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    Introduction




    Why We All Need to Read Adam Smith




    There are many myths about Adam Smith.




    Best selling economist John Kenneth Galbraith claimed that Smith was “the first economist,”1 and thus in effect the inventor of economics. This is certainly wrong. Smith was not even the inventor of modern free market economics. That accolade would be shared by Richard Cantillon,2 Anne-Robert-Jacques Turgot,3 David Hume,4 and to a lesser degree François Quesnay,5 among others.




    Famed economist Joseph Schumpeter concluded rightly that “The Wealth of Nations does not contain a single analytic idea, principle, or method that was entirely new in 1776.”6 A journal article has even been devoted to the question of whether Smith was a plagiarist,7 although the charge remains unproven, and probably applies today’s standard to the past in an inappropriate way.




    It is closer to the truth, but still incorrect, to say that The Wealth of Nations is the “bible” of free market capitalism. As we shall see, Smith made too many errors for this to be the case. A very prominent free market economist, Murray Rothbard, regarded Smith, in Rothbard colleague David Gordon’s telling phrase, as almost the “gravedigger,” not the founder of free market economics.8




    If Rothbard were entirely right, we could stop right here, close this introduction, and not bother to read Smith himself. To reach this conclusion, however, would be an error. There are reasons not only to read Smith, but also to study and value his work highly. In this introduction at least, we have come not to bury Smith for his undeniable faults but to praise him.




    No one disputes that Smith is one of the most influential economists, and indeed thinkers, of world history. Economist Mark Skousen wrote a book describing the “big three” of economics as Smith, Marx, and Keynes. These three have clearly been the most influential, and Smith the most lastingly influential of the three. Has any single book had a greater impact on world history than The Wealth of Nations? The only possible competitor is Charles Darwin’s Origin of the Species, which ignited the evolution controversy.




    Is then Smith, the uber-famous economist, simply overblown, a case of earning a reputation that he does not deserve? No, not at all. Whatever his failings, he has more than earned his fame as the most profound and persuasive critic of an economic system traditionally referred to as mercantilism, but more recently (and quite appropriately) called “crony capitalism.” Smith’s critique is always relevant, because crony capitalism is the dominant economic system of world history. It is especially relevant today, when this type of capitalism is especially strong, both in the developed and the developing world.




    What exactly is crony capitalism? In simple terms, we can think of it as state-led capitalism gone awry. In ideal terms, state-led capitalism envisions wise, unselfish, and far-sighted public servants making economic decisions for the greater good of all of us. In reality, critics of state-led capitalism say, public servants are rarely wise and far-sighted and never unselfish. They have their own interests, which in the case of politicians focus on the immediate need to get re-elected, with the true public welfare, and especially the true long-term public welfare, mostly ignored.




    Public “servants” running the economy to serve their own interests are bad enough. But we get crony capitalism when the public servants reach out to ally themselves with rich people, corporations, labor unions, trial lawyers, or other powerful private interest groups. Often these alliances are formed under the fig leaf of government “regulating” the powerful private interests. But the reality is that government and special interests work out deals behind the regulatory smokescreen, in effect combine to run the economy for their mutual immediate advantage, not the long-term advantage of the general public which government is sworn to serve.




    Smith’s solution to this conundrum is not to try to make regulation more honest or more effective. That, he suggests, is mostly futile. It is futile because government will never be honest enough to avoid the temptations of crony capitalism or wise enough to run the economy even if it could avoid the temptations. Indeed no one can be wise enough to run the economy. Only the preferences of millions of consumers expressed through markets can successfully order and guide our economic affairs.




    The correct solution is to get government out of the economy and make markets freer. Competition, encouraged by free markets, is in the final analysis the only reliable regulator of economic life. It is not surprising that powerful private economic interests hate competition and conspire with government regulators to restrict it and create government-supported monopolies.




    One of the most egregious myths about Adam Smith is that he was an apologist for powerful private interests such as rich businessmen. In this account, Smith is often described as a “conservative” economist concerned with protecting the status quo. This is absurd. It ignores what Smith actually said.




    Although certainly no firebrand, Smith was more of a “revolutionary” than a “conservative.” His aim in writing The Wealth of Nations was to attack the status quo of his day, which was crony capitalist to its core. He wanted to get government out of the economy for many reasons, but especially because he thought the marriage of money and politics created an inherently corrupt system.




    We can all talk endlessly about combating corruption and cleaning up the system. But, Smith infers, this will never happen under state-led capitalism. So long as government runs the economy, private economic interests will insinuate themselves into politics. Money and power will flow back and forth through ever more corrupted channels, the same channels which today run between The City and Whitehall in the UK, Wall Street and Washington in the US, among other murky streams. Average citizens always end up getting the short end of the stick, as they did during the infamous bailout of The City and Wall Street following the Crash of 2008, and during subsequent years of high unemployment.




    Capitalism has been called by some a system run for the benefit business owners. If so, this is not Smith’s capitalism. He wants a system run for the benefit, not of the business owner or the worker, but of the average consumer. Of course consumers are also workers; that is how they get the wherewithal to consume. But working, like organizing and owning businesses, is a means to an end: the creation of goods and services to meet the genuine needs of the people, and not just some of the people, all of the people, especially people still living in poverty.




    Smith emphasizes that




    no society can surely be flourishing and happy, of which the far greater part of the members are poor and miserable.9




    But in a crony capitalist system, not only the interests of the poor,




    [even] . . . the interest[s] of the [average] consumer [are] constantly sacrificed10




    to those of rulers and special interests allied with the rulers.




    Government ought to be impartial in its promotion of the common good:




    To hurt, in any degree, the interest of any one order of citizens, for no other reason but to promote that of some other, is evidently contrary to that justice and equality of treatment which the sovereign owes to all the different orders of his subjects.11




    Nevertheless,




    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. That which is carried on for the benefit of the poor and the indigent is too often either neglected or oppressed.12




    Proponents of state-led capitalism often point to the selfishness and self-interested maneuvering of private business interests. Smith agrees with them up to a point:




    The clamor and sophistry of merchants and manufacturers easily persuade them, that the private interest of a part, and of a subordinate part, of the society, is the general interest of the whole.




    People of the same trade seldom meet together, even for merriment and diversion, but the conversation ends in a conspiracy against the public, or in some contrivance to raise prices.




    The interest of the dealers . . . 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 only serve 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.




    Is state leadership and regulation possibly solving this perennial problem? No, says Smith. When private interests abuse power, they are merely doing what government itself does. And it is the takeover of government by private interests, under guise of being controlled by government, which is especially to be feared:




    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. 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 anybody but themselves.




    When government and private interest increasingly merge, we have what Smith called the “mercantile system,” and much of The Wealth of Nations is spent describing its features. Among them are:




    1. A Larger-than-Necessary Military Establishment




    This appeals to the vainglory of public officials and offered many profit opportunities for well-connected private interests.




