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Abstract

Capitalism is in trouble, or so we have been told. I argue that Adam Smith has a lot to teach us about
the future of capitalism. I first examine recent discussions about the current challenges and
criticisms against capitalism such as the productivity slowdown, waning competition, the role of
globalization, rising inequality, and climate change. I emphasize that there are some global trends,
but there are also important national and regional differences reflecting differences in institutions
and policy. Not only natural-scientific technology, but also social-scientific technology—that is,
governance, policy, and institutions—matter. Then, I explain what Smith can teach us. First, Adam
Smith conceives a truly inclusive capitalism: he takes income distribution into account when he
argues for the desirability of economic development. Second, inclusive capitalism requires broad
formation and sharing of knowledge among people. Third, the expansion of exchange and trade has
beneficial effects, but we should be aware of its distributional consequences. Fourth, institutions
matter. Fifth, proper law and institutions—the “system of natural liberty”—are essential to a well-
functioning market economy. However, the “system of natural liberty” is not automatically
achieved. Policy and institutions are history-dependent; therefore, history matters.

Keywords: Adam Smith; inclusive capitalism; competition; economic development;
institutions; future of capitalism

“Opulence and freedom, the two greatest blessings men can possess.”

—Adam Smith (LJA iii.111)

Introduction

Capitalism is in trouble,1 or sowehave been told. Recently, there has been a surge in
interest in capitalism and criticisms thereof. For example, The Economisthas a special

© 2025 Social Philosophy and Policy Foundation. Printed in the USA. This is an Open Access article, distributed
under the terms of the Creative Commons Attribution license (http://creativecommons.org/licenses/by/4.0),
which permits unrestricted re-use, distribution and reproduction, provided the original article is properly cited.

1 The word “capitalism” is often too ambiguous to be defined, and the meaning may vary
depending on the author. I shall use the word because others use it and there is no good substitute
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feature article on “The Next Capitalist Revolution,”2 while Foreign Affairs published
“The Future of Capitalism.”3 Within a short space of time, many books have been
published, including The Future of Capitalism, Capitalism in America, Radical Markets, Can
American Capitalism Survive?, The Myth of Capitalism, and Capitalism, Alone.4

These titles were published before the COVID-19 pandemic hit the world.
Since then, the trend has accelerated with a growing sense of urgency, as is
shown by a stream of books, including Deaths of Despair and the Future of Capitalism,
Reimagining Capitalism in a World on Fire, The Crisis of Democratic Capitalism, The
Capitalist Manifesto, and Capitalism and Crises, to name just a few.5 The Oxford Review
of Economic Policy featured seventeen articles on capitalism by some of the most
distinguished economists in 2021.6

No doubt, this surge of capitalism studies reflects the Global Financial Crisis
(GFC) of 2008–2009 and the subsequent Great Recession. A crisis casts doubt on
existing policy, institutions, and ideas, demanding their revision. A post-crisis
world is a world of policy controversies.7 Needless to say, not all the challenges
and issues we now face are necessarily related to the GFC, andmany of themwere
already discussed before the GFC. Also, those seemingly contemporary chal-
lenges and issues are not unique to capitalism. However, the GFC has been a
catalyst revealing that the challenges today’s world faces are ones that today’s
capitalism faces. These post-crisis developments spilled over to politics, as the
rise of “isms”—including protectionism, nationalism, and populism—testifies.
Also, moral criticism of corporations gains momentum.

Against this background, it is noteworthy that the public shows very mixed
feelings toward capitalism. According to the Pew Research Center, positive views
of “capitalism”have slipped from2019 to 2022 (see Figure 1).8 On closer inspection,

for it. For an etymology of the term, see Michael Sonenscher, Capitalism: The Story Behind the Word
(Princeton University Press, 2022).

2 “The Next Capitalist Revolution,” Economist, November 15, 2018, 17–23.
3 “The Future of Capitalism,” Foreign Affairs 99, no. 1 (2020).
4 Paul Collier, The Future of Capitalism: Facing the New Anxieties (HarperCollins, 2018); Alan

Greenspan and Adrian Wooldridge, Capitalism in America: A History (Allen Lane, 2018); Eric Posner
and E. Glen Weyl, Radical Markets: Uprooting Capitalism and Democracy for a Just Society (Princeton
University Press, 2018); Steven Pearlstein, Can American Capitalism Survive? Why Greed Is Not Good,
Opportunity Is Not Equal, and Fairness Won’t Make Us Poor (St. Martin’s Press, 2018); Jonathan Tepper,
with Denise Hearn, The Myth of Capitalism: Monopolies and the Death of Competition (JohnWiley and Sons,
2018); Branko Milanovic, Capitalism, Alone: The Future of the System That Rules the World (Belknap Press,
2019).

