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I. Introduction: Unfinished Project
In the last paragraph of the first edition of The Theory of Moral Sentiments, Adam Smith announced his future project as “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, but in what concerns police, revenue, and arms, and whatever else is the object of law” (TMS VII.iv.37). Unfortunately, as the ‘Advertisement’ to the Sixth and last edition The Theory of Moral Sentiment testifies, this project was left unfinished, although part of it became materialized as The Wealth of Nations.
This paper is an attempt to reconstruct Adam Smith’s unfinished project, by exploring strong and intricate linkages between knowledge, markets and governance in the works of Adam Smith. It has been well-recognized in the literature that Smith’s growth theory is “endogenous” one (Lowe 1954), and Smith developed a highly sophisticated institutional analysis (Rosenberg 1960). This paper goes further in arguing that Adam Smith conceived one of the most ambitious and complicated projects in the history of economic thought: he tried to construct an endogenous system in which almost all elements in the economy are closely interrelated, with very few exogenous factors such as human nature. The Wealth of Nations, in particular, displays his vision of endogenous economic development, and historical and comparative institutional analysis, which will be the central focus of the paper.
In Smith’s project, the prime mover of economic development is the division of labour (Schumpeter 1954, 187). The role of knowledge is underscored in its relation to the division of labour: it generates ‘’skill, dexterity and judgment” of the working population, which leads to generalized increasing returns at the economy level (Buchanan and Yoon 1994). For Smith, a firm egalitarian in human capacity, knowledge creation and acquisition are fundamental to economic and social progress. Noteworthy is the fact that “philosophers or men of speculation” (WN I.i.9), scientists and inventors, emerge and gain increased importance in the economy through social networks of the division of labour.
The division of labour is based on exchange (that the “division of labour is limited by the extent of the market”), which leads Smith to accord market the most important institution of the economy. According to Smith, the market itself does not guarantee a desirable outcome, however. First, it requires competition in a market as a disciplinary mechanism. The case in point is monopoly, which stifles incentives for improvements. Monopoly also leads to careless management, his discussion of joint-stock companies foreshadowing the modern discussion of corporate governance.
This in turn leads us to the second mechanism for ensuring a well-functioning market economy, “laws and institutions,” or governance at the economy. Rule of law, especially in the form of the establishment and enforcement of property rights and contracts, is vital to sustain the market economy.
 The very existence of government is considered to secure property rights. With his discussion of the historical development of law and political institutions, Smith attempted to connect knowledge, market, and governance in his work.

The paper proceeds as follows. Section II elaborates the contention that knowledge is the driving force of the Smithian economic development. Section III turns to the role of market as a disciplinary mechanism with applications to a wide variety of social activities. Section IV discusses the issue of institutions including the government. Section V concludes the paper.
II. “Skill, Dexterity, and Judgment”: Knowledge

Adam Smith’s project could be understood as comprising three interrelated elements, human nature assumption, endogenous economic development, and endogenous historical and comparative institutional analysis.
Human nature assumption lies at the foundation of Smith’s project. First, Smith defined human being as an exchanging animal as distinct from other animals: the “propensity to truck, barter, and exchange one thing for another” is “common to all men, and to be found in no other race of animals” (WN I.ii.1). Exchange requires language and notion of contract: Smith even suggested this propensity to be “the necessary consequence of the faculties of reason and speech” (WN I.ii.2).
Secondly, Smith took the equality of human beings quite seriously
: 
difference of natural talents in different men is, in reality, much less than 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 I.ii.4).
Although he did not take the so-called ‘essentialist’ view on human nature in the sense that he asked questions such as “what in human nature make virtuous behaviour possible”(Mehta 2006, p.248), he firmly believed in this equality assumption more or less as an axiom.

