, seventy-two years after the publication of The
Wealth of Nations, the year Marx and Engels published their Commu-
nist Manifesto and the year John Stuart Mill published his Principles of
Political Economy, Smith’s sanguine hope had not been realized. Quite to
the contrary, the quandary of capital seemed to be endemic to the liberal
free market system and a potentially fatal flaw.

karl marx and the quandary of capital as a
fatal flaw of the liberal plan

Karl Marx, following Smith, represented the accumulation of capital as
a necessary condition for the ever-finer division of labor that leads to
increasing productivity. Unlike Smith, however, Marx rejected the view
that a liberal society based on private property could both accumulate
and sustain itself. In the middle of the nineteenth century, Marx was one
among many who, looking out at the immiseration of workers and the
upheavals caused by that misery, asserted that the liberal, free market
experiment was doomed.5

Marx argued that the quandary of capital, the concentration of capital
that goes hand in hand with increased accumulation, is a fatal flaw in
capitalism because it gives rise to a dynamic in the capitalist mode of
production that inevitably leads to its own demise:

One capitalist always kills many. Hand in hand with this centralization [of
capital] . . . develop, on an ever-extending scale, the co-operative form of the
labour-process, the conscious technical application of science, . . . the economiz-
ing of all means of production . . . Along with the constantly diminishing num-
ber of the magnates of capital, who usurp and monopolise all advantages
of this process . . . grows the mass of misery, oppression, slavery, degradation,
exploitation . . . [But even as the misery of the] working class [increases, so too

5 See Spiegel (1991), Chapters 19 and 20.
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that class is] . . . always increasing in numbers, and [is] disciplined, united, or-
ganized by the very mechanism of the process of capitalist production itself.
(Marx, 715)

This last line refers to Marx’s view that the very increasing concen-
tration of control over capital that goes hand in hand with the ad-
vance of capitalism transforms disorganized labor into organized labor. In
miserable conditions, this organized labor ultimately exploits the very or-
ganization imposed upon it by the capitalist mode to turn on its oppressors
and seize the means of production: “The expropriators are expropriated”
(Marx, 715). Sweet revenge, according to Marx, and the beginning of a
new, socialized mode of production and with it a more just distribution.

In two important respects, Smith, Mill, and Keynes shared Marx’s view
on the quandary of capital:

� They believed that there is, indeed, a tendency for control over capital
in a liberal system to become concentrated.

� They saw this tendency as a significant threat to the liberal system.

However, in two equally important respects, they differed from Marx:

� They did not believe that this tendency is an inevitably fatal flaw.
� They valued the liberal experiment for the freedom it affords the in-

dividual, so in order to preserve and nurture that experiment, each of
them addressed this quandary of capital.

As we’ve seen, Smith’s concern about the quandary of capital lay in
his fear that its embodiment, the mercantile system, would undermine the
liberal experiment in Britain. His hope lay in the deepening of capital that
would, he believed, come with the development of greater commutative
justice, and in the emergence of civic humanist, active statesmen to lead
society in that direction.

John Stuart Mill and John Maynard Keynes each wrote in times – 1848
and 1936 respectively – when the liberal experiment seemed to be on the
verge of collapse. Both traced the problems of their respective times to
the concentration of control over capital. The difference between them
lay in the solutions they offered to this quandary of capital.

john stuart mill on capital and the liberal experiment

As did Smith and, later, Keynes, John Stuart Mill wrote in a time when the
liberal experiment seemed to be very much at risk. The first edition of his
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Principles of Political Economy was published in 1848, the same year that
Marx and Engels published The Communist Manifesto. It was, Mill wrote,
“an age [of “revolutions in Europe”] . . . when a general reconsideration
of all first principles is felt to be inevitable” (Mill, 202). The liberal exper-
iment seemed to many to be a failure and alternative social constructions
were being advocated. Two of the most popular were communal schemes:
“St. Simonism and Fourierism” (Mill, 204).

In his Principles, Mill compares and contrasts the problems and the
promise of these alternative, communal visions of society with the prob-
lems and the promise of the liberal experiment in order to make a rea-
soned judgment as to whether a communistic6 or a liberal plan is the
preferable path for society.

He begins by examining a series of problems commonly attributed to
communism. He cites, for example, “[t]he objection ordinarily made to
a system of community property and equal distribution of produce, that
each person would be incessantly occupied in evading his fair share of
work” (Mill, 204).

After each such objection to a communistic scheme, Mill offers an ame-
liorating consideration, most of which are a function of the fact that in a
communal society all are constantly under the eye of all others. That con-
stant eye of the community creates immense social pressure to conform to
communal standards of behavior. Mill concludes that with this constant
source of community enforcement “these difficulties [e.g., avoiding work
or having more children than one can support], though real, are not nec-
essarily insuperable” (Mill, 207). He then proceeds to compare all these
problems with “the [present] institution of private property” (Mill, 208)
and concludes:

If, therefore, the choice were to be made between Communism with all its chances,
and the present state of society with all its sufferings and injustices; if the institution
of private property necessarily carried with it as a consequence, that the produce
of labour should be apportioned as we now see it, almost in an inverse ratio to
labour – the largest portions to those who have never worked at all, the next
largest to those whose work is almost nominal, and so in a descending scale, the
remuneration dwindling as the work grows harder and more disagreeable, until
the most fatiguing and exhausting bodily labour cannot count with certainty on
being able to earn even the necessaries of life; if this or Communism were the
alternative, all the difficulties, great or small, of Communism would be but as

6 It is important to note that when Mill uses the term communism, he does so in the pre-
Marxist sense represented by St. Simone of Fourier or “Mr. Owen and his followers. M.
Louis Blanc and M. Cabet . . .” (Mill, 203).
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dust in the balance. But to make the comparison applicable, we must compare
Communism at its best, with the regime of individual property, not as it is, but as
it might be made. (Mill, 208)