    2. Colonies




    Although overt colonialism has fallen out of fashion since the 18th century, imperialism has traditionally accompanied an overly large military, and afforded similar scope for vainglory or private profit.




    3. Slavery




    This was a notable feature of Smith’s time, which he and similar-minded reformers vigorously opposed. Smith made the salient point that slavery was actually an uneconomic system which could only be maintained through government subsidy and enforcement:




    The work done by freemen comes cheaper in the end than that performed by slaves. It is found to be so even at Boston, New York, and Philadelphia, where the wages of common labor are so high.13




    4. Government-Sponsored Monopoly




    Everyone, governments included, pay lip service to the proposition that




    monopoly . . . is a great enemy to good management. . . . [The best management] . . . can never be universally established, but in consequence of that free and universal competition which forces everyone to have recourse to it for the sake of self defense.14




    Business owners know from experience that monopoly is difficult to fashion and impossible to sustain in a truly free market. They therefore seek and very often receive assistance from government in erecting trade barriers. These barriers are never acknowledged for what they are—they are justified as quality or safety controls, when their real purpose is to restrict supply and increase price. Smith offers many examples:




    [Government interferes with natural supply and demand] in the three following ways. First, by restraining the competition in some employments to a smaller number than would otherwise be disposed to enter into them; secondly, by increasing it in others beyond what it naturally would be; and, thirdly, by obstructing the free circulation of labor and stock, both from employment to employment, and from place to place.




    In Sheffield, no master cutler can have more than one apprentice at a time, by a by-law of the corporation. In Norfolk and Norwich, no master weaver can have more than two apprentices, under pain of forfeiting five pounds a month to the king. No master hatter can have more than two apprentices anywhere in England or in the English plantations, under pain of forfeiting; five pounds a month, half to the king, and half to him who shall sue in any court of record. Both these regulations . . . have been confirmed by a public law of the kingdom.




    But the 5th of Elizabeth, commonly called the Statute of Apprenticeship, it was enacted that no person should, for the future, exercise any trade [or] craft at that time exercised in England, unless he had previously served to it an apprenticeship of seven years at least; and what before had been the by-law of many particular corporations, became in England the general and public law of all trades carried on in market towns.




    These examples are particular to the 18th century and earlier. But government sponsored monopoly is, if anything, more prevalent in today’s economy. In the United States, for example, drugs are generally regarded as the most profitable major industry. And it is not hard to see why.




    Each successful new drug is a government-sanctioned monopoly, guarded first by a government granted patent and second by government approval from the Food and Drug Administration (FDA). Moreover, only government-approved drugs or equipment or procedures may be marketed as a treatment for any disease or health condition. If a food or supplement producer claims a health benefit the government will quickly shut it down under penalty of fines or even jail.




    To get a drug approved, it is common knowledge that company officials must have personal relationships with those inside the government, and it is therefore essential to hire former government employees at attractive salaries. Unfortunately, this is only one example of contemporary government sponsored monopoly: they are virtually everywhere in modern economies, just as they were everywhere in Adam Smith’s day.




    5. Barriers to Free Trade




    One of the many ways that private interests, working with government, attempt to create monopolies is by erecting international trade barriers. They do this under the pretense of protecting domestic jobs, but this is just a subterfuge. As Smith notes,




    [It] cannot be doubted . . . that it was the spirit of monopoly which originally both invented and propagated this doctrine [of trade protectionism] and they who first taught it were by no means such fools as they who believed it. In every country it always is, and must be, the interest of the great body of the people, to buy whatever they want of those who sell it cheapest. The proposition is so very manifest, that is seems ridiculous to take any pains to prove it; nor could it ever have been called in question, had not the interested sophistry of merchants and manufacturers confounded the common sense of mankind.




    To give the monopoly of the home market to the produce of domestic industry, in any particular art or manufacture, is in some measure to direct private people in what manner they ought to employ their capitals, and must, in almost all cases, be either a useless or a hurtful regulation. If the produce of domestic [origin] can be brought there as cheap as that of foreign industry, the regulation is evidently useless. If it cannot, it must generally be hurtful.




    It is the maxim of every prudent master of a family, never to attempt to make at home what it will cost him more to make than to buy. The tailor does not attempt to make his own shoes, but buys them off the shoemaker. The shoemaker does not attempt to make his own clothes, but employs a tailor. The farmer attempts to make neither the one nor the other, but employs those different artificers. All of them find it for their interest to employ their whole industry in a way in which they have some advantage over their neighbors, and to purchase with a part of its produce, or, what is the same thing, with the price of a part of it, whatever else they have occasion for.




    What is prudence in the conduct of every private family can scarce be folly in that of a great kingdom. If a foreign country can supply us with a commodity cheaper than we ourselves can make it, better buy it of them with some part of the produce of our own industry, employed in a way in which we have some advantage.




    The same maxim which would in this manner direct the common sense of one, or ten, or twenty individuals, should regulate the judgment of one, or ten, or twenty millions, and should make a whole nation regard the riches of its neighbors, as a probable cause and occasion for itself to acquire riches. A nation that would enrich itself by foreign trade is certainly most likely to do so, when its neighbors are all rich, industrious, and commercial nations. A great nation, surrounded on all sides by wandering savages and poor barbarians, might, no doubt, acquire riches by the cultivation of its own lands, and by its own interior commerce, but not by foreign trade.




    Nothing . . . can be more absurd than [the] whole doctrine of the balance of trade, upon which, not only these restraints, but almost all the 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 loses 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, disadvantageous to the country in whose favor it is meant to be established, as I shall endeavor to show hereafter. But that trade which, without force or constraint, is naturally and regularly carried on between any two places, is always advantageous, though not always equally so, to both.




    By advantage or gain, I understand, not the increase of the quantity of gold and silver [the money of Smith’s day], but that of the exchangeable value of the annual produce of the land and labor of the country, or the increase of the annual revenue of its inhabitants.




    There is another balance . . . which [is] . . . very different from the balance of trade, and which, according as it happens to be either favorable or unfavorable, necessarily occasions the prosperity or decay of every nation. This is the balance of the annual produce and consumption. If the exchangeable value of the annual produce, it has already been observed, 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.




    If the exchangeable value of the annual produce, on the contrary, falls 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.[a]




    The balance of produce and consumption is entirely different from what is called the balance of trade. It might take place in a nation which had no foreign trade, but which was entirely separate from all the world. It may take place in the whole globe of the earth, of which the wealth, population, and improvement, may be either gradually increasing or gradually decaying.




    The balance of produce and consumption may be constantly in favor of a nation, though what is called the balance of trade be generally against it.




    There is nothing that Smith says here which does not apply with equal force to the 21st century as the 18th. Even Smith’s mockery of the simple-minded mercantilist’s aim of amassing gold and silver hoards reminds us of contemporary mercantilist governments (e.g. China) relentlessly pursuing the dream of bigger and bigger official reserves, this time denominated in dollar, euro, or yen bonds, mere pieces of paper even less intrinsically valuable than yesterday’s gold or silver.