Thirdly, Smith the eighteenth-century thinker recognized complex nature of human nature. Although Smith accorded the “desire to bettering our condition” (WN II.iii.28) a dominant role among human motives, arguing it to be “uniform, constant, and uninterrupted” (WN II.iii.31), he juxtaposed it with “passions,” a wide variety of motives such as overconfidence, pride, vanity, love for dominance and control, envy and rapacity. Indeed, the running theme of Smith and most of his contemporaries is the considerations of the circumstances in which “passions” do not coincide with real “interests”.
 The ramifications of these conflicts among motives will be taken up in due course.
Smithian human nature assumptions have implications, positive and normative. On positive aspect, his modeling strategy of endogenous economic growth follows from his equality in human nature assumption: economic development should be possible for all nations in principle, and one should explain successes and failures of development throughout the world without recourse to differences in nations. This in part explains why Smith downgraded the role of exogenous factors such as resource endowments, fertility of the soils, or geographical locations.

On normative aspect, the equality in human nature assumption is closely related to the notion that the equal things should be treated equally. This leads in turn to Smith’s critical stance toward all kinds of “preference and restraints,”—monopoly, protectionism and unnecessary regulation. The Smithian social choice rule is a corollary of the equality of human beings, therefore Smith took a “rough” or “robust” utilitarian stance, with an additional factor into consideration: he weighed the distribution among the population, regarding the “far greater part” of the society highly (Levy 1995). This gives him the powerful justification for economic development:
Is this improvement in the circumstances of the lower ranks of the people to be regarded as an advantage or as an inconveniency to the society? The answer seems at first sight abundantly plain. 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 of the members are poor and miserable (WN I.viii.36).
As Smith recognized, happiness of the lower ranks of the people includes a better chance for bringing up children: “poverty, though it does not prevent the generation, is extremely unfavourable to the rearing of children” (WN I.viii.38). Economic development increases the amount of subsistence, which would relax “limits to the further multiplication of the human species” (WN I.viii.39).

Smith’s project of endogenous economic development was based on these Smithian human nature assumptions: especially, the assumption of the equality in human capacity entails the significance of knowledge acquired through “habit, custom, and education” (WN I.ii.4). This assumption does not mean that Smith ignored any difference in abilities. On the contrary, he did admit that “[t]o excel in any profession, in which but few arrive at mediocrity, is the most decisive mark of what is called genius or superior talents” (I.x.b.24). Nevertheless, Smith firmly believed that when a philosopher and a common street porter “came into the world, and for the first six or eight years of their existence, they were, perhaps, very much alike, and neither their parents nor play-fellows could perceive any remarkable difference” (WN I.ii.4).
Smith stressed the endogenous nature of knowledge creation against which the primacy of the division of labour should be understood. There are at least five sources of knowledge accumulation in Smith’s system, skill formation of the working population, human capital accumulation, invention-innovation, the progress of science, and technology transfer. Noteworthy is the fact that all five are endogenized to the system through the division of labour. It is crucial to understand the Smithian division of labour entailed both the task-specific and societal ones (Rosenberg 1965; Elmslie 1994; Smith 2006).
The key to the endogenization is Smith’s linking the division of labour with capital accumulation: stocks must be preserved before the division of labour is made possible, while the increased productivity gain from the division of labour ensures in turn further capital accumulation.
 This linkage enabled Smith to recognize what would later be called human capital. The “acquired ad useful abilities of all the inhabitants or members of the society” constitutes the fixed capital: “A man educated at the expence of much labour and time to any of those employments which require extraordinary dexterity and skill, may be compared to one of those expensive machines” (WN I.x.b.6).
 In the growth process, total amount of knowledge of a society would increase, with composition and importance of different sources of knowledge would change.
 Although Smith was aware of the deteriorating effects of the division of labour on the intelligence of the working population, the ongoing societal division of labour ensures the increasingly important function of (Rosenberg 1965). The societal division of labour also leads to increased occupational differentiation between minor improvements carried out by the workmen and major ones conceived by “illustrious inventors” (Elmslie 1994). 
Even technology transfer is endogeneized, since technology transfer requires a certain capacity and stock on the side of a country to import technology: “A nation is not always in a condition to imitate and copy the inventions and improvements of its more wealthy neighbours; the application of these frequently requiring a stock with which it is not furnished” (ED, 579). 
In the course of developing his theory of endogenous economic development linking the division of labour and capital accumulation, saving motives became accorded a central role as the foundational human motives, the ‘desire of bettering our condition’ becoming the most dominant motive (Brewer 1999, 124):
the principle which prompts to save is the desire of bettering our condition, a desire which, though generally calm and dispassionate, comes with us from the womb, and never leaves us till we go into the grave…An augmentation of fortune is the means by which the greater part of men propose and wish to better their condition. It is the means the most vulgar and the most obvious; and the most likely way of augmenting their fortune is to save and accumulate some part of what they acquire, either regularly and annually, or upon some extraordinary occasions. …In the greater part of men, taking the whole course of their life at an average, the principle of frugality seems not only to predominate, but to predominate very greatly (WN II.iii.28).