Mill wants to give the liberal experiment a full, fair hearing. Why? If
the problems of communism are manageable and the problems of liberal
society as it is are so insufferable, why not move on? Because, as did Smith
before him and Keynes after, Mill deeply valued the liberal ideal:

[I]t is not by comparison with the present bad state of society that the claims of
Communism can be estimated; nor is it sufficient that it should promise greater
personal and mental freedom than is now enjoyed by those who have not enough
of either to deserve the name. The question is, whether there would be any asylum
left for individuality of character; whether public opinion would not be a tyran-
nical yoke; whether the absolute dependence of each on all, and surveillance of
each by all, would not grind all down into a tame uniformity of thoughts, feel-
ings, and actions. . . . No society in which eccentricity is a matter of reproach, can
be in a wholesome state. It is yet to be ascertained whether the Communistic
scheme would be consistent with that multiform development of human nature,
those manifold unlikenesses, that diversity of tastes and talents, and variety of
intellectual points of view, which not only form a great part of the interest of
human life, but by bringing intellects into stimulating collision, and by presenting
to each innumerable notions that he would not have conceived of himself, are the
mainspring of mental and moral progression. (Mill, 210–11)

Mill valued liberal society for the sake of the individual, and he believed
that a society that nurtures its individuals as individuals nurtures itself.
He shared this value with Smith and he shared the same purpose. Mill’s
goal was to further the liberal experiment by analyzing the sources of its
failures and prescribing solutions that would strengthen and sustain it.

In light of the miserable state of that experiment in 1848, Mill looked
back on the course of the experiment and identified what he believed
was the problem in its institutional structure, a bias toward the concen-
trated control over capital in particular and over private property more
generally:

The principle of private property has never yet had a fair trial in any country;
and less so, perhaps, in this country than in some others. The arrangements
of modern Europe commenced from a distribution of property which was the
result, not of just partition, or acquisition by industry, but of conquest and
violence7 . . . [Subsequently, t]he laws of property . . . have not held the balance
fairly between human beings, but have heaped impediments upon some, to give
advantages to others; they have purposely fostered inequalities, and prevented all

7 Marx’s “primitive accumulation” (Marx, 667).
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from starting the race fair. That all should indeed start on perfectly equal terms,
is inconsistent with any law of private property: but if as much pains as has been
taken to aggravate the inequality of chances arising from the natural working
of the principle, had been taken to temper that inequality by every means not
subversive of the principle itself; if the tendency of legislation had been to favour
the diffusion, instead of the concentration of wealth . . . the principle of individual
property would have been found to have no necessary connection with the phys-
ical and social evils which almost all Socialist writers assume to be inseparable
from it. (Mill, 208–9)

Clearly, this “tendency of legislation” derives from two sources that
Smith highlighted in his attack on the mercantilists (Described in Chap-
ter Eight here.): An asymmetry of information about the markets tends to
make legislators deferential to those who are major players in the markets,
those who control large sums of capital. In addition, the power of large
capital holders to put their wealth to work supporting those legislators
who support their interests and destroying those who resist their interests
bends the mind of many legislators.

So how did Mill propose to accomplish this “diffusion, instead of the
concentration of wealth”? His policy prescription derives from a principle
that he believed is fundamental to a liberal order. One’s claim to property
is established only by one’s own efforts.

Private property, in every defence made of it, is supposed to mean, the guarantee
to individuals of the fruits of their own labour and abstinence. The guarantee to
them of the fruits of the labour and abstinence of others, transmitted to them
without any merit or exertion of their own, is not of the essence of the institution,
but a mere incidental consequence, which when it reaches a certain height, does
not promote, but conflicts with the ends which render private property legitimate.
(Mill, 209)

Given this principle, that one’s “own labour and abstinence” estab-
lishes property rights in a liberal order, Mill asserts that although one
can legitimately offer one’s own property as a gift or bequest to another
who did not produced that value, no individual has an unfettered claim
to such accumulated property simply by virtue of a relationship to one
who dies with wealth remaining. “It follows, therefore, that although the
right of bequest, of gift after death, forms part of the idea of private prop-
erty, the right of inheritance, as distinguished from bequest, does not”
(Mill, 221).

Mill asserts that both in theory and in precedent, the state can limit
accession from gifts without violating the principle of private property,
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and given that premise, he offers the following policy prescription:

Were I framing a code of laws according to what seems to me best in itself, without
regard to existing opinions and sentiments, I should prefer to restrict, not what
any one might bequeath, but what any one should be permitted to acquire, by
bequest or inheritance. Each person should have power to dispose by will of
his or her whole property; but not to lavish it in enriching some one individual
beyond a certain maximum, which should be fixed sufficiently high to afford the
means of comfortable independence. The inequalities of property which arise
from unequal industry, frugality, perseverance, talents, and to a certain extent
even opportunities, are inseparable from the principle of private property, and
if we accept the principle, we must bear with these consequences of it: but I see
nothing objectionable in fixing the limit to what any one may acquire by the
mere favour of others, without exercise of his faculties, and in requiring that if he
desires any further accession of fortune, he shall work for it. (Mill, 227–8, emphasis
added)8

Mill sees the liberal experiment at risk and he identifies intergenera-
tional transfer laws that concentrate control over accumulated property –
land and capital – as a key source of the problem. Instead of accumulation
based on one’s personal exertion, innovation, and risk taking, property
can be inherited, and thus concentrated control of wealth is maintained
from one generation to the next. This, in turn, provides the resources
among that class of wealth holders for establishing political power to
protect and enhance this unearned advantage.

As Smith made clear and Mill understood very well, concentrated con-
trol over property goes hand in hand with political power. “The laws of
property . . . [that] have purposely fostered inequalities, and prevented all
from starting the race fair” are not an accident of history. They are the
result of rent-seeking/rent-maintenance behavior by a class that enjoys
power based on concentrated control over property – land and capital.
For Mill, as for Smith, the concentrated control over capital was the most
significant dimension of this problem.