    Today’s trade protectionism, however, often takes a different form than in Smith’s day. In the 18th century, the gold standard made it difficult to manipulate a nation’s currency value in order to encourage exports and discourage imports. Today currency manipulation is as important as or even more important than traditional trade barriers in protectionist policy-making.




    6. Government Subsidies




    Crony capitalist alliances between private interests and government do not just restrict or eliminate foreign (or domestic) competition. They also bestow subsidies and other favors upon politically connected industries, a practice which, as Smith says, leads to malinvestment, corruption, and outright “fraud.”




    Such payoffs are common enough in prosperous times, but become even more prevalent during downturns. A weak economy gives government a rationale for intervening even more, allegedly in order to fix the economy. As Smith drily notes,




    it can very seldom be reasonable to tax the industry of the great body of the people, in order to support that of some particular class of manufacturers. . . . In public, as well as in private expenses, great wealth, may, perhaps, frequently be admitted as an apology for great folly. But there must surely be something more than ordinary absurdity in continuing such profusion in times of general difficulty and distress.




    7. Labor Market Interventions




    In Smith’s day, the British government had for centuries restricted the mobility of laborers. If you were born in a given locality, you could only move to another with official permission, which was not easy to get. The ostensible purpose of this rule was to avoid vagrancy or the dumping of indigent persons on one locality by another. Its real purpose was to ensure a local supply of labor for rich employers, no matter what the local employment conditions. A side effect of this was to hold back innovation and change in the economy and thus to thwart economic growth.




    Government intervention in labor markets has certainly not abated since Smith’s day. Today the black teenage unemployment rate approaches 50%, largely because legislators refuse to exempt teenagers from minimum wage laws. The US federally mandated minimum wage is a bit over $7. But Congress has just passed national medical insurance legislation that will cost employers just under $6 an hour to pay for one employee’s family coverage. When this provision comes into effect, the de facto minimum wage for employees with families will almost double, resulting in massive job loss of the very poorest workers.




    8. Unintended Consequences as a General Disorder




    Every . . . [government economic intervention] . . . introduces some degree of real disorder into the constitution of the state, which it will be difficult afterwards to cure without occasioning another disorder.




    9. Misdirected Investment




    Every system which endeavors, either, by extraordinary encouragements to draw towards a particular species of industry a greater share of the capital of the society than what would naturally go to it, or, by extraordinary restraints, to force from a particular species of industry some share of the capital which would otherwise be employed in it, is, in reality, subversive of the great purpose which it means to promote. It retards, instead of accelerating, the progress of the society towards real wealth and greatness; and diminishes, instead of increasing, the real value of the annual produce of its land and labor.




    10. Swelling Government Payrolls




    The number of public employees increases under the mercantilist (crony capitalist) system, but so does the public pay level:




    The emoluments of offices are not, like those of trades and professions, regulated by the free competition of the market, and do not, therefore, always bear a just proportion to what the nature of the employment requires. They are, perhaps, in most countries, higher than it requires; the persons who have the administration of government being generally disposed to regard both themselves and their immediate dependents, rather more than enough.




    11. Out-of-Control Government Spending




    Great nations are never impoverished by private, though they sometimes are by public prodigality and misconduct. The whole or almost the whole, public revenue is, in most countries, employed in maintaining unproductive hands. . . . Such people, as they themselves produce nothing, are all maintained by the produce of other men’s labor.




    It is the highest impertinence and presumption, therefore, in kings and ministers to pretend to watch over the economy of private people, and to restrain their expense, either by sumptuary laws, or by prohibiting the importation of foreign luxuries. They are themselves always, and without any exception, the greatest spendthrifts in the society. Let them look well after their own expense, and they may safely trust private people with theirs. If their own extravagance does not ruin the state, that of the subject never will.




    12. High Taxes Contributing to Unemployment




    Smith says about taxes in general: “There is no art which one government sooner learns of another, than that of draining the pockets of the people.”15 But public officials give relatively little thought to how taxes may affect employment, an oversight which ultimately hurts government revenue as well as the unemployed.




    If direct taxes upon the wages of labor have not always occasioned a proportionable rise in those wages, it is because they have generally occasioned a considerable fall in the demand of labor [i.e. unemployment]. The declension of industry, the decrease of employment for the poor, the diminution of the annual produce of the land and labor of the country, have generally been the effects of such taxes.




    In consequence of them, also, the price of labor must always be higher than it otherwise would have been in the actual state of the demand; and this enhancement of price, together with the profit of those who advance it, must always be finally paid by the landlords and consumers. Absurd and destructive as such taxes are, . . . they take place in many countries.




    The observation of Sir Matthew Decker, that certain taxes are, in the price of certain goods, sometimes repeated and accumulated four or five times, is perfectly just with regard to taxes upon the necessaries of life. In the price of leather, for example, you must pay not only for the tax upon the leather of your own shoes, but for a part of that upon those of the shoemaker and the tanner. You must pay, too, for the tax upon the salt, upon the soap, and upon the candles which those workmen consume while employed in your service; and for the tax upon the leather, which the salt maker, the soap maker, and the candle maker consume, while employed in their service.




    In Great Britain, the principal taxes upon the necessaries of life are those upon the four commodities just now mentioned, salt, leather, soap, and candles.




    As all those four commodities are real necessaries of life, such heavy taxes upon them must increase somewhat the expense of the sober and industrious poor, and must consequently raise more or less the wages of their labor. . . . [, thereby causing unemployment with no offsetting benefit to them].




    The duties of customs are . . . ancient. They seem to have been called customs, as denoting customary payments, [and] . . . appear to have been originally considered as taxes upon the profits of merchants. In those ignorant times, it was not understood, that the profits of merchants are a subject not taxable directly; or that the final payment of all such taxes must fall, with a considerable overcharge, upon the consumers.




    13. Debasement of the Currency




    In earlier times, impecunious governments often simply seized private property. As Smith noted, this had a particularly chilling effect on economic activity:




    In those unfortunate countries, indeed, where men are continually afraid of the violence of their superiors, they frequently bury or 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 at all times exposed. This is said to be a common practice in Turkey, in Indostan, and, I believe, in most other governments of Asia.




    It seems to have been a common practice among our ancestors during the violence of the feudal government. Treasure-trove was, in these times, considered, as no contemptible part of the revenue of the greatest sovereigns in Europe. It consisted in such treasure as was found concealed in the earth.




    Modern governments have adopted more sophisticated means of raising revenue in addition to what can be collected in taxes. If they can find creditors, they borrow. Often the funds are repaid; sometimes they are not.




    When national debts have once been accumulated to a certain degree, there is scarce, I believe, a single instance of their having been fairly and completely paid. The liberation of the public revenue, if it has ever been brought about at all, has always been brought about by a bankruptcy; sometimes by an avowed one, through frequently by a pretended payment.




