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Adam Smith propounded a theory of economic
development that is still influential today.

Economies will grow
If they have the right
kind of government.




Smith was a prominent member of the
Scottish enlightenment.

Born in Kirkcaldy 5 June 1723
Kidnapped by ‘tinkers at age of three
School in Kirkcaldy

1737—University of Glasgow
— Student of Dr. Hutcheson
— Mathematics and natural philosophy



Smith was a student at Oxford, 1740-7

« Balliol College

« Concentrated on
— Mora and political science
— Ancient and modern languages

— Tried to improve his English style by translating
French texts

e “He was not impressed with afavourable
opinion of the system of education then
pursued at Oxford.”




Returned to Scotland

e 1748-51: patronized by Lord Kames and gave
lectures in Edinburgh on rhetoric and
literature.

e 1/51-63: Professor of logic and then moral
philosophy at University of Glasgow



Smith’s lectures at Glasgow covered
four subjects:

Natural theology

Ethics
— Published as Theory of Moral Sentiments, 1759

— Traces moral sentiments to sympathy (ability to
put onesealf in someone else’ s situation).

Evolution of jurisprudence treated historically
and related to economic growth

State policy as it isrelated to national
prosperity



Resigned his Chair in 1763

Smith became tutor to duke of Buccleuch.

1763-6: Traveled on the continent

— Lived for atimein Paris

— Met leading intellectuals

Returned to Britain and wrote the Wealth of Nations
IN1776

— Part 4 of hislecture course

1778. Duke of Buccleuch got Smith appointed
commissioner of customs for Scotland

17 Jduly, 1790: Smith died.



Smith’s person

He was middle sized and stout.
Many friends

Quiet and often appeared distracted.

— “*He was the most absent man in company that |
ever saw, moving hislips and talking to himself
and smiling in the midst of large companies.”
(Alexander Carlyle)

When asked his opinion, he responded with a
lecture.



Smith’ s famous work was An Inquiry
Into the Nature and Causes of the
Wealth of Nations, 1776

e Nature? Not the accumulation of precious
metal s but the standard of living of the
population

o Causes? Ultimately reduced to the right state
policy



Analysis of the Wealth of Nations
starts from an unusual premise.

* Theory of Moral Sentiments assumed people
had ‘sympathy’ for other human beings.

 \Wealth of Nations assumes people are selfish.

 Moralists usually condemned this, but Smith
argued that 1t 1s socially useful:



“It 1s not from the benevolence of
the butcher, or the baker, that we
expect our dinner, but from ther
regard to their own interest. We

address ourselves, not to thelr
humanity but to their self-love, and
never talk to them of our
necessities but of their advantages.”



Smith argued that the pursuit of self-
Interest increased prosperity generally
by making the market system work.



Each individual seeks “only hisown
gain, and heisin this, asin many other
cases, led by an invisible hand to
promote an end which was no part of
his intention...By pursuing his own
Interest he frequently promotes that of
the society more effectually than when
he really intends to promote it.”



Self-interest can be harnessed to
promote general prosperity by creating
appropriate institutions.

* The state should promote free exchange and
Secure property.
e Two avenues lead these policies to increase
prosperity
— Raising productivity through the division of labour
— Raising investment



This flow diagram shows Smit
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Smith thought the legitimate functions of the
stale were:

« National defence

o Establish property rights

o Establish legal system

* Promote free trade

 Invest in trade-promoting infra-structure

Laissez faire describes this policy orientation.



Note the smilarity to Milton Friedman’s
Capitalism and Freedom:
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A government which maintained law and order, defined
property rights, served as a means whereby we could modi-
fy property rights and other rules of the economic game, adjud-
icated disputes about the interpretation of the rules, enforced
contracts, promoted competition, provided a monetary frame-

work, engaged in activities to counter technical monopolies and -
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to overcome neighborhood effects widely regarded as sufficiently
important to justify government intervention, and which sup-

plemented private charity and the private family in protecting
~ the irresponsible, whether madman or child —such a govern-

ment would clearly have important functions to perform. The
consistent liberal is not an anarchist.
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And the famous trilogy of the
Washington consensus:
o Stabilization
e Privatization
o Liberalization



Now that we understand Smith’s
model, we can ask what it explains.

e Smith thought Europe was more prosperous
than China

— How does he account for the lead?
— Was heright?

e Does Smith’s model explain why England
Industrialized before France?



Smith thought that Chinalagged
behind Europe because the Chinese
empire did not follow his policies.

e Foreign trade was restricted.

o ‘oriental despotism’ meant that property was
INsecure.