Mill writes that the laboring class works “for the benefit of the posses-
sors of capital . . . paying . . . a heavy tribute for the use of capital” (Mill,
773–4). The families in this “non-labouring,” capital-holding class may

8 On June 19, 1935, President Roosevelt sent a message to Congress that echoed Mill’s
concern and his solution, asserting: “‘Our revenue laws have operated in many ways to the
unfair advantage of the few, and they have done little to prevent an unjust concentration
of wealth and economic power. . . . Social unrest and a deepening sense of unfairness are
dangers to our national life which we must minimize by rigorous methods.’ Accordingly, he
asked for . . . stiffer inheritance taxes, since ‘the transmission from generation to generation
of vast fortunes . . . is not consistent with the ideal and sentiments of the American people’”
(Kennedy, 275).
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change as new fortunes are generated and old ones are squandered,
but the interest and the power of the class itself remains the same.
Mill considers this “non-labouring” class that controls capital a social
“evil . . . [that] cannot be eradicated, until the power itself is withdrawn”
(Mill, 754). In other words, the concentration of control over capital must
be broken.

Mill’s proposed intergenerational diffusion of property preserves what
he believes is the essence of liberal property rights – one’s right to enjoy
the fruits of one’s own labor.9 It also reflects his belief, a belief Smith
shared, that personal independence is the best condition for personal
growth, and that rich personal growth makes one a more constructive
contributor in all dimensions of societal intercourse, be it the race for
wealth, participation as a citizen in the political process, social interaction,
or artful creativity.10

Smith and Mill present a primarily micro analysis of societal processes
with the goal of understanding and furthering the liberal experiment, and
both saw the quandary of capital as a threat to that experiment. Keynes
shared the same goal, but he analyzed the liberal system and this quandary
of capital from a macro perspective.

john maynard keynes on capital, employment, and
the rentier class

When Keynes published The General Theory in 1936, the liberal experi-
ment was 160 years older than when The Wealth of Nations was published,
but it was still a work in progress. In 1936, a Great Depression, war clouds

9 Under Mill’s policy, Bill Gates would be fully secure in the property he acquires through
fair competition, but his children would only be able to inherit a “comfortable indepen-
dence” from that wealth when Mr. Gates dies. They would be forced to start in their own
generation’s race for wealth at a starting line that is much closer to all others, and their
achievements in that race would be much more their own.

10 The corrosiveness of dependence is a constant theme in Smith. See his comments on
slaves (WN, 386–8), or colonies (WN, 582, 615), or lords’ tenants and retainers (WN,
335–6) as examples. It is, according to Smith, the freedom from this latter dependency
that allowed towns to become an engine of growth (contrary to natural tendencies) and
to ultimately undermine this unproductive feudal structure built on dependency.

Citing a model of independency, Smith writes that “[t]hose laws and customs so
favourable to the yeomanry, have perhaps contributed more to the present grandeur
of England than all their boasted regulations of commerce taken together” (WN, 392).
Describing his late, dearest friend Hume, Smith wrote that “[h]is temper . . . seemed to be
more happily balanced . . . than that perhaps of any other man I have ever known. Even in
the lowest state of his fortune, his great and necessary frugality never hindered him from
exercising, upon proper occasions, acts both of charity and generosity. It was a frugality
founded, not upon avarice, but upon the love of independency” (Correspondence, 220–1).
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over Europe, and disarray in the realm of economic theory11 made it
seem like an experiment that might not last much longer. As did Smith
and Mill, Keynes valued the liberal experiment, and for very much the
same reasons:

[A]bove all, individualism, if it can be purged of its defects and its abuses, is the best
safeguard of personal liberty in the sense that, compared with any other system,
it greatly widens the field for the exercise of personal choice. It is also the best
safeguard of the variety of life, which emerges precisely from this extended field
of choice, and the loss of which is the greatest of all losses of the homogeneous or
totalitarian state. For this variety preserves the traditions which embody the most
secure and successful choices of former generations; it colours the present with
the diversification of fancy; and, being the handmaid of experiment as well as of
tradition and of fancy, it is the most powerful instrument for human betterment.
(Keynes, 380)

As with Smith and Mill, Keynes’ work was an effort at preservation.
He sought to show how liberal society could overcome its problems and
progress. And again, as with Smith and Mill, Keynes believed that the
source of these problems was concentrated control over capital, a control
that Keynes believed was derived from the mistaken, and self-serving
for those who advocated it, view that it is necessary for institutions to
encourage such concentrations in order to create a pool of capital to fuel
economic growth.

In the last chapter of The General Theory, with his theory now laid
before his reader, Keynes offers some “Concluding Notes on the Social
Philosophy Towards Which the General Theory Might Lead” (Keynes,
372). The first topic Keynes addresses is the “arbitrary and inequitable
distribution of wealth and incomes” (Keynes, 372). He writes that al-
though progress has been made in reducing the vast disparities in con-
trol over property, some of the tools for accomplishing this (such as
“death duties” (Keynes, 372)) have not been pushed very hard. This
is so because there is a widely held perception that the “growth of
capital . . . is dependent on the savings of the rich out of their superfluity”
(Keynes, 372).

Keynes asserts that, quite to the contrary, these concentrations of cap-
ital are not only unnecessary, they are an impediment to achieving full
employment in society. He suggests that if his argument is correct “[o]ne of

11 In his “Preface” to The General Theory, Keynes writes of “deep divergences of opinion
between fellow economists which have for the time being almost destroyed the practical
influence of economic theory. . . .” (Keynes, xxi).



P1: ICD
0521852471c12.xml CB883B/Evensky 0 521 85247 1 September 5, 2005 19:41

The Liberal Plan and the Quandary of Capital 299

the chief social justifications of great inequality of wealth is . . . removed”
(Keynes, 373).