The endogenization of knowledge has another dimension. According to Smith, the rule of law is crucial for the development of knowledge. It is a continuation of the Humean theme, yet, while David Hume considered the steps from security through curiosity to knowledge was subject to uncertainty, Smith went further than Hume in relating security to knowledge more firmly: “when law has established order and security, and subsistence ceases to be precarious, 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 all together” (EPS, ‘History of Astronomy’, III.3).

Schumpeter’s following remark is well-known: “Though, as we know, there is nothing original about it, one feature must be mentioned that has not received the attention it deserves: nobody, either before or after A. Smith, ever thought of putting such a burden upon division of labor…Technological progress, ‘invention of all those machines’---and even investments---is induced by it and is, in fact, just an incident of it” (Schumpeter 1954, 187). His remark was intended as a slight, but Smith would have taken it as a compliment.
III. Markets
In Smith’s system, markets are accorded a special place: they are the foundational institution, since they are rooted in the Smithian human nature assumption, human beings are exchange animals.
Markets also serve as knowledge-knowledge-enhancing and disciplinary institutions. As the Smithian dictum that the “division of labour is limited by the extent of the market,” markets enlarge the scale and scope of the division of labour, which in turn facilitates knowledge of the economy.

The proper functioning of markets requires competition, however. With competition, markets serve as a disciplinary institution. It is against this background that one could understand the following sentence: “Monopoly…is a great enemy to good management, which can never be universally established but in consequence of that free and universal competition which forces every body to have recourse to it for the sake of self-defense“(I.xi.b.5). Competition has an impact on the quality. For instance, the restrictions on woolen trade had more effects on quality than on quantity: “though its effect upon the quantity of the annual produce may not have been very considerable, its effect upon the quality, it may perhaps be thought, must necessarily have been great” (WN IV.viii.27). On the other hand, “Rivalship and emulation render excellency, even in mean professions, an object of ambition, and frequently occasion the very greatest exertions” (WN V.i.f.4).
The competitive condition of the market cannot be maintained automatically, since there is an opposite incentive for an individual entrepreneur:
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 (WN I.xi.p.10).
It depends on the political and legal structure to maintain the competitive condition, which will be discussed more in the next section.

The prime example of importance of competitive markets as disciplinary institution is Smith’s analysis of joint-stock companies (Anderson and Tollison 1982). Smith did not regard the performance of joint-stock companies highly, since they did not survive the market. The major problem is the lack or misdirection of the incentives of managers created in a principal-agent setting: owners of joint-stock companies had difficulty in disciplining clerks and servants of the companies.
 “The directors of such companies, however, being the managers rather of other people’s money than of their own, it cannot well be expected, that they should watch over it with the same anxious vigilance with which the partners in a private copartnery frequently watch over their own” (WN V.i.e.18). Since “Negligence and profusion…must always prevail, more or less, in the management of the affairs of such a company,” joint-stock companies for foreign trade “have seldom been able to maintain the competition against private adventurers” without an “exclusive privilege”. In other words, competitive pressure would force inefficient companies to exit.
The application extends further to university education and religious activities (Rosenberg 1960; Ekelund et al. 2005). At the University of Oxford, where Smith himself studied, “the greater part of the publick [sic] professors have, for these many years, given up altogether even the pretence of teaching”(WN V.i.f.8), Smith suggested the charging fees to the students as a solution to the principal-agent problem. 