    “Pretended payment” refers to debasing the currency:




    In every country of the world, I believe, the avarice and injustice of princes and sovereign states, abusing the confidence of their subjects, have by degrees diminished the real quantity of metal, which had been originally contained in their coins. The Roman As, in the latter ages of the Republic, was reduced to the twenty-fourth part of its original value, and, instead of weighing a pound, came to weigh only half an ounce. The English pound and penny contain at present about a third only; the Scots pound and penny about a thirty-sixth; and the French pound and penny about a sixty-sixth part of their original value.




    By means of those operations, the princes and sovereign states which performed them were enabled, in appearance, to pay their debts and fulfill their engagements with a smaller quantity of silver than would otherwise have been requisite. It was indeed in appearance only; for their creditors were really defrauded of a part of what was due to them. All other debtors in the state were allowed the same privilege, and might pay with the same nominal sum of the new and debased coin whatever they had borrowed in the old. Such operations, therefore, have always proved favorable to the debtor, and ruinous to the creditor.




    The raising of the denomination of the coin has been [another] expedient by which a real public bankruptcy has been disguised under the appearance of a pretended payment. If a sixpence, for example, should, either by act of parliament or royal proclamation, be raised to the denomination of a shilling, and twenty sixpences to that of a pound sterling; the person who, under the old denomination, had borrowed twenty shillings, or near four ounces of silver, would, under the new, pay with twenty sixpences, or with something less than two ounces.




    A national debt of about a hundred and twenty-eight millions, near the capital of the funded and unfunded debt of Great Britain, might, in this manner, be paid with about sixty-four millions of our present money. It would, indeed, be a pretended payment only, and the creditors of the public would really be defrauded of ten shillings in the pound of what was due to them.




    In some later instances, governments dispensed with metal money entirely, and financed themselves with paper. Both the US and confederate governments did this during the US Civil War, and it led directly to runaway inflation. The German government famously did the same in the 1920s, with even greater inflation. Many other governments have done the same since, including the government of the Soviet Union in its final days, and most infamously the government of Zimbabwe.




    During the 1920s, government central bankers learned how to create new money without even printing bills through so-called open market operations,16 and this has become the preferred method in developed nations. Since the 1990s, larger and larger amounts of new money have been surreptitiously “printed” by world governments, partly to pay expenses, but more often to manipulate currency values. The new money led directly to bubbles, thence to the global Crash of 2008, which in turn led to truly unprecedented levels on money “printing,” now euphemistically called “quantitative easing,” followed by subsequent rounds of more money “printing” when the first rounds failed to get the world borrowing and spending machine going again.




    Smith would not have been entirely surprised by these events, but also not have been able to predict them. No one in his day ever imagined that governments could succeed in dispensing entirely with gold and silver backing of a currency, and thus making it possible to run what are now electronic “printing presses” continually.




    14. Government Failure to Perform Its Essential Duties




    As state control of the economy grows, government becomes even less able to perform its essential duties. Smith enumerates these duties as follows:




    According to the system of natural liberty, the sovereign has only three duties to attend to; three duties of great importance, indeed, but plain and intelligible to common understandings: first, the duty of protecting the society from the violence and invasion of other independent societies; secondly, the duty of protecting, as far as possible, every member of the society from the injustice or oppression of every other member of it, or the duty of establishing an exact administration of justice; and, thirdly, the duty of erecting and maintaining certain public works, and certain public institutions, which it can never be for the interest of any individual, or small number of individuals to erect and maintain.




    Commerce and manufactures can seldom flourish long in any state which does not enjoy a regular administration of justice; in which the people do not feel themselves secure in the possession of their property; in which the faith of contracts is not supported by law; and in which the authority of the state is not supposed to be regularly employed in enforcing the payment of debts from all those who are able to pay. Commerce and manufactures, in short, can seldom flourish in any state, in which there is not a certain degree of confidence in the justice of government.




    Unfortunately government entry into the economy inevitably leads to alliances between powerful special interests and public officials. The resulting corruption utterly undermines our faith in government justice, much less government efficiency.




    Smith put his view of the proper role of government even more succinctly in one of his early university lectures:




    Little else is requisite to carry a state to the highest degree of opulence from the lowest barbarism, but peace, easy taxes, and a tolerable administration of justice: all the rest being brought about by the natural course of things.17




    15. Muddling through (at Unnecessary Cost to the Poor and Struggling)




    Throughout most of human history, the efforts of individuals to better their condition went nowhere. There was little or no economic growth from generation to generation. This fact testified to just how bad governments were, because, in Smith’s view, it is difficult to render completely futile the efforts of human enterprise. As he says,




    the 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 a political economy, in some degree both partial and oppressive. Such a political economy, though it no doubt retards more or less, is not always capable of stopping altogether, the natural progress of a nation towards wealth and prosperity, and still less of making it go backwards. 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.




    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 impertinent obstructions with which the folly of human laws too often encumbers its operations; though the effect of these obstructions is always more or less either to encroach upon its freedom, or to diminish its security. In Great Britain industry is perfectly secure; and though it is far from being perfectly free, it is as free as or freer than in any other part of Europe.18




    The signal achievement of The Wealth of Nations is to describe mercantilism/crony capitalism both as a whole and in telling detail. As explained earlier, Smith is first and foremost a reformer, and his principal job is to explain the true costs of a corrupt system. But as a reformer, he is also concerned with providing a remedy, which he calls the System of Liberty, and which, we today call free markets:




    [When government relinquishes control of the economy, with all its unintended and damaging consequences], the obvious and simple system of natural liberty establishes itself of its own accord. Every man, as long as he does not violate the laws of justice, is left perfectly free to pursue his own interest his own way, and to bring both his industry and capital into competition with those of any other man, or order of men.




    The sovereign is completely discharged from a duty, in the attempting to perform which he must always be exposed to innumerable delusions, and for the proper performance of which, no human wisdom or knowledge could ever be sufficient; the duty of superintending the industry of private people, and of directing it towards the employments most suitable to the interests of the society.




    Smith’s System of Liberty also has its central characteristics.




    A. Reliance on Free Prices




    Free markets are often described by their critics as both chaotic and wasteful. They are actually both orderly and productive, but only if prices are allowed to be free. Prices are an indispensable signaling device that tells all the economic players what they need to know in order to make rational (and useful) choices.




    It has often been observed that the Soviet Union collapsed because it could not find a workable alternative to the free price system. But this is not just a problem for Communist systems. In the so-called market economics of today, all the biggest prices (e.g. currencies, interest rates, mortgage rates) are controlled by government and many of the lesser ones as well.




    B. Reliance on Profits




    Profits are a corollary of free prices, and are indispensable regulating as well as signaling devices. Of course, we must be careful to describe the profit system accurately as the profit and loss system. The fear and pain of loss counts for as much as or more than the hope for gain.