Keynes labels those rich who enjoy this “superfluity” and live off of
the interest return from their capital the “rentier” class12 (Keynes, 376).
According to Keynes, their concentrated control over a large portion of
capital in society gives them the power to restrict access to capital, artifi-
cially raising the interest rate and thereby enhancing their income. While
this is good for the rentier, it has very significant perverse macroeco-
nomic effects. It constrains the ability of society to push out along what
in his General Theory Keynes refers to as “the schedule of the marginal
efficiency of capital” (Keynes, 375). Unable to fully exploit efficiencies
of capital due to the high cost of capital, investment is constrained and
society suffers unnecessary unemployment.

So, Keynes argues, contrary to the common belief that the rentier class
serves society by providing the capital it needs and that “a moderately
high interest rate . . . [is necessary to provide a] sufficient inducement to
save” (Keynes, 375), high interest rates really only serve the interest of the
rentier class. He argues that government should eliminate this artificial
constraint on investment by reducing “the rate of interest to that point
relatively to the schedule of the marginal efficiency of capital at which
there is full employment” (Keynes, 375). This would not only bring full
employment,

it would mean the euthanasia of the rentier, and, consequently, the euthanasia
of the cumulative oppressive power of the capitalist to exploit the scarcity-value
of capital. Interest to-day rewards no genuine sacrifice, any more than does the
rent of land.13 . . . But while there may be intrinsic reasons for the scarcity of land,
there are no intrinsic reasons for the scarcity of capital. (Keynes, 376)14

12 The term Keynes applies to them, rentier, makes it clear that, echoing Smith, this in-
terest return is not earned, it is merely a return to control like a rent on land. Smith
refers to this group as the “monied interest” (WN, 351) and Mill calls them “the pos-
sessors of capital . . . [to whom workers pay] a heavy tribute for the use of capital” (Mill,
773–4).

13 Here, he echos Smith. See Chapter Nine.
14 Smith envisions something similar when he writes that with the growth of the capi-

tal stock, when a nation has “acquired its full complement of riches . . . the ordinary
rate of clear profit . . . is very small, so that usual market rate of interest which could
be afforded out if it, would be so low as to render it impossible for any but the very
wealthiest people to love upon the interest of their money” (WN, 113). In his Lectures
on Jurisprudence Smith anticipates Keynes’ call for the euthanasia of the rentier class.
Responding to the popular argument that so long as a nation’s public debt is held by
citizens of that nation it does no harm for “[i]t is just the right hand owing the left,
and on the whole can be little or no disadvantage. . . . [Smith asserts that] <it> is to be
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Keynes’ prescription for breaking the grip of those who enjoy con-
centrated control and thereby increasing access to capital is “a some-
what comprehensive socialization of investment” (Keynes, 378). The state
should insure that the level of “communal saving [is sufficient to] . . . allow
the growth of capital up to the point where it ceases to be scarce” (Keynes,
376). Keynes recognizes that this is a radical thought involving “a large
extension of the traditional functions of government” (Keynes, 379), but
he suggests that it need not be illiberal.

He is not, he makes clear, advocating government micro management
of the economy. He is not suggesting that the government try to pick
the winners and losers among the available investment opportunities. His
concern is the aggregate level of economic activity:

I see no reason to suppose that the existing system seriously misemploys the
factors of production that are in use. There are, of course, errors of foresight; but
these would not be avoided by centralizing decisions. When 9,000,000 men are
employed out of 10,000,000 willing and able to work, there is no evidence that
the labour of these 9,000,000 is misdirected. The complaint against the present
system is . . . that tasks should be available for the remaining 1,000,000 men. It is in
determining the volume, not the direction, of actual employment that the existing
system has broken down. (Keynes, 379)

His point is that government should be concerned not with which in-
vestment picks are made, but with how many. These picks are made with
capital and capital need not be scarce. The role of the state in his plan is
to insure that there is sufficient capital available to make enough picks
to use up the available resources, that a sufficient aggregate quantity of
capital is available for full employment. Within that frame, all “the advan-
tages of decentralization and of the play of self-interest” as envisioned in
the micro analysis of his mentor Alfred Marshall would still be realized
(Keynes, 379).

the capital quandary and the modern liberal discourse

As economic discourse moves into the twenty-first century, is this
quandary of capital still an issue in the literature? If we were to look
for it, what signal should we look for in order to find it?

considered that the interest of this 100 millions is paid by industrious people, and given
to support idle people who are employed in gathering it. . . . Their industry [of the in-
dustrious] would not be hurt by the oppression of these idle people who live upon it”
(LJB, 514).
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The quandary of capital exists because there is a strong incentive for
those who control capital to use the resources they have already acquired
to, as Smith’s mercantilists did, seek even greater advantages in markets.
The incentive to do so is the distributive return to these advantages, a
rent. So if we are to find a research program in the modern literature that
is exploring this issue, we should look for one that is focusing on rent and,
in particular, on the use of resources in pursuit of advantages for the sake
of this rent.

There is, indeed, just such a modern research program. It is the rent-
seeking literature of the Virginia School led by James Buchanan.

As described in Chapter Eleven, the concerns that motivate
Buchanan’s Constitutional Economics enterprise are very similar to those
we’ve seen in Smith, Mill, and Keynes. Concentrated control over capital
can be a resource for pursuing political power in order to gain, protect, or
extend artificial advantages for a distributive benefit, a rent. These rent-
seeking/rent-maintenance behaviors are destructive because they under-
mine the liberal order.

Buchanan’s solution to this perverse dynamic follows Smith. Buchanan
believes that we must establish constraints by consensus, a system of com-
mutative justice. He argues that the liberal experiment is foundering be-
cause the rules of commutative justice, the rules that are supposed to
define the terms of play, are, themselves, in play. This leads to “the invest-
ment in rent seeking by competing groups seeking to curry political favor”
(Buchanan, 245) in order to have the rules rewritten for their distribu-
tive benefit – to generate a rent. According to Buchanan, by establishing
rules of the market game that are fair and are not vulnerable to such ma-
nipulation, the opportunity for rent-seeking can be eliminated, and thus
the power of accumulated capital to undermine the liberal system can be
ameliorated.