His analysis of religion is also insightful. He was decidedly against the monopolization of religious activity by a state-sanctioned church (WN Vi.i.g.17). Believing in people’s diverse demand for religion, Smith “advocated laissez-faire among demanders of religion for a vital reason, namely, that concepts of religion—the afterlife, moral behavior, eternal reward, and so on—differed among individuals” (Ekelund et al. 2005, 650-1). In the end, he envisioned through competition, the emergence of “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”(WN VI.i.g.8). Competitive markets could serve not only as a knowledge-enhancing institution, but also truth-seeking institution.
IV. “Laws and Institutions”: Governance
Adam Smith conceived the system of natural liberty as the ideal institutional state:
All systems either of preference or of restraint, therefore, being thus completely taken away, 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 interest of the society (WN IV.ix.51).

It should be noted, however, that even under the system of natural liberty, some regulations are justified on the utilitarian grounds: “those exertions of the natural liberty of a few individuals, which might endanger the security of the whole, are, and ought to be, restrained by the laws of all governments; of the most free, as well as of the most despotical” (WN II.ii.94). For example, regulations on banking practice were justified on this ground (West 1997). More specifically regarding the knowledge-generation process, Smith acknowledged public good character of knowledge, which justified patents (WN V.i.e.30). Therefore, it is quite misleading to describe the Smithian system as one of “laissez faire”: competitive market system works best when they are supported by a proper legal and institutional structure (Viner 1928; Samuels and Medima 2005). But there are some remaining issues such as whether and to what extent the system of natural liberty would materialize. In other words, a proper legal and institutional structure does not realize automatically.
Smith’s account of “laws and institutions” is the integral part of his unfinished project. Adam Smith discussed two issues on “laws and institutions,” first, how an economy and an agent within it would respond to given “laws and institutions”, and second, how these “laws and institutions” are formed.
Smith’s analysis of the first question is best illustrated with his discussion of the Chinese stagnation. China stagnated under certain “laws and institutions”: “China seems to have been long stationary, and had probably long ago acquired that full complement of riches which is consistent with the nature of its laws and institutions. 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” (emphasis added; WN I.ix.15). The problem of the Chinese stagnation was attributed to the lack of foreign trade and the insecurity of property rights:
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. In a country too, 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 mandarines, 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 (WN I.ix.15). 

Smith also considered the possible question of why China nevertheless developed; Smith turns to the extent of the market argument again, this case the extent of the inland market: 

the great extent of the empire of China, the vast multitude of its inhabitants, the variety of climate, and consequently of productions in its different provinces, and the easy communication by means of water carriage between the greater part of them, render the home market of that country of so great extent as to be alone sufficient to support very great manufactures, and to admit of very considerable subdivisions of labour. The home market of China is, perhaps, in extent, not much inferior to the market of all the different countries of Europe put together (WN IV.ix.41). 
But his point remained intact, reinforcing the importance of alternative institutional arrangements: 

A more extensive foreign trade, however, which to this great home market added the foreign market of all the rest of the world; especially if any considerable part of this trade was carried on in Chinese ships; could scarce fail to increase very much the manufactures of China, and to improve very much the productive powers of its manufacturing industry. By a more extensive navigation, the Chinese would naturally learn the art of using and constructing themselves all the different machines made use of in other countries, as well as the other improvements of art and industry which are practised in all the different parts of the world. Upon their present plan they have little opportunity except that of the Japanese (WN IV.ix.41).
 