    It is sometimes alleged that the profit system makes goods more expensive, because profit is an “avoidable cost” that is simply tacked on to unavoidable costs such as labor. The truth is that profits are the whip that continually drives prices down, because high prices quickly attract new investment which increases supply relative to demand.




    Even Karl Marx acknowledged (in The Communist Manifesto) the power of market forces to bring down prices. Marx was a close student of Smith and would have read this from The Wealth of Nations:




    When, by an increase in the effectual demand, the market price of some particular commodity happens to rise a good deal above the natural price, those who employ their stocks in supplying that market, are generally careful to conceal this change. If it was commonly known, their great profit would tempt so many new rivals to employ their stocks in the same way, that, the effectual demand being fully supplied, the market price would soon be reduced to the natural price, and, perhaps, for some time even below it. Secrets of this, however, it must be acknowledged, can seldom be long kept; and the extraordinary profit can last very little longer than they are kept.




    Smith also notes that average profits tend to fall, not rise, in a truly free market:




    The rate of profit does not, like rent and wages, rise with the prosperity, and fall with the declension of the society. On the contrary, it is naturally low in rich, and high in poor countries.




    C. Expanding Employment and Wage Rates




    Profits are also that portion of the economic pie which is most easily saved. Savings in a secure and free environment are generally invested in the pursuit of further profits, which requires hiring more workers. Demand for more workers also raises wages, which in turn may further increase productivity, because




    Where wages are high . . . we shall always find the workmen more active, diligent, and expeditious, than where they are low.




    Smith further notes that high wages encourage investment in new equipment, which both raises productivity and, eventually, wages.




    
D. Reliance on Personal and Business Saving




    The capitals of industry are increased by parsimony, and diminished by prodigality and misconduct.




    Whatever a person saves from his revenue he adds to his capital, and either employs it himself in maintaining an additional number of productive hands, or enables some other person to do so, by lending it to him for an interest, that is, for a share of the profits. As the capital of an individual can be increased only by what he saves from his annual revenue or his annual gains, so the capital of a society, which is the same with that of all the individuals who compose it, can be increased only in the same manner.[b]




    What is annually saved is as regularly consumed as what is annually spent and nearly in the same time too: but it is consumed by a different set of people. That portion of his revenue which a rich man annually spends is, in most cases, consumed by idle guests and menial servants, who leave nothing behind them in return for their consumption. That portion, which he annually saves, as, for the sake of the profit, is immediately employed as a capital, is consumed in the same manner and nearly in the same time too, but by a different set of people: by laborers, manufacturers, and artificers, who reproduce, with a profit, the value of their annual consumption.[c]




    By what a frugal man annually saves, he not only affords maintenance to an additional number of productive hands, for that of the ensuing year, but like the founder of a public workhouse he establishes, as it were, a perpetual fund for the maintenance of an equal number in all times to come. The perpetual allotment and destination of this fund, indeed, is not always guarded by any positive law, by any trust-right or deed of mortmain. It is always guarded, however, by a very powerful principle, the plain and evident interest of every individual to whom any share of it shall ever belong. No part of it can ever afterwards be employed to maintain any but productive hands, without an evident loss to the person who thus perverts it from its proper destination.




    If the prodigality of some were not compensated by the frugality of others, the conduct of every prodigal, by feeding the idle with the bread of the industrious, would tend not only to beggar himself, but to impoverish his country.




    E. An Equivocal View of the Rich




    Smith generally takes a jaundiced and critical view of the rich. He says that




    with the greater part of rich people, the chief enjoyment of riches consists in the parade of riches; which, in their eye, is never so complete as when they appear to possess those decisive marks of opulence which nobody can possess but themselves.




    But he does recognize that they have a special role to play as savers, because unlike most people, the truly rich simply cannot spend all their income, and thus must save. And insofar as they are business owners, their




    natural selfishness and rapacity19




    is regulated by their very desire for profit:




    The real and effectual discipline which is exercised over [an employer or other economic actor] is not that of [outside parties including government], but that of his customers. It is the fear of losing their employment which restrains his frauds and corrects his negligence.




    F. Reliance on Enlightened Self-Interest as the Chief Economic Motivator




    Not surprisingly, the following are some of the most frequently cited passages of The Wealth of Nations:




    [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 to truck, barter, and exchange one thing for another.




    In civilized society [an individual] stands at all times in need of the cooperation and assistance of great multitudes, while his whole life is scarce sufficient to gain the friendship of a few persons. It is in vain for him to expect . . . [assistance] . . . from [the] benevolence [of others] only. He will be more likely to prevail if he can interest their self-love in his favor, and show them that it is for their own advantage to do for him what he requires of them.




    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.




    Every individual is continually exerting himself to find out the most advantageous 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.




    As every individual, therefore, endeavors as much as he can, both to employ his capital in the support of domestic industry, and so to direct that industry that its produce may be of the greatest value; every individual necessarily labors to render the annual revenue of the society as great as he can. He generally, indeed, neither intends to promote the public interest, nor knows how much he is promoting it.




    By preferring the support of domestic 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; 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.




    Nor is it always the worse for the society that it was no part of it. By pursuing his own interest, he frequently promotes that of the society more effectually than when he really intends to promote it. I have never known much good done by those who affected to trade for the public good. It is an affectation, indeed, not very common among merchants, and very few words need be employed in dissuading them from it.




    The species of domestic industry which his capital can employ, and of which the produce is likely to be of the greatest value, every individual, it is evident, can in his local situation judge much better than any statesman or lawgiver can do for him. The statesman, who should attempt to direct private people in what manner they ought to employ their capitals, would not only load himself with a most unnecessary attention, but assume an authority which could safely be trusted, not only to no single person, but to no council or senate whatever, and which would nowhere be so dangerous as in the hands of a man who had folly and presumption enough to fancy himself fit to exercise it.




    Smith has sometimes been dismissed as a proponent, even a salesman, of selfishness. This is false. In his first book, The Theory of Moral Sympathy, Smith says that human beings are often moved to altruism by what he calls sympathy (we might call it empathy), which he clearly regards in a very positive light.




    At the very last Smith wants our self-interest to be rational and enlightened. He is well aware of how irrational self-interest can be and how it has torn societies asunder and kept them poor. The main point here is that no amount of human goodwill or altruism will create the orderly webs of cooperation that we all need in order to survive. Nor will a command and control system led from the top by government, even a more honest government than we actually get, succeed.




    It is only free markets, pitifully hampered and constrained as they have been by misguided government interventions, which have got us as far as we have come, by channeling our aggressions away from violence and theft and toward constructive enterprise. And it is free markets alone which offer any hope of eliminating poverty in an environmentally and economically sustainable way.