Buchanan’s enterprise moves beyond the scope of standard orthodox
economics because he appreciates that if our model is to represent the
full power of markets, it must include the market for power. Markets are
opportunistic. They form wherever there is a return that attracts individ-
uals’ resources. Shaping the rules can generate a return that is well worth
the allocation of accumulated resources, of capital, so markets invade the
rule space if they are allowed to do so. Buchanan’s proposed constitution
would define the rules of commutative justice, the rules of fair play, and
protect those rules from being in play.

But while Buchanan’s approach to commutative justice is very innova-
tive, his approach to distributive justice is quite standard. As does most
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modern theory, his begins with the assumption that initial endowments
are a given.15

In my enterprise . . . parties to a potential contract commence from some status
quo definition of initial positions [(given initial endowments)] because, quite sim-
ply, there is no other place from which to start. This existential acceptance of the
status quo, of that which is, has no explicitly normative content and implies nei-
ther approbation nor condemnation by any criterion of distributive justice. . . . I
commence from the status quo distribution of rights, and I do not apply criteria of
justice to this distribution. My emphasis is almost exclusively placed on the pro-
cess through which potential changes may be made [“principles of social process
fairness” (Buchanan, 207)], rather than on either the starting point or the end
point of change. (Buchanan, 205, emphasis in original)

But can Buchanan’s Constitutional Order, or any liberal order, func-
tion on such a basis? His Constitutional Economics enterprise makes a
powerful case that an agreement on a set of process rules, on standards
for commutative justice that all accept and follow, is a necessary condition
for a constructive liberal society. He also implies that this is a sufficient
condition. Is it?

Suppose that such a set of rules can be agreed upon, but that among the
participants there are perceived injustices with respect to initial positions.
Is a stable constitutional order possible without addressing such perceived
injustices? Buchanan argues that it is, and to make that case he analyzes
an extreme example – the relationship between a slave and a master:

Why [Buchanan writes] should a slave, who is coerced by the master in the prea-
greement equilibrium, agree on terms of a contract that will permanently preserve
the prearrangement advantage of the master? . . .

[Buchanan responds to his own query:] Clearly, he or she is enslaved only
because of some inability to enforce more favorable terms of existence . . . [and

15 In modern discourse, this issue of initial endowments is often set aside. Paraphrasing Joan
Robinson’s comment on measuring the value of capital: The student of modern economic
theory is taught to take initial endowments as given and then is hurried on to the analysis
in the hopes that she will forget to ask about the implications this assumption. Before
she ever does ask, she has become a professor, and so the sloppy habits of thought are
handed on from one generation to the next.

In the context of the Cambridge Capital Controversy, Joan Robinson wrote that “the
production function has been a powerful instrument of mis-education. The student of
economic theory is taught to write O = f(L,C) where L is a quantity of labour, C a
quantity of capital and O a rate of output of commodities. He is instructed to assume all
workers alike, and to measure L in man-hours of labour; he is told something about the
index-number problem involved in choosing a unit of output; and then he is hurried on
to the next question, in the hope that he will forget to ask in what units C is measured.
Before he ever does ask, he has become a professor, and so the sloppy habits of thought
are handed on from one generation to the next” (Robinson, 81).
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so d]espite our civilized sense that the master’s act of enslavement is un-
just, hardheaded analysis here must conclude that an independent existence
for the slave was not feasible . . . given the presence of the potential master.
(Buchanan, 204)

In effect, Buchanan argues that the inability of the slave to successfully
resist enslavement makes that condition a given, and what remains to be
negotiated is an opportunity,

for both master and slave [to] improve their positions by a removal of restrictions
in exchange for continued work for the master on the part of the slave. . . . [He
then goes on to note that, of course, r]ecognizing the prospect that the slave
might not rationally comply with an agreement, the master, before agreeing to
terms, can communicate to the slave that any departure from the terms will bring
punishment. (Buchanan, 204–5)

There is a structural problem here. In the process of developing an
order to eliminate rent-seeking – the allocation of capital in pursuit of
advantageous rules – Buchanan has introduced rent-maintenance. A “ne-
gotiated” social contract between slave and master requires the master
to allocate capital to suppress resistance to the inherited power structure,
the master/slave relationship.

Thus, although the establishment of the contract may, indeed, suppress
the dynamically degenerative rent-seeking activity, it does so at the price
of a social structure that remains both inefficient and unstable. Instead of
diverting otherwise productive capital to the pursuit of advantage, cap-
ital must be allocated to the maintenance of advantage. Instead of the
“churning state” in which all are insecure in their position, we have the
simmering state in which those on top have good reason to feel insecure
in their position.

Perceived injustices create a bubbling caldron of discontent. Under a
rent-maintenance “lid,” pressure builds. Escaping steam or even explo-
sion is a constant threat. As the pressure grows, the risks and so, too,
therefore, the costs of rent-maintenance grow.

Analyzing this structure in Buchanan’s own terms, that is abstracting
from “our civilized sense that the master’s act of enslavement is unjust,
hardheaded analysis here must conclude” (Buchanan, 204) that building
a liberal order on such a distribution of rights (slave and master) sets
the system on a very unstable foundation. But recall that, as Buchanan is
careful to note, stability is essential for the success of his liberal enterprise.

He writes that in the pre-constitutional stage, during the discourse on
the shape of the constitution, when the discussion turns to theories of
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commutative justice there will be a “concern for stability” (Buchanan
1991, 57, emphasis in original). He continues:

The purpose of entering a constitutional agreement is the prospect of realizing
gains that can be derived from operating under the respective constitutional con-
straints. The possibility of realizing such gains is not just a matter of securing
some initial agreement. Stability refers to the viability of a constitutional agree-
ment over time . . . And to the extent that fairness and stability of constitutional
arrangements are interrelated, the concern for stability will induce a concern for
fairness. (Buchanan, 57)

In practice, however, as the slave/master case suggests, if the negotiated
standards of commutative justice are to produce a stable state, the par-
ticipants in the constitutional conversation must address not only com-
mutative justice but also distributive justice: The fairness of the initial
economic, social, and political positions.