The second question of explaining the emergence and development of a particular set of “laws and institutions” was a challenging one in the sense Smith had to explain both successes and failures of actual institutional arrangements. As he stated explicitly, Smith leaned toward the argument that there is a strong tendency for any nation to develop successfully: “This frugality and good conduct, however, is upon most occasions, it appears from experience, sufficient to compensate, not only the private prodigality and misconduct of individuals, but the publick extravagance of government” (WN II.iii.31). However, the entire Book III of the Wealth of Nations, “Of the different Progress of Opulence in different Nations,” shows many opposite lessons; many governments had failed to adopt proper sets of institutions: “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 may respects, entirely inverted…The manners and customs which remained after that government was greatly altered, necessarily forced them into this unnatural and retrograde order” (WN III.i.9).
It is true that Great Britain succeeded in implementing proper institutions requisite to development, such as the establishment of property rights. However, the British success was due to the peculiarity of the British institution where historical incidents made possible the de facto establishment of secure property rights of land, the “lease [of a land] for a long term of years”.
What happened in Britain was the virtuous cumulative causation process. First, the introduction and development of commerce and manufactures in cities and towns, especially stimulated by the importation of luxuries, led to the development of new tastes and demand, which in turn led the establishment of domestic production, contributing further to the development of country through demand for rude products, facilitated transaction of lands, and “order and good government”: “commerce and manufactures gradually introduced order and good government, and with them, the liberty and security of individuals, among 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” (WN III.iv.4).
Secondly, this change coincided with institutional changes. The initiating impulse was the introduction of luxuries—“a pair of diamond buckles perhaps, or for something as frivolous and useless”— to the large-scale landowning class (WN III.iv.10). Faced with the increased expenses, the landlords tried to raise more rents than before, while tenants needed something to compensate the raise. The establishment of more secure, “long lease” was the outcome through this renegotiation: “The expensive vanity of the landlord made him willing to accept of this condition; and hence the origin of long leases” (WN III.iv.13; WN III.iv.17).
However, this institution was limited to Great Britain: “The law which secures the longest leases against successors of every kind is, so far as I know, peculiar to Great Britain” (WN III.ii.15). On the other hand, in other parts of Europe such as France, “the term of their security was still limited to a very short period” (WN III.ii.16). Even in Britain, one of the most successful cases of institutional development, there remained backward institutions such as primogeniture and entails. They are “so contrary to nature, to reason, and to justice” (LJ (A)i.116), and inefficient, since they would reserve large landowners, who tend to be less efficient than small proprietors: on the other hand, “A small proprietor, however, who knows every part of his little territory, who views it all with the affection which property, especially small property, naturally inspires, and who upon that account takes pleasure not only in cultivating but in adorning it, is generally of all improvers the most industrious, the most intelligent, and the most successful (WN III.iv.19).
 Moreover, institutional inertia works, once an institution is established: “Laws frequently continue in force long after the circumstances, which first gave occasion to them, and which could alone render them reasonable, are no more” (WN III.ii.4).

The paradigmatic example of institutional failure was slavery: it exists, even though it is inefficient and unjust. Especially, Smith sympathized with the “hardships” of slaves (LJ (A) iii.94). His economic case for the abolition of slavery is based on his argument for the superiority of free labour: “It appears, accordingly, from the experience of all ages and nations, I believe, that the work done by freemen comes cheaper in the end than that performed by slaves” (WN I.viii.41). Inefficiency of slavery was rooted in the lack of incentives for improvements and inventiveness
: 

Slaves, however, are very seldom inventive; and all the most important improvements, either in machinery, or in the arrangement and distribution of work which facilitate and abridge labour, have been the discoveries of freemen. Should a slave propose any improvement of this kind, his master would be very apt to consider the proposal as the suggestion of laziness, and a desire to save his own labour at the master’s expence. The poor slave, instead of reward, would probably meet with much abuse, perhaps with some punishment. In the manufactures carried on by slaves, therefore, more labour must generally have been employed to execute the same quantity of work, than in those carried on by freemen (WN IV.ix.47).

Despite the apparent inefficiency of slavery, it would survive and persist. Indeed, slavery was the rule, while the system of free labour was the exception: “We are apt to imagine that slavery is entirely abolished at this time, without considering that this is the case in only a small part of Europe; not remembering that all over Moscovy and all the eastern parts of Europe, and the whole of Asia, that is, from Bohemia to the Indian Ocean, all over Africa, and the greatest part of America, it is still in use” (LJ (A) iii.101).
Why free labour, supposedly a more efficient and superior institution would not prevail? Smith turns to a particular human motive: “The pride of man makes him love to domineer, and nothing mortifies him so much as to be obliged to condescend to persuade his inferiors. Wherever the law allows it, and the nature of the work can afford it, therefore, he will generally prefer the service of slaves to that of freemen” (WN III.ii.10).
Smith was in turn obliged to explain the other side of the coin; why slavery was abolished in “some part of Europe”. Smith’s turns to a series of historical coincidence involving power struggle between the king and the church and slaveholders: slavery was abolished since the king and the church wanted to reduce the power base of the large slaveholders: “it was absolutely necessary both that the authority of the king and of the clergy should be great. Where ever any one of these was wanting, slavery still continues” (LJ (A) iii.121).