    By emphasizing enlightened self-interest, Smith was no doubt being a realist, and no doubt making an important point. But as this author argued in Are the Rich Necessary?, self-interest—even enlightened self-interest—is over-emphasized. The gist of the argument is that the private market system is not fundamentally grounded in self-interest:




    Adam Smith seriously erred in suggesting that it was, and his authority has misled us for centuries. The market system teaches naturally selfish people to put aside their selfishness and practice some of the “highest” values of social cooperation that human beings have ever achieved.




    “Market values” are the diametrical opposite of “every man for himself.” The “self-interest model” so beloved of economists is completely illusory. A young person may proclaim: “I will start my own business in order to be my own boss.” But if he or she persists in this illusion, the new business will fail, as most do. In order to start and run a successful business, one must be willing, above all, to subordinate oneself in the service of others. One must serve one’s customers and one must also serve and respect and nurture one’s employees.




    Sometimes “bosses” are so talented or lucky that they do well without fully learning these lessons. Even then, they do not do nearly as well as they might have. The iron rule is: everything else being equal, the better you serve, the better you do. Predation, exploitation, parasitism, or greed may make this transaction, or even this year’s profits, fatter. But a business is defined as the present value of all future profits, and these true profits are ruined by selfishness, even so-called “rational” selfishness.




    “Market” values are not easy. They are extremely demanding, and in many cases take generations to learn. Nor are they “lower than” or “separate from” religious values. It is true that they are not identical to religious values, but they are rather “complementary” to religion and have arguably done as much as religion to “civilize” us, especially given the dark side of religion exemplified by religious wars. It is no coincidence that it was defenders of free markets who led the battle against world slavery and finally won it, against large odds, in the nineteenth century. As economist George Stigler writes:




    

      Important as the moral influences of the market place are, they have not been subjected to any real study. The immense proliferation of general education, of scientific progress, and of democracy are all coincidental in time and place with the emergence of the free enterprise system of organizing the market place. I believe this coincidence was not accidental.20


    




    A critic of free markets, Liah Greenfield, has asserted in her book, The Spirit of Capitalism: Nationalism and Economic Growth, that nationalism promotes free-market growth. The truth is just the opposite. “Market values” are at odds with nationalism, tribalism, racism, and sectarianism of all kinds, and continually teach us to tolerate, work with, and ultimately appreciate people wherever and however we find them.




    The hostile attitude of most economists toward the idea of the market as a source of moral values is hard to fathom, although it may simply reflect a lack of personal familiarity with business. Listen to Geoffrey Martin Hodgson:




    

      The firm has to compete not simply for profit but for our confidence and trust. To achieve this, it has to abandon profit-maximization, or even shareholder satisfaction, as the exclusive objectives of the organization.21


    




    This is quite wrong. In truth, confidence and trust do not in the least conflict with profits. On the contrary, one cannot have the latter without the former, as great businesses have shown throughout history.




    Perhaps the ultimate wrong note of this kind was sounded by economist John Kenneth Galbraith, past president of the American Economics Association, when he wrote that




    

      there is nothing reliable to be learned about making money. If there were, study would be intense and everyone with a positive IQ would be rich.22


    




    What Galbraith, like others, failed to see is that one does not necessarily need a high IQ to make money, but rather the right personal values, in particular an ardor to serve others and a degree of realism about how to do it (since in markets, as in life generally, good intentions alone do not suffice).23




    US president Calvin Coolidge, like Smith a free market icon noted for a certain stringency of tone, got it right when he said that the business of America was business but that business “rest[ed] squarely on the law of service [which had its] main reliance on truth, faith, and justice.”24




    G. Honest Money




    It may be debated whether Smith over-emphasized rational self-interest. It may also be debated whether he got government monetary policy right. This author for one thinks he got it mostly wrong. Given that monetary policy has had such a large impact on economic affairs since his day, and also given Smith’s immense authority, it is worth taking a moment to consider what exactly The Wealth of Nations said about this subject.




    In the first place, Smith objects to government issued paper money. His argument is sensible:




    The paper currencies of North America consisted, not in bank notes payable to the bearer on demand, but in a government paper, of which the payment was not eligible till several years after it was issued; and though the colony governments paid no interest to the holders of this paper, they declared it to be, and in fact rendered it, a legal tender of payment for the full value for which it was issued.




    Allowing the colony security to be perfectly good, a hundred pounds payable fifteen years hence, for example, in a country where interest is at six per cent, is worth little more than forty pounds ready money. To oblige a creditor, therefore, to accept of this as full payment for a debt of hundred pounds actually paid down in ready money, was an act of such violent injustice, as has scarce, perhaps, been attempted by the government of any other country which pretended to be free. It bears the evident marks of having originally been, what the honest and downright Doctor Douglas assures us it was, a scheme of fraudulent debtors to cheat their creditors.




    As suggested above, Smith does not object to paper money issued by banks, assuming it is backed by gold or silver, and that it is restricted and regulated by government:




    If bankers are restrained from issuing any circulating bank notes, or notes payable to the bearer, for less than a certain sum; and if they are subjected to the obligation of an immediate and unconditional payment of such bank notes as soon as presented, their trade may, with safety to the public, be rendered in all other respects perfectly free.




    He says that these government restrictions are necessary because some banks act foolishly:




    Had every particular banking company always understood and attended to its own particular interest, the circulation never could have been overstocked with paper money. But every particular banking company has not always understood or attended to its own particular interest, and the circulation has frequently been overstocked with paper money.




    It is not, however, just the bankers who are responsible for this problem:




    The over-trading of some bold projectors in both parts of the United Kingdom was the original cause of this excessive circulation of paper money.25




    Smith is aware that calling for government intervention into banking affairs is inconsistent with the rest of his argument:




    To restrain private people, it may be said, from receiving in payment the promissory notes of a banker for any sum, whether great or small, when they themselves are willing to receive them; or, to restrain a banker from issuing such notes, when all his neighbors are willing to accept of them is a manifest violation of that natural liberty, which it is the proper business of law not to infringe, but to support. 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 or 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.




    Smith also seems to have rejected the worry that allowing paper bank notes would lead to consumer price inflation:




    The increase of paper money, it has been said, by augmenting the quantity, and consequently diminishing the value, of the whole currency, necessarily augments the money price of commodities. But as the quantity of gold and silver, which is taken from the currency, is always equal to the quantity of paper which is added to it, paper money does not necessarily increase the quantity of the whole currency.




    Smith adds that it is proper for government to regulate and restrict the interest rates that banks charge:




    In countries where interest is permitted, the law in order to prevent the extortion of usury generally fixes the highest rate which can be taken without incurring a penalty. . . . In a country such as Great Britain, where money is lent to government at three per cent and to private people, upon good security, at four and four-and-a-half, the present legal rate, five per cent is perhaps as proper as any.




