Adam Smith and economic liberalism
INTRODUCTION
Adam Smith explained the glory (and some of the pitfalls) of the economic system of capital production and the role of trade in this

Theoretical change is a product of historical content.  Mercantilism was overtaken by economic liberalism due to changing conditions.  The old mercantilist arguments were not relevant to the times any more, and Adam Smith perceived economic events as constituting a system that was restrained by mercantilist protection of trade.  

Smith provided the first theoretical framework for classical political economy.  The notion of political economy was invented at this time.  Smith’s work was not wholly original in its content but combined the ideas and thinking of many before him
 and set out his analysis and explanation of the process of political economy. 

Key areas of Smith’s work we are looking at tonight are 

his analyses of the importance of specialisation, often referred to as the division of labour, 

the invisible hand

the notion that “within the economic sphere mankind is motivated (broadly speaking) by a desire for gain.”
  The basic hypothesis is of self-interest .

absolute advantage, 

1. SUMMARY

2. Theoretical change is a product of historical content
3. Smith provided the first theoretical framework for classical political economy.
4. specialisation, the division of labour, the invisible hand, self-interest .
5. The agricultural and manufacturing situation in England was very different from that of France in the early-mid eighteenth century.
6. New relationships emerged between wage labour and employer, with the employer owning the means of production, such as the raw materials and tools.
7. Smith borrowed from the Physiocrats
8. Smith placed manufacturing labour at the heart of the economic system as the source of wealth.
9. His major explanation for economic growth was the division of labour,
10. The division of labour gives rise to greatly increased production, the extent of which was only restrained by the extent of the market.
11.  economic expansion could only take place when production and exchange were unrestrained by government intervention.
12. In international trade specialisation allows a country to concentrate on producing goods in which it has an advantage while trading to obtain goods that it could not produce efficiently itself.

13. Smith’s explanation of economic liberalism rests on a particular assumption of human nature;
14. a revolutionary theory
The agricultural and manufacturing situation in England was very different from that of France in the early-mid eighteenth century.  Agriculture was more commercialised and land was often in large land holdings worked by tenant farmers employing wage labourers.  Manufacturing was more difficult since the right to manufacture required approval from the king/state. Merchants sought nationally standardised regulations for labour, weights, and laws but the state sought revenue and a stable population.  A ‘putting-out’ system of manufacturing developed where merchants supplied people in their homes with raw materials, collecting the finished goods later.

New relationships emerged between wage labour and employer, with the employer owning the means of production, such as the raw materials and tools.  The new capitalists appropriated the surplus and expanded their business by employing more labour thus increasing production.  As the search for markets for the increased production became more active so too did the call for free trade.  Adam Smith provided the theoretical rationale for this new class of manufacturers and their need for freer trade.

Smith borrowed from the physiocrats the critique of the mercantilist theory of value [which held that value lies in the stockpiling of bullion].  Smith borrowed from the Physiocrats their claim that value lay in production, but disagreed that agriculture was the source of all production.  Smith argued that value lay in production for exchange.  At first Smith argued that the value of a product is equivalent to the labour required to produce it.  “Labour,…, is the real measure of the exchangeable value of all commodities.”
  Later land and capital were added as components of value.

Smith placed manufacturing labour at the heart of the economic system as the source of wealth.  However, his argument on value was not clear since he introduces a contradiction in the statement that “… land, in almost any situation, produces a greater quantity of food than what is sufficient to maintain all the labour for bringing it to market.”
  This suggests that Smith supports the idea that land and not just labour creates value.  This aspect of Smith’s work is mostly excluded in contemporary economics which is more abstract than Smith’s theory of political economy.  

Smith’s theory of value refers only to ‘value in exchange’.  He “drew a sharp line of demarcation between ‘value in use’ and ‘value in exchange’….and found only the latter economically interesting.”
  His explanation for this was that  “Nothing is more useful than water: but it will purchase scarce anything; scarce anything can be had in exchange for it.”
  

That value is to be found in productive labour is only one part of Smith’s development of a theory of economic growth.  His major explanation for economic growth was the division of labour, sometimes referred to as specialisation.  For Smith the division of labour “…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.”
  Smith explains that historically it has been the case that humans have specialised and exchanged goods to get the things they cannot produce for themselves.  He gives examples of the bow and arrow-maker exchanging surplus of these for meat or fish or hide and it is  “the same trucking disposition which originally gives occasion to the division of labour.”

The division of labour gives rise to greatly increased production, the extent of which was only restrained by the extent of the market. The benefits of the increased production through specialisation can only be realised in a society capable of production for exchange.  It was in the interests of everyone that the market be extended geographically and economically.  

Extending the market geographically leads us to the justification for free trade.  Smith’s case against mercantilism rested on the assumption that competition maximized growth.  But effective competition could only be taken for granted in an atmosphere of economic expansion.”
  

For Smith economic expansion could only take place when production and exchange were unrestrained by government intervention.  This was contrary to the mercantilist policies of protection and monopoly in place at the time, but reflected the mood of those involved in new manufacturing enterprises seeking to enter protected markets.

In international trade specialisation allows a country to concentrate on producing goods in which it has an advantage while trading to obtain goods that it could not produce efficiently itself.  Under specialisation international trade is justified as a source of gain.  After Smith David Ricardo developed this theory of absolute advantage into a theory of comparative advantage whereby even countries without an absolute advantage would be able to gain from trade due to the relative advantage of those goods within a country which could be produced most efficiently.

Smith’s explanation of economic liberalism rests on a particular assumption of human nature; the notion that “within the economic sphere mankind is motivated (broadly speaking) by a desire for gain.”
  The basic hypothesis is of self-interest and for Smith a man is “…more likely to prevail if he can interest [his brethren’s] self-love in his favour, and show them that it is for their own advantage to do for him what he requires of them.”
  Smith argues that the pursuit of self interest is the unintended source of the greatest public good because in freely pursuing one’s own interest (to specialise and exchange for a profit) one is unintentionally involved in the provision of goods for the needs of others.

The various components of economic liberalism [including specialisation, division of labour, absolute advantage, and self-interest] were revolutionary in that they were contra to contemporary economic policies.  But they reflected the reality of the economic and social changes taking place.  

Pamela Shaw, Centre for Continuing Education, University of Sussex, Falmer, Brighton

notes for Session 4,. 19.10.04, Adam Smith + the Market Economy

Course: ‘What is Wealth?’

Location: Friends Centre, Brighton

USUAL CITATION RULES APPLY
� L.H.Mai (1974) A Primer on Development of Economic Thought, San Antonio,Texas, St.Mary’s University. pp. 30-35


� A.Skinner, Ed. (1970) ‘Introduction’ to Adam Smith’s The Wealth of Nations, first published 1776, Harmondsworth, Penguin Books. p.44


� A.Skinner Ed (70) Adam Smith The Wealth of Nations Books I-III, first published 1776, p133


� Smith, Wealth of Nations, Book 1, Ch 11 (p250)


� Barber (1967) A History of Economic Thought, p30


� Smith, Wealth of Nations, Book 1, Ch IV (p132)


� Smith, Wealth of Nations, Book 1, Ch 2 (p117)


� Smith, Wealth of Nations, Book 1, Ch 2 (p119)


� Barber (1967) A History of Economic Thought p49


� A.Skinner, Ed. (1970) ‘Introduction’ to Adam Smith’s The Wealth of Nations, first published 1776, Harmondsworth, Penguin Books. p.44


� Skinner - Adam Smith’s The Wealth of Nations, Book 1 ch 2 p (119)