This creates a dilemma for Buchanan’s model: If the initial distribution
of economic, social, and political positions is perceived as unjust, a stable
constitutional state cannot be constructed on that foundation.16 But if not
that distribution, how can endowments be redistributed without creating
a whole new set of problems?

[T]he status quo distribution has been generated through a complex process of
political-legal evolution, deliberative political action, preference shifts, economic
development, and social change. . . . [Any effort to identify the source of unfairness
in that status quo presents a problem of infinite regress and any such] rectifica-
tory redistribution . . . must, as a process, involve violation of the contractarian or
agreement criteria for fairness, and it is on this process that my own emphasis lies.
(Buchanan, 206)

Furthermore, opening up a redistributive debate in the pre-constitutional
stage would almost certainly unleash the very kind of unending, degen-
erative rent-seeking struggle for advantage that paralyzes the “churning
state.”

So how can Buchanan’s enterprise escape what appears to be an un-
tenable choice between a pre-constitutional rent-seeking chaos or the
necessity of an unstable post-constitutional rent-maintenance structure
to protect a privileged “status-quo distribution”? If the liberal experi-
ment is to succeed, if the cohesion question is to be resolved so that
liberal society can be a constructive sustainable environment, the issue

16 Recall Smith’s assertion that social cohesion in a liberal order rests on reciprocal respon-
sibility, and each is more likely to live up to its responsibility to the degree that the other
does so.
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of initial endowments of economic, social, and political positions must be
addressed.

Buchanan recognizes this and, his “existential acceptance of the status
quo” with respect to initial endowments notwithstanding, he identifies a
solution that is very much in the tradition of John Stuart Mill:

The demands of justice require, first of all, constitutional articulation and im-
plementation of the rule of law, which itself embodies the principle of equality
before the law. This basic precept must be extended to insure that all ‘play by the
same rules,’ that differentiation or discrimination in political treatment is strictly
out of bounds. Second, the demands of justice require that, upon entry into the
‘game’ itself, players face opportunities that are equalized to the extent institu-
tionally possible. I have often suggested that this principle implies equal access
to, and state financing of, education at all levels. Beyond these constitutionally
implemented steps, some rectification of the intergenerational transmission of asset
accumulation may be dictated, again to be secured only via constitutional proce-
dures rather than through ordinary politics. (Buchanan, 246, emphasis added)

the case for intergenerational diffusion of wealth and
expanding educational opportunity

Smith, Mill, Keynes, Buchanan . . . they all value the liberal experiment,
and they all identify concentrated control over capital and the pursuit/
preservation of political power that springs from that control (rent-
seeking/rent-maintenance) as a corrosive dynamic in liberal society.

As Buchanan’s enterprise makes clear, commutative justice is neces-
sary but not sufficient to solve the problem. Mill offers a solution that
establishes distributive justice in order to give legitimacy and thus stabil-
ity to Buchanan’s and Smith’s envisioned system of commutative justice.

Mill’s solution, endorsed in broad outline by Buchanan, is to diffuse
wealth as it passes from generation to generation. Doing so would insure
that all individuals in each new generation start the race from similar
initial positions, and thus with similar opportunities to succeed. As Mill
asserts, doing so is consistent with liberal principles because it insures
that, given choice and chance, individuals can generally expect to enjoy
the full fruits of their own labor and sacrifice . . . no more, no less.17 But,
is this cure worse than the disease? Would such a diffusion policy kill the
incentive to accumulate and/or reduce the keenness of the competition?

17 Mill envisions all starting the “race” with similar, albeit not identical, initial positions.
This does not imply that all will have similar positions after the “race” is underway. The
position one would have along the way would depend on choice and chance.
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No. Mill’s policy allows intergenerational transfers “sufficiently high to
afford the means of comfortable independence.” Building a diffusion pol-
icy with this transfer opportunity maintains the primary intergenerational
incentive for accumulation – to see that one’s children are comfortable.
Once this has been secured, the keenness of an individual’s participation
in the market nexus is not driven by a concern to have more wealth to
pass on.

Accumulation for retirement may drive one’s competitive juices up
to a point, but beyond the threshold of Mill’s “comfortable indepen-
dence,” one’s perceived current and future needs (retirement, bequest)
are largely met. At that point, the marginal utility of each successive dol-
lar accumulated declines rapidly. As that occurs, one’s participation in the
market game is driven less by the desire to accumulate wealth and more
by the very keenness of the competition itself, by the desire to “win.”18

As Keynes writes, in such a game,

it is not necessary for the stimulation of these activities and the satisfaction of
these proclivities [playing the competitive market game] that the game should be
played for such high stakes as at present. Much lower stakes will serve the purpose
equally well. . . . (Keynes, 374)

It is, in fact, possible that Mill’s policy could actually increase, rather
than decrease, the keenness of the competition. This would be the case
if intergenerational diffusion is accomplished by investing the financial
capital of the passing generation in the human capital of the emerging
generation to make possible Buchanan’s “equal access to, and state fi-
nancing of, education at all levels” (Buchanan, 246).

In that case, in each successive generation, every individual would en-
joy a similar opportunity to richly equip herself to participate effectively
in whatever pursuit she chose upon entering adulthood. Since compe-
tition is most keen when all participants enjoy an equal opportunity to
prepare, and because the quality of play in any game is highest when the
competition is most keen, such a diffusion of wealth into human capital
would enhance the quality of “play” in the market game. If such a compe-
tition were also governed by commutative justice, then each individual’s
success would generally depend not on her advantages, but on her effort,
her agility, and her creativity . . . all of which serve the market.

18 Is Bill Gates still pushing the prospects of Microsoft for the sake of his retirement, of his
children’s inheritance? It seems very unlikely. These needs can be sufficiently met by his
first several billions. Recognizing that, and being caught up in the competition, he has
enlisted his father to give some of his accumulation away.
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on the interdependence of commutative and
distributive justice

What can we learn from following this thread, the liberal plan and the
quandary of capital, through the history of economic thought?