    There is an acknowledgment that ready access to cheap but fluctuating bank credit poses a special problem for the conservative business operator. If a business can earn 8% on its capital, it can earn a great deal more by augmenting that capital by borrowing at 4%. The extra profits may in turn enable this business, through borrowing, to expand faster than its competitors, cut price, or otherwise drive competitors out of business. The more conservative business may thus feel itself obliged to borrow whether or not it wishes to, and then both imprudent and prudent business may both collapse if credit is suddenly withdrawn.




    Since Smith’s time, we have witnessed great credit expansions and great collapses. These have become ever more dramatic and more troublesome, and have not been arrested by the creation of government central banks, indeed they appear to have become worse. In our day, banks are no longer able to print their own paper money. But they are able to issue checks, and these checks act as money. So one way or another, both banks and central banks are able to expand and contract both the supply of money in the economy and the availability and terms of credit.[d]




    In Smith’s day, there was still a debate about whether banks should be able to lend more than the money that was actually in the vault. It was not at all clear that they could. Banks began as gold and silver warehouses, and other warehouses were not (and are not) permitted to lend more than they hold or to lend at all without the depositor’s explicit permission. Eventually, long after Smith’s death, it was decided by courts that banks, unlike other warehouses, could do these things, even though this “fractional reserve banking system” expanded and contracted both money and credit in an unpredictable and often erratic way, which in turn contributed to economic booms and busts.




    Unaccountably, Smith is mostly silent about all this. He seems to excuse loose credit, so long as it is regulated by government, even though elsewhere he argues that government regulation cannot work, and that government, being chronically short of funds, will adopt every furtive and destructive device to fund itself. If government cannot be trusted to impose honest taxes or rein in its borrowing, how can government be entrusted with control of the entire money and lending system? No wonder that some contemporary free market economists are so critical of Smith.




    Wealth of Nations also argued that




    the quantity of money . . . must in every country naturally increase as the value of the annual produce increases. The value of the consumable goods annually circulated within the society being greater, will require a greater quantity of money to circulate them.




    This proposition may seem obviously true, but actually needs a second look. There is no empirical evidence that additional money is needed as an economy expands. If an economy consists of four identical tools and four dollars, the production of four more tools does not require the production of four more dollars. In the first instance, the tools may each be worth $1. In the latter, the price falls to 50¢. In either case, the role of money, which in this case is to make it possible to trade goods, remains unaffected.




    Why does Smith’s lapse on this point matter? Because he himself says that




    no complaint is more common than that of a scarcity of money.26




    He adds that




    the attention of government never was so unnecessarily employed, as when directed to watch over the preservation or increase of the quantity of money in any country.




    But, this injunction notwithstanding, the idea that the money supply must continually increase has been one of the prime justifications for government control of money. It was the supposed need for an “elastic currency” that was invoked in order to pass legislation creating the US Federal Reserve Board in 1913. Of course no one at that time imagined how rapidly the new central bank would run the monetary printing presses, especially during the 1920s boom, the dot com boom of the 1990s, the housing boom that followed, or especially after the Crash of 2008, or that all the new money created would reduce the purchasing power of the dollar over a little less than a century by about 97%.




    As economist Ludwig von Mises has noted,




    if one looks at the catastrophic consequences of the great paper money inflations, one must admit that . . . it would be futile to retort that these catastrophes were brought about by the improper use which the governments made of the powers that credit money and fiat money placed in their hands and that wise governments would have adopted sounder policies. As money can never be neutral and stable in purchasing power, a government’s plans concerning the determination of the quantity of money can never be impartial and fair to all members of society. Whatever a government does in the pursuit of aims to influence the height of purchasing power depends necessarily upon the rulers’ personal value judgments. It always furthers the interests of some groups of people at the expense of other groups. It never serves what is called the commonweal or the public welfare. In the field of monetary policies too there is no such thing as a scientific ought.27




    It must be stressed that what has been characterized here as Smith’s monetary errors are debated. This author regards them as disastrous for subsequent economic history. If only, one wonders, Smith had got this right—how much boom and bust and human suffering would have been averted. But conventional opinion in contemporary economics disagrees. It is either not much concerned with Smith’s monetary policy, or agrees with it, or excuses it.




    There is a consensus among economists about some of Smith’s other errors. The notion that




    the most decisive mark of the prosperity of any country is the increase of the number of its inhabitants,




    is not correct. The statement that




    the greatest improvements in the productive powers of labor . . . seem to have been the effects of the division of labor,




    is only partly correct. Capital accumulation (which Smith embraces) and new technology arguably matter as much. It is worth noting that there is not much said about technology in The Wealth of Nations and nothing at all about the industrial revolution that was taking shape in Britain at the time. Also missing is the role of the entrepreneur, something mentioned by two earlier apostles of free markets, Cantillon and Turgot.




    There are more lapses. No one today agrees that agriculture is inherently more productive than manufacturing, or that housing and services do not count at all as productive economic activity,28 only as here today and gone forever tomorrow consumption. Many economists also disagree with Smith’s approval of retaliatory tariffs29 (tariffs raised to combat others). It might be added that retaliatory tariffs are the kind of loophole that crony capitalist governments and their private interest friends love. Cannot all tariffs, in the same way be characterized as retaliatory?




    Smith’s most notorious and generally accepted blunder was his theory of what made goods valuable and how they were priced. As we shall see, this blunder mattered a great deal, but first we should let Smith speak for himself on this important subject of economic valuation:




    What are the rules which men naturally observe, in exchanging either money, or [goods]? These rules determine what may be called the exchangeable value of goods.




    The word value, it is to be observed, has two different meanings, one may be called “value in use”; the other, “value in exchange.” The 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. Nothing is more useful than water; but it will purchase scarce anything; scarce anything can be had in exchange for it. A diamond, on the contrary, has scarce any value in use; but a very great quantity of other goods may frequently be had in exchange for it.




    Every man is rich or poor according to the degree in which we can afford to enjoy the necessaries, conveniences, and amusements of human life. But after the division of labor has once thoroughly taken place, it is but a very small part of these with which a man’s own labor can supply him. The far greater part of them he must derive from the labor of other people, and he must be rich or poor according to the quantity of that labor which he can command, or which he can afford to purchase.




    The value of any commodity, therefore, to the person who possesses it, and who means not to use or consume it himself, but to exchange it for other commodities, is equal to the quantity of labor which it enables him to purchase or command. Labor therefore, is the real measure of the exchangeable value of all commodities.




    As a corollary of this, high or low wages and profit are the causes of high or low price. It is because high or low wages and profit must be paid, in order to bring a particular commodity to market, that its price is high or low.




    At all times and places, that is dear which it is difficult to come at, or which it costs much labor to acquire; and that cheap which is to be had easily, or with very little labor. Labor alone, therefore, never varying in its own value, is the ultimate and real standard by which the value of all commodities can at all times and places be estimated and compared. It is their real price; money is their nominal price only.




    When the price of any commodity is neither more nor less than what is sufficient to pay the rent of the land, the wages of the labor, and the profits of the stock employed in raising, preparing, and bringing it to market, according to their natural rates, the commodity is then sold for what may be called it natural price.