“China seems to have been long stationary, and had probably long ago acquired that full
complement of riches which isconsistent with the nature of its lawsand ingtitutions. 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” (1776/1937: 95)



China gained from alarge internal market but
was hurt by limits on foreign trade.

European ships were only - I

alowed to trade in Canton.
Here are their warehouses. &

“A country which neglects or despises foreign commerce, and which admitsthe vessels of
foreign nations into one or two of its portsonly, cannot transact the same quartity of business
which it might do with different laws and institutions” (1776/1937: 95).



18™ century liberals took adim view of Asian
emperors whom they regarded as despotic.

Thisis a Chinese Emperor.



Oriental Despotism led to insecure
property rights and slow growth.

“Inacountry... where, though the rich or the owners of large capital
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 mandarines’,
investment — hence, employment and output —will be less thanthey
might be (1776/1937: 95). The proper function of the state, in Smith's
view, was to establish clear and secure property rights, and the Chinese
Empire failed that test.



How trueis Smith’s assessment of
China?

Thisis currently the subject of vigorous debate.

Revisionists have argued that Chinese incomes were
just as high as European in the eighteenth century.

Chinese foreign trade was actually extensive.

Some historians deny that Chinese property was
INsecure.

Some economist claim that Chinese markets worked
as efficiently as European markets.



Here’ s a comparison of agricultural
|labour productivity that supports the
revisionist view:
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One way we can compare China and
Europe Is market integration.

* Were marketsin China more integrated than
those In Europe?

 Thereisalong tradition of studying market
Integration in Europe through grain prices.

e Shiue and Keller have extended this approach
to China.



Price correlations between cities show that
Chinese markets were as good as European:




Perhaps Smith’s model does a better job
explaining Europe?

Can we explain why English growth
accelerated in the 18" century?

Can we explain the rise of northwestern
Europe?
Proponents of the Smith model say Y es!

Thisis are-affirmation of the 18" liberal view
that England’ s ‘ mixed monarchy’ was a better
constitution than absolutist France.



18™ century liberals believed that Louis XIV—
another Despot--held back France;

What do the data show?



North and Weingast develop a
Smithian argument focussing on
Interest Rates

Were interest rates lower In
representative Britain or absolutist
monarchies?



North and Weingast apply the Smithian model to
England to explain the success of 1ts economy In
the 18t century.

* \WWhy should a state honour its commitment to
repay aloan?

* The need to protect its reputation is not an
Incentive in view of Its coercive power and
short time horizon.

e Therefore, absolutist states will expropriate
wealth and undermine the economy.

 Thishappened in 17t century England.



James | and Charles | extorted wealth
from the country.
* They were supposed to govern from traditional
revenue sources that proved inadeguate.

o To pay for wars, they desperately searched for
funds.

e Theresult was ‘forced loans and the sale of
monopolies.

* Both reduced economic efficiency.



Opposition to the Stuarts led to the Civil War
(1640-60) and the Glorious Revolution of 1688.

* The succession of William and Mary
Inaurgurated important institutional changes.
— Parliamentary supremacy
— Parliament controlled taxation
— End of royal prerogative powers
— Habeas corpus, no excessive bail
— Politically independent judiciary



These changes increased the efficiency of capital
markets. Contrast the situation under the early
Stuarts:



With the new situation:




Cheaper capital then explainsthe
Industrial revolutiont

But how convincing is all
of this?



Here' s Epstain’s comparison of
Interest rates:




Testing the North/Welngast
Model: Taxes

Was the tax burden higher in
representative Britain or absolutist
France?

Mathias and O’ Brien have compared
taxes in the two countries.



Tax burden as share of commodity
output
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Tax burden per head,
hectolitres of wheat
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The North/Weingast model can also be
tested by correlating constitutional
structure with economic performance.

o States must be classified as ‘republic,” ‘ absolutist
monarchy,” or whatever.

e Anindicator of prosperity like the wage rate or
urbanization must be measured.

» Other factors influencing prosperity must also be
measured to avoid spurious correlations.

e Therelationship between constitutional structure and
economic performance can then be measured.



British Labourers had a higher standard of living
than their counterparts abroad.
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Was the high British standard of living the result
of representative government or other factors?

We can compare the importance of:

* representative government (not absolutism)

e Imperia expansion

« competitive advantage in wool textilesin 17t century
* modern land tenure (enclosure)

o |iteracy

e population pressure on resources



Simulations show that competitiveness and
Imperial expansion—not representative
government—were the cause of wages.
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But don’t the ssmulations vindicate
Smith after all?

e They show that success in the international
economy was the key to prosperity.

e Thisdoes support Smith’s view of the
Importance of trade.

 Inthetutorias, you will study the international
economy of the eighteenth century to see how
and why early globalization affected the
prosperity of Europe.