First, that the corrosive effect of exploiting concentrated control over
capital to generate a rent, rent-seeking/rent-maintenance, is a constant
theme. Second, that the quandary of capital, the necessity for accumula-
tion giving rise to concentrated control, cannot be solved by establishing
commutative justice alone, nor can it be solved by ensuring distributive
justice alone. A solution requires both commutative justice and distribu-
tive justice, because these two dimensions of justice are interdependent.

A system of rules that is vulnerable to rent-seeking offers no hope of
commutative justice, and it offers rent-generating possibilities that de-
stroy any sense of distributive justice. However, even if, as Buchanan
proposed, fair rules can be established and placed beyond the reach of
rent-seeking games, a game that commences from a skewed initial dis-
tribution of endowments will break down. This is so because citizens’
commitments to the rules of commutative justice are contingent on their
sense that the initial conditions sanctioned by the state offer them a fair
chance for personal success.19 Where fair rules (commutative justice) and
fair initial positions (distributive justice) both hold, the presence of the
latter enhances the incentive of each individual to value and to commit
to the former.

Thus, a solution to the quandary of capital requires a synthesis that
includes distributive justice and commutative justice. When these are both
in place, the competition in the race for wealth is most keen and serves
us all. In such a competition, the outcomes will not be equal, but all
have a reasonable expectation at the outset that their achievements will
be relative to their own efforts and sacrifices. This is, I believe, just the
outcome Adam Smith envisioned in that limiting case he valued so much:
“the liberal plan of equality, liberty and justice” (WN, 664).

19 Recall Smith’s assertion that a citizen’s commitment to the constitution of the state is
contingent on a sense of reciprocal responsibly (Chapter Nine).
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On the Human Prospect

In his Principles of Political Economy, having laid out those principles,
John Stuart Mill stops to reflect on the human prospect:

The preceding chapters comprise the general theory of the economical progress of
society, in the sense in which those terms are commonly understood; the progress
of capital, of population, and of the productive arts. But in contemplating any
progressive movement, not in its nature unlimited, the mind is not satisfied with
merely tracing the laws of movement; it cannot but ask the further question,
to what goal? Towards what ultimate point is society tending by its industrial
progress? When the progress ceases, in what condition are we to expect that it
will leave mankind? (Mill, 746)

Asserting the “[i]mpossibility of ultimately avoiding” it, Mill says that
the human prospect is a “stationary state” (Mill, 746).

He notes that this image has represented “an unpleasing and dis-
couraging prospect” “to the political economists of the last two gener-
ations” (Mill, 746) because they have envisioned this end in Malthusian
terms1 as a time when population growth finally outruns production
growth. Then comes “doom . . . an ‘end in shallows and in miseries’”
(Mill, 747).

Mill includes among those political economists who have dreaded this
prospect, “Adam Smith[, for, according to Mill, Smith] always assumes
that the condition of the mass of the people . . . must be pinched and
stinted in a stationary condition of wealth, and can only be satisfactory in a

1 Mill is careful to note that this image is not, in fact, “a wicked invention of Mr. Malthus”
(Mill, 747).

308
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progressive state” (Mill, 747). Although, as noted in Chapter One, Mill
appreciates the dimensionality of Smith’s thinking much more fully than
any other among Smith’s most famous successors, I believe that on this
point Mill has Smith wrong. Mill’s vision of the stationary state is en-
tirely consistent with Smith’s image of the limiting case, the ideal liberal
society.

Certainly, Smith did see the progress of opulence as good for the work-
ing class, but he also fully appreciated that the progress of every well-
governed society must, given finite resources, ultimately bring it to that
point when it has “acquired its full complement of riches” (WN, 113).
Artificial limits on the progress of opulence such as those imposed by
the absurd laws and institutions of China or Bengal (Described here in
Chapter Three.) are certainly to be avoided, but the natural limit, the
ideal limiting case of the human prospect, is not to be dreaded, according
to Smith, it is to be desired.2

Smith only represents this ideal norm, “the liberal plan of equality,
liberty and justice” (WN, 664), in it broad contours . . . mature citizens,
natural jurisprudence, secure tranquility for the working class. The liberal
experiment is only in its nascent state in his day; the ideal prospect is far
beyond the horizon he can see, so he never presumes to describe this
limiting case in any more detail. But by 1848, Mill can see farther and in
the chapter of his Principles titled “Of the Stationary State” (Mill, 746),
Mill offers a more detailed vision of that ideal.

It is a description that Smith would, I believe, find quite compelling.
The evolutionary images, the notion of a societal ideal, the concern for
the least among the working class, the conception of the best of life as
secure tranquility, not material wealth, the valuing of “mental culture, and
moral and social progress,” and the joy of solitary moments in nature; all

2 It is the progress of opulence that, Smith believes, will ultimately bring distributive justice
to the working class. But economic growth and the distributive justice it brings are not
ends to be desired in their own right. They are instrumental in approaching that end which
Smith envisions as the human prospect: secure tranquility for all individuals. Indicative
of the instrumental role of economic growth and personal material progress, Smith quite
specifically imagines the limit as a stationary state in which growth ceases: in a nation fully
capitalized. . . . This is not a sad state.