Therefore, it is no surprise that Smith was pessimistic about the prospect for abolishing slavery in the future. 
It is indeed allmost impossible that it should ever be totally or generally abolished. In a republican government it will scarcely ever happen that it should be abolished. The persons who make all the laws in that country are persons who have slaves themselves. These will never make any laws mitigating their usage; whatever laws are made with regard to slaves are intended to strengthen the authority of the masters and reduce the slaves to a more absolute subjection. The profit of the masters was increased when they got greater power over their slaves. The authority of the masters over the slaves is therefore unbounded in all republican governments (LJ (A) iii.101-2).
Here Smith uses a rudimentary political economy model in which the outcome is determined by political competition driven by its participants. The richness of Smith’s argument is that he also took into account the wide variety of motives, not necessarily confined to the self-interest in the narrower sense. 
Other examples of institutional failures can be summarized in the following table.

Table 1

	Nature of Failures
	Cases
	Reasons

	Failed Transition from the Feudal System
	Russia, Poland, Hungary, Bohemia, Moravia, Germany
	Remaining slavery, one sort or another

	Halted development
	Spain, Portugal, China
	Monopoly of trade, Closed trade

	Slow development
	Britain, France
	“Preferences and restraints”, remnants of inefficient institutions (primogeniture, entails)


The Smithian historical and comparative institutional analysis is summarized as follows. At the foundation lie human nature assumptions: “Natural inclinations of man” to “better our condition,” and to trade and exchange was strong as well as the human capacity to learn and form habit. As is illustrated in his discussion of the interaction between cities and country in the British development, tastes are also supposed to develop. Two forces operate in shaping the development of institutions: the “extent of the market” force, and politics. The former is assumed to be a positive, progressive, and beneficial force. The primary example is the discovery of America (WN I.xi.g.25). On the other hand, the latter could be either progressive or retrogressive depending on the particular policies which the political process takes: it could secure property rights, lift regulations, or open up markets; or it could maintain inefficient institutions, close or limit trade with foreign countries, establish monopoly companies, or set regulations. 

The Smithian analysis is best illustrated by his discussion of the effects of colony trade on the development of home country. The beginning of colony trade opened up an enormous opportunity for the home country, since it would expand the extent of the market, thus potentially initiating the virtuous development causation. However, it was also tempting for the political elites to exploit the situation for their own benefits, by monopolizing the trade. Once the latter effects overwhelmed the former, development came to a halt (WN IV.vii.c).
V. Concluding Remarks

We have argued that Smith attempted to present a complex, yet rich system in which economic development and institutional development were endogenously determined and interrelated to each other. Although it is no wonder that Smith’s project was left unfinished in the light of the tasks he confronted, we now witness a return to the endogenous, knowledge-based growth theory (Warsh 2006).
 

The current interest in economic growth has led to the resurgence in the interest in institutions, comparative and historical institutional analysis now being the forefront of research (Acemoglu and Robinson 2006; Greif 2006). Acemoglu et al. (2006) have classified four views on how institutions evolve, function, and differ: efficient, ideology, incidental, and social conflict.
 The efficient view considers institutions as the efficient outcome of deliberate choices by the member of the society. The ideology view stresses the importance of beliefs, ideas, and ideology at a particular time in explaining institutions. The incidental view emphasizes historical accidents and their persistent influence. The social conflict view, one which Acemoglu et al. 2006 endorse, envisions the institutions as the equilibrium outcome of complex political and social conflicts.

In modern parlance, Smith’s analysis clearly rejects the first view, since inefficient institutions such as primogeniture, entails, and slavery could survive and persist. His analysis contains some elements of the remaining three views, with the social conflict view being at the core. But also characteristic to Smith is the strong emphasis on accidental nature of institutional development: historical incidents could change the course of development for a long time; “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 I.viii.26; WN IV. b.17-21; WN IV.vii.b.51).
Probably the most significant Smithian theme is his behavioral assumption. With the advent of behavioral economics, this aspect of Smith attracts a certain attention among the modern scholars. They are especially interested in Smithian description of human behavior which entails not only the pursuit of self-interest in the narrow sense, but also a wide variety of motives such as myopia, loss-aversion, overconfidence, altruism, envy, and so on: “In short, Adam Smith’s world is not inhabited by dispassionate rational purely self-interested agents, but rather by multidimensional and realistic human beings” (Ashraf et al. 2006, 142). 