5 Anne Case and Angus Deaton, Deaths of Despair and the Future of Capitalism (Princeton University
Press, 2020); Rebecca Henderson, Reimagining Capitalism in a World on Fire (PublicAffairs, 2020); Martin
Wolf, The Crisis of Democratic Capitalism (Penguin Press, 2023); Johan Norberg, The Capitalist Manifesto:
Why the Global Free Market Will Save the World (Atlantic Books, 2023); Colin Mayer, Capitalism and Crises:
How to Fix Them (Oxford University Press, 2024).

6 See the special issue on capitalism in Oxford Review of Economic Policy 37, no. 4 (2021).
7 For the relationship between economic crises and controversies, see Masazumi Wakatabe,

Japan’s Great Stagnation and Abenomics: Lessons for the World (Palgrave MacMillan, 2015), chap. 1; Wolf,
The Crisis of Democratic Capitalism, chap. 4. Adam Tooze, Crashed: How a Decade of Financial Crises Changed
the World (Viking, 2018), chronicles how the Global Financial Crisis changed the world.

8 “Modest Declines in Positive Views of ‘Socialism’ and ‘Capitalism’ in U.S.,” Pew Research Center,
September 19, 2022, https://www.pewresearch.org/politics/2022/09/19/modest-declines-in-positive-
views-of-socialism-and-capitalism-in-u-s/.
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however, variations in their views of capitalism and socialism depend on gender,
ethnicity, age, education, and family income. Especially for younger people ages
18–29, views of socialism are more positive than those of capitalism. Among the
so-called “millennials” and Gen Zer’s,10 favorable views toward “socialism” are
almost the same as those toward capitalism.11

This pattern of younger generations preferring socialism as much as capital-
ism is confirmed by a Fraser Institute survey: about half of people ages 18–24 in
four English-speaking countries (United States, United Kingdom, Canada, and
Australia) prefer socialism as the ideal economic system.12 Discontents with

Figure 1. Both socialism and capitalism are losing popularity.9

9 “Modest Declines in Positive Views of ‘Socialism’ and ‘Capitalism’ in U.S.”
10 Michael Dimock, “Defining Generations: Where Millennials End and Generation Z Begins,” Pew

Research Center, January 17, 2019, https://www.pewresearch.org/fact-tank/2019/01/17/where-mil
lennials-end-and-generation-z-begins/.

11 Lydia Saad, “Socialism as Popular as Capitalism Among Young Adults in U.S.,” Gallup, November
25, 2019, https://news.gallup.com/poll/268766/socialism-popular-capitalism-among-young-adults.aspx.

12 Jason Clemens and Steven Globerman, “Perspectives on Capitalism and Socialism: Polling Results
from Canada, the United States, Australia, and the United Kingdom,” February 23, 2023, https://
www.fraserinstitute.org/sites/default/files/perspectives-on-capitalism-and-socialism-polling.pdf.
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capitalism are not limited to the youth in those countries. When Edelman Trust
Barometer asked citizens of twenty-eight markets whether they agreed or
disagreed with the statement that “capitalism as it exists today does more harm
than good in theworld,” themajority agreedwith it in twenty-two out of twenty-
eight markets.13

This recent surge of interest in capitalism is associatedwith an appreciation of
Adam Smith as a potential source of insights for conceiving new, and presumably
better, capitalism. Paul Collier criticizes the moral degradation of society since
the 1970s, arguing that capitalism and economics need a renewed sense of shared
morality, one based on Smithian sympathy among people.14 Steven Pearlstein
envisions a better capitalism where the pursuit of self-interest “is tempered by
moral sentiments such as compassion, generosity and a sense of fair play,” with
reference to Smith’s An Inquiry into the Nature and Causes of the Wealth of Nations
and The Theory of Moral Sentiments.15 Recent assessments of Smith’s work make a
forceful case for his relevance in contemporary capitalism.16 ColinMayer, calling
The Theory of Moral Sentiments “arguably one of the most important books of the
Age of the Enlightenment,” attempts to “provide the glue that cements the
wealth of nations with our moral sentiments in a form in which, as Adam Smith
intended, they are conjoined at the head as well as the hip.”17

In this essay, I shall argue that Smith has a lot to teach us about the future of
capitalism, although it is unhistorical to claim that everything is already in
Smith’s works because current capitalism is also the product of history. I shall
first examine recent discussions about current challenges and criticisms against
capitalism. The major themes involve the current productivity slowdown, wan-
ing competition, the role of globalization, rising inequality, and climate change.
Through this exercise, I emphasize that there are some global trends, but there
are also important national and regional differences reflecting differences in
institutions and policy. In this sense, not only natural-scientific technology, but
also social-scientific technology—that is, governance, policy, and institutions—
matter. Then, I shall argue that Smith can teach us in five ways. First, Smith
conceives a truly inclusive capitalism, as he takes income distribution into
accountwhen he argues for the desirability of economic development. For Smith,
economic development is desirable when the well-being of the majority of
people is improved.18 Second, inclusive capitalism requires knowledge formation
and sharing of knowledge among people. Smith’s inclusive capitalism is based on
the division of labor principle, with markets (or broad exchange) fostering the
division of labor as well as policymeasures alleviating negative side effects of the