    The actual price, at which any commodity is commonly sold, is called its market price. It may either be above, or below, or exactly the same with its natural price.




    The market price of every particular commodity is regulated by the proportion between the quantity which is actually brought to market, and the demand of those who are willing to pay the natural price of the commodity, or the whole value of the rent, labor, and profit, which must be paid in order to bring it thither.




    Such people [who pay the price] may be called the effectual demanders, and their demand the effectual demand; since it maybe sufficient to effectuate the bringing of the commodity to market. It is different from the absolute demand. A very poor man may be said, in some sense, to have a demand for a coach and six horses; he might like to have it; but his demand is not an effectual demand, as the commodity can never be brought to market in order to satisfy it.




    The preceding makes some useful points, but is generally garbled. As economist Joseph Schumpeter and others have noted, it seems to express several different theories of economic pricing: usefulness; labor cost; difficulty of acquisition; imbedded rent, labor, and profit; supply and demand—with perhaps an overall emphasis on labor cost.




    Smith’s mentor, the noted philosopher (and economist) David Hume, read Wealth of Nations during his final illness. He approved highly of it, but at once noted the error on pricing: “If you were at my fireside, I should dispute some of your principles. I cannot think . . . but that price is determined altogether by the quantity and the demand.”30




    In other words, a product is not worth the labor in it, or even the rent, labor, and expected profit. It is worth whatever someone is willing to pay for it. Moreover, the seller and buyer do not make an equal exchange. The seller values cash more than the product; the buyer the reverse. This is possible because valuation is subjective in nature.




    By the late 19th century, approximately a century after Smith, economists had worked all this out. But in the meantime Karl Marx had seized on Smith’s “labor theory of value” to justify an attack on what he called, in his own verbal coinage, capitalism. If labor is what makes goods valuable, then workers should not share that value with capitalists. Profit in this view is both unnecessary and illegitimate.




    Marx agreed that capital investment and equipment entered into the equation, but these were characterized as labor from the past. He did not attempt to explain why today’s laborers deserved emolument from labor of the past, or how any of this squared with the dictum “from each according to his ability, to each according to his need.”31 But insofar as Marx depended on a labor theory of value, it may be said that Marxist communism depended on Smith.




    Well, we all make our mistakes. And we cannot choose what others will do with our ideas. The unmistakable truth remains that Adam Smith very much deserves his central place in the pantheon of economic thinkers, not because he got free market theory right, but because he got mercantilism/crony capitalism so unmistakable right.




    In Smith’s day, as in our day, it is crony capitalism that rules the roost. This is hard on all of us, but especially the poor and disadvantaged. As Smith states, this is a very sorry state of affairs, and we should not accept it. We should lay bare the flaws of the current system and demand reform, just as Smith and our 18th century forebears did. And we should take special care not to get sidetracked by false panaceas offered by “correctors” of Smith such as Marx or John Maynard Keynes, precisely because their “corrections” lead in practice to more rather than less crony capitalism.[e]




    —Hunter Lewis




    A Biographical Sketch




    Adam Smith (1723–1790) was born in Kirkcaldy Scotland where his father who died a few months before his birth, had been controller of customs. At age three he was taken to visit an uncle, where, playing alone, he was seized by a group of “tinkers.” Fortunately this was noticed and after a hot pursuit, the boy was abandoned and recovered. But for this recovery, we might never have had The Theory of Moral Sentiments, Smith’s first book, or The Wealth of Nations.




    In 1737 Smith enrolled at the University of Glasgow, where he studied under Hutcheson, who became an important mentor and source of his ideas. In 1740 he went to Oxford, where appalled by the utter sloth and neglect of students by teachers, he nevertheless stayed seven years. This was followed by two years at home with his mother, Margaret; then a period of three years lecturing in Edinburgh, where he met and became greatly influenced by the philosopher and economist David Hume; then a move back to Glasgow as professor of logic in 1751, which led to the chair of moral philosophy (then incorporating economics) a year later.




    Smith remained at Glasgow for almost twelve years. Later he described it as “by far the most useful, and therefore by far the happiest period of my life.”32 In 1763, four years after the publication of his first book established his name throughout Britain, he was asked to accompany the young Duke of Buccleuch on a continental tour. This was a very lucrative offer, involving a lifetime pension, and Smith decided to resign his professorship.




    Smith and the young Duke got along very well, residence in Paris opened up a new world including the most famous economist of the day, François Quesnay, as well as Anne-Robert-Jacques Turgot, another exponent of free markets and critic of the dominant mercantilist policies of the day. Two and a half years into the tour, the Duke’s younger brother was suddenly murdered in France, and the party returned to Britain.




    For ten years beginning in 1766, Smith lived with his mother at Kirkcaldy, engaged in writing The Wealth of Nations. He also described this period as one of great happiness. He was able to send the completed work to his close friend David Hume and also to visit him just prior to his death. Smith’s attack on mercantilism really took up where Hume had left off in his own economic writing. Smith also published a letter (to W. Strahan, Smith’s publisher) describing Hume’s last days, a warm tribute to his friend that offended many churchmen, because of Hume’s celebrated atheism.




    After the publication of The Wealth of Nations in 1776, Smith spent two years in London, enjoying the success of his book and increasing fame. In 1778, his reputation and especially the efforts of the Duke of Buccleuch secured him the office of Commissioner of Customs in Scotland, a very handsomely remunerated post, and he moved back to Scotland, taking a house with his mother in Edinburgh. Between his new stipend and the continuing pension from the Duke, Smith was now fairly rich, and it is thought that he spent much of it on secret charities.




    Smith’s mother died in 1784, then two years later, his cousin, Tane Douglas, who also lived with him. Thereafter his health failed, he suffered, and finally died on July 17, 1790. By his will, most of his unpublished manuscripts were burned, but some survived.




    

      

        a Note that this describes the condition of the United States at the date of publication of this book.


      




      

        b Smith was living before the fully global economy but his point still remains valid, that saving is needed to fund investment. Some economists, most notably John Maynard Keynes, have assumed that government-printed money could be substituted for savings, but both logic and economic history argue against this.


      




      

        c It is often argued by politicians and those not schooled in economics that the rich only benefit the economy by spending on luxuries, and that their tendency to save will depress rather than stimulate the economy. This argument is then translated into a call for very high tax levels for the rich. Smith shows that this is quite false. Saving is also a form of spending, and when channeled into well-considered investments, the most valuable kind of spending for an economy.


      




      

        d For a more complete explanation of how this works see Hunter Lewis, Are the Rich Necessary? (Mt. Jackson, VA: Axios Press, 2009), 303.


      




      

        e For more on John Maynard Keynes and crony capitalism, see Hunter Lewis, Where Keynes Went Wrong (Mt. Jackson, VA: Axios Press, 2009).
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