Noteworthy is the fact that Smith recognized the consequences of different motives on economic and institutional development, relating the workings of these motives with different institutional settings. Admittedly his analysis is rudimentary at best, and true that Adam Smith’s project has been left unfinished.
 But it is still worthwhile pursuing.
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� For a modern understanding of the role of property rights in economic development, see Boudreaux (2005) and the literature cited there.


� The importance and implications of this assumption have recently been explored in Levy and Peart (2005).


� From his reading of seventeenth and eighteenth century works, Stephen Holmes compiled the “principal antonyms of self-interest,” a list of twelve pairs of apparently contradicting motives, such as “animosity, enmity, and hatred” against “affection, attachment, and love” (Holmes, 1995, 57-8).


� Smith recognized the natural factors played an important role: England was “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” (WN III.iv.20). A new colony such as North American and West Indian colonies “must always for some time be more under-stocked in proportion to the territory, and more under-peopled in proportion to the extent of its stock, than the greater part of other countries” (WN I.ix.11). But this recognition did not lead him to build a growth model based on the diminishing returns to land. On analytical differences between eighteenth century and nineteenth century models, see Waterman 2000.


� As Levy 1995 speculates, people are more likely to sympathize with the conditions of children.


� The literature on Smith’s growth theory is voluminous. See, for example, Kerr 1993, Berdell 2002, Chapter 3.


� As Kiker (1966) points out, Smith is not the first to recognize the concept of human capital.


� It simply does not make sense to impose on Smith the distinction between the movement along the production function and the shift in the production function (Elmslie 1994). Therefore, Buchanan and Yoon (1994) prefer the term ‘generalized increasing returns’. Smith was also not worried about the compatibility of increasing returns and competition. See, however, Negishi 1985 for a different interpretation.


� It is well-known that John Rae later criticized Smith for failing to distinguish between small improvements and major ‘invention’ (Wakatabe 1998). His criticism should have been reexamined in light of Smith’s remarks.


� It should be noted that the linkage between the market and the division of labour was the recurring theme in Smith’s works, as two fragments on the division of labour and Early Draft testify.


� It is quite another matter to evaluate the empirical accuracy of Smith’s claims. The extent to which Smith used empirical facts accurately has been discussed and questioned by Rashid 1998, to the effect that Smith failed to grasp even basic facts.


� Smithian long-run economic history necessarily involves counterfactuals: he had to rely on counterfactuals, since many countries had already started to develop despite the “unnatural and retrograde order,” numerous policy and institutional failures.


� Smith’s insistence of efficiency of small proprietors is probably due to his egalitarianism, which he showed also in the case of joint-stock companies and slavery.


� Smith’s assertion of the superiority of free labour follows more from Smith’s egalitarianism rather than from strict cost-benefit calculation. “Wealth of Nations simply did not address the potential economic impact of the transatlantic slave trade (or its potential ending) on the planters’ wear, tear, and reproduction costs…In the entire corpus of his works there was nothing ever approaching a cost analysis of colonial slavery. His generic affirmations about the economics of slave labor were not specifically related to his own empirical observations” (Drescher 2002, 30-1). Smith also “seems to have vacillated a good deal on the precise handling of” the issue of inventiveness of slaves (Rosenberg 1965, 130-1).


� Later in The Wealth of Nations, Smith became doubtful about the influence of Christianity in this process.


� For a useful discussion about differences between Smithian and modern growth theory, see Kurz and Salvadori 2003, esp. Part II.


� Some might argue for “eclecticism” in that some combination of several views would be possible in principle, but these authors tend to take four views to be mutually exclusive.


� One remaining problem is the precise role of politics in Smith’s project, especially regarding the motives and role of politicians, the public, and economists. In other words, what makes institutional reform possible according to Smith? Smith distinguished between the legislator “whose deliberations ought to be governed by general principles which are always the same,” and “that insidious and crafty animal, vulgarly called a statesman or politician, whose councils are directed by the momentary fluctuations of affairs” (WN IV.ii.39). For a discussion of the role of the legislator, see Winch 1978, 159–60, 170–73.
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