The stationary state is entirely consistent with Smith’s conception of the limit for,
as Smith notes on a number of occasions, the ultimate joys of life are derived not from
the baubles and trinkets we accumulate but rather from the joys of the heart, love and
friendship, and from the joys of the mind, beautiful philosophical systems or music or art.
Although in the stationary state, the progress of opulence may have ceased, the progress
of humankind’s joy’s need not end.
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are entirely consistent with Smith’s vision of the human prospect, so I cite
Mill’s vision at length. Mill writes that, contrary to those who:

regard the stationary state of capital and wealth with . . . unaffected aversion . . . I
am inclined to believe that it would be, on the whole, a very considerable im-
provement on our present condition. I confess I am not charmed with the ideal
of life held out by those who think that the normal state of human beings is that
of struggling to get on; that the trampling, crushing, elbowing, and treading on
each other’s heels, which form the existing type of social life, are the most de-
sirable lot of human kind, or anything but the disagreeable symptoms of one of
the phases of industrial progress. It may be a necessary stage in the progress of
civilization . . . [b]ut it is not a kind of social perfection which philanthropists to
come will feel any very eager desire to assist in realizing. Most fitting, indeed, is
it, that while riches are power, and to grow as rich as possible the universal object
of ambition, the path to its attainment should be open to all, without favour or
partiality. But the best state for human nature is that in which, while no one is
poor, no one desires to be richer, nor has any reason to fear being thrust back by
the efforts of others to push themselves forward.

That the energies of mankind should be kept in employment by the struggle for
riches, as they were formerly by the struggle of war, until the better minds succeed
in educating the others into better things, is undoubtedly more desirable than that
they should rust and stagnate. While minds are coarse they require coarse stimuli,
and let them have them. In the mean time, those who do not accept the present
very early stage of human improvement as its ultimate type, may be excused for
being comparatively indifferent to the kind of economical progress which excites
the congratulations of ordinary politicians; the mere increase of production and
accumulation. For the safety of national independence it is essential that a country
should not fall much behind its neighbours in these things. But in themselves they
are of little importance, so long as either the increase of population or anything
else prevents the mass of the people from reaping any part of the benefit of them.
I know not why it should be a matter of congratulation that persons who are
already richer than any one needs to be, should have doubled their means of con-
suming things which give little or no pleasure except as representative of wealth;
or that numbers of individuals should pass over, every year, from the middle into
a richer class, or from the class of the occupied rich to that of the unoccupied. It
is only in the backward countries of the world that increased production is still
an important object: in those most advanced, what is economically needed is a
better distribution, of which one indispensable means is a stricter restraint on
population.3 . . .

[Then after supposing individual prudence and his diffusion plan are in place,
Mill continues:] Under this twofold influence society would exhibit these leading
features: a well-paid and affluent body of labourers; no enormous fortunes, except
what were earned and accumulated during a single lifetime; but a much larger

3 Keynes also expresses concern about “the pressure of population . . . [and envisions the]
attain[ment of] equilibrium in the trend of . . . population” (Keynes, 381–2) as essential
for humankind’s peace and prosperity.
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body of persons than at present, not only exempt from the coarser toils, but with
sufficient leisure, both physical and mental, from mechanical details, to cultivate
freely the graces of life. . . . This condition of society, so greatly preferable to the
present, is not only perfectly compatible with the stationary state, but, it would
seem, more naturally allied with that state than with any other.

There is room in the world, no doubt, and even in old countries, for a great
increase of population, supposing the arts of life to go on improving, and capital
to increase. But even if innocuous, I confess I see very little reason for desiring it.
The density of population necessary to enable mankind to obtain, in the greatest
degree, all of the advantages both of co-operation and of social intercourse, has, in
all the most populous countries, been attained. A population may be too crowded,
though all be amply supplied with food and raiment. It is not good for man to
be kept perforce at all times in the presence of his species. A world from which
solitude is extirpated is a very poor ideal. Solitude, in the sense of being often
alone, is essential for any depth of meditation or of character; and solitude in the
presence of natural beauty and grandeur, is the cradle of thoughts and aspirations
which are not only good for the individual, but which society could ill do without.4

Nor is there much satisfaction in contemplating the world with nothing left to
spontaneous activity of nature; with every rod of land brought into cultivation,
which is capable of growing food for human beings; every flowery waste or natural
pasture ploughed up, all quadrupeds or birds which are not domesticated for man’s
use exterminated as rivals for food, every hedgerow or superfluous tree rooted
out, and scarcely a place left where a wild shrub or flower could grow without
being eradicated as a weed in the name of improved agriculture. If the earth must
lose that great portion of its pleasantness which it owes to things that the unlimited
increase of wealth and population would extirpate from it, for the mere purpose
of enabling it to support a larger, but not a better or a happier population, I
sincerely hope, for the sake of posterity, that they will be content to be stationary,
long before necessity compels them to it.

It is scarcely necessary to remark that a stationary condition of capital and
population implies no stationary state of human improvement. There would be as
much scope as ever for all kinds of mental culture, and moral and social progress;
as much room for improving the Art of Living, and much more likelihood of its
being improved, when minds ceased to be engrossed by the art of getting on.
Even the industrial arts might be as earnestly and as successfully cultivated, with
this sole difference, that instead of serving no purpose but the increase of wealth,
industrial improvements would produce their legitimate effect, that of abridg-
ing labour. Hitherto it is questionable if all the mechanical inventions yet made
have lightened the day’s toil of any human being. They have enabled a greater
population to live the same life of drudgery and imprisonment, and an increased

4 On 7 June 1767, Smith writes to Hume from his home with his mother and niece in Kirkaldy
that “[m]y business here is Study in which I have been very deeply engaged for about a
Month past. [(He is working on the WN.)] My Amusements are long, solitary walks by the
Sea side. You may judge how I spend my time. I feel myself, however, extremely happy,
comfortable and contended. I never was, perhaps, more so in all my life” (Correspondence,
125).
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number of manufacturers and others to make fortunes. . . . Only when, in addition
to just institutions, the increase of mankind shall be under the deliberate guid-
ance of judicious foresight, can the conquests made from the powers of nature
by the intellect and energy of scientific discoverers become the common prop-
erty of the species, and the means of improving and elevating the universal lot.
(Mill, 748–51)

“[I]mproving and elevating the universal lot.” This was the raison d’etre
of Adam Smith’s moral philosophy. To this end, Smith imagined the invis-
ible connecting principles and the possibilities. We too should “Imagine”
(John Lennon, 1971).5

5 There are certainly differences in what Adam Smith and John Lennon “imagine,” but I
would argue that these differences are small relative to the fundamental similarity: secure
tranquility for all.
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