13 Edelman, “2020 Edelman Trust Barometer,” January 19, 2020, https://www.edelman.com/
trustbarometer.

14 Collier, The Future of Capitalism.
15 Pearlstein, Can American Capitalism Survive?, 205.
16 Christopher J. Berry, Adam Smith: A Very Short Introduction (Oxford University Press, 2018); Jesse

Norman, Adam Smith: What He Thought, and Why It Matters (Allen Lane, 2018).
17 Mayer, Capitalism and Crises, 14.
18 DavidM. Levy, “The Partial Spectator in theWealth of Nations: A Robust Utilitarianism,” European

Journal of the History of Economic Thought 2, no. 2 (1995): 299–326.
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division of labor.19 Third, the expansion of exchange and trade has beneficial
effects, but we should be aware of its distributional consequences. Fourth,
institutions matter. Markets are the most fundamental institution, but it is
imperative to preserve competition, especially free entry, in markets. Fifth,
proper law and institutions—the “system of natural liberty” (WN IV.ix.51)—
are essential to a well-functioning market economy. However, the “system of
natural liberty” is not automatically achieved. Policy and institutions are
history-dependent; therefore, history matters. We should be reminded here of
the “relatively cautious sense of progress” of Scottish Enlightenment thinkers,
including Smith.20

The essay is organized as follows. The next section surveys recent challenges
of capitalism. Then, I turn to how Smith could answer those challenges regarding
the future of capitalism. The last section offers some concluding thoughts.

A comparative and historical tour of challenges in the spirit of
Montesquieu, Hume, and Smith

Capitalism or not, the world faces several challenges. I lay out five challenges:
(1) productivity slowdown, (2) waning globalization, (3) growing inequality,
(4) rising corporate market power, and (5) climate change.21

Challenge 1: Productivity slowdown

All over the world, productivity is still growing, but its speed has been slowing
down. As Robert Gordon argues, one may say that the 1950s and 1960s were the
exception in terms of productivity growth, and today is closer to the historical
normal.22 Gordon shows that growth in total factor productivity in the United
States recorded a very high growth rate in the 1950s, but not so in recent decades.
For example, even during what was hailed as the information technology
revolution, the productivity growth rate was not that high. Also, productivity
slowdown is prevalent in other advanced economies, including Canada, Japan,
Germany, France, United Kingdom, and Italy.

What determines productivity? The question still has no clear answer; in fact,
the whole history of economics has been trying to answer this question. Gordon
thinks that productivity gains during the 1950s and 1960s was driven by a cluster
of innovations, further arguing that “Secular Stagnation” should be caused by
supply side factors.

19 MasazumiWakatabe, “Knowledge, Markets, and Governance: Adam Smith’s Project Reconsidered,”
History of Economic Thought and Policy 4, no. 1 (2015): 1–16.

20 Berry, Adam Smith, 14.
21 For a comprehensive overview of these challenges from an economic point of view, see Jean

Tirole, Economics for the Common Good (Princeton University Press, 2017); Wolf, The Crisis of Democratic
Capitalism. For my view, see Masazumi Wakatabe, “The Future of Monetary Policy: Lessons from the
History of Monetary Economics” (keynote lecture, 38th Annual Meeting of the Japan Association of
Business Cycle Studies, Tokyo, Japan, December 3, 2022).

22 Robert J. Gordon, The Rise and Fall of American Growth (Princeton University Press, 2016).
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Related to the question of productivity, what about the rise of robots and
artificial intelligence (AI)? Currently, there is no definitive consensus of their
impact on productivity and employment. Some say, “Productivity will go up,”23

while others say, “It won’t go up that much.”24 Regarding the impact on
employment, some say, “AI will cause job losses, and 90 percent of the people
who are there now will lose their jobs,”25 while others say that it will not, so the
assessment is very divided.

However, the most recent studies point to more positive impacts of AI on
productivity and employment. For example, Erik Brynjolfsson and colleagues
show that generative AI increases productivity, worker retention, and customer
satisfaction and decreases inequality,26 while Shakked Noy and Whitney Zhang
show that ChatGPT substantially raises average productivity and decreases
inequality between workers.27 In a similar vein, David Autor argues that AI as
a tool for facilitating decision-making could enhance the productivity of lower-
skilled workers. Thus, it could reduce skill gaps and inequality between higher-
skilled workers and lower-skilled workers.28

Without a consensus at hand, there is nevertheless an interesting interaction
between globalization and the rise of robots and AI. With today’s globalization,
products that used to bemade entirely in Japan can now bemanufactured at local
production bases by taking overseas the design specifications for what is to be
made. In the case of services, it is now possible to use overseas services without
having to leave Japan. What used to be done with domestic services in the past
can now be done with overseas services via the Internet or through teleconfer-
encing. In this context, it is possible to predict that as robots and AI evolve,
coupledwith increasing globalization, the demand for certain types of services in
Japan may decrease.29

Challenge 2: Waning globalization

Globalization has been one of the focal points of criticism against current
capitalism. Global volumes of trade in goods and services and the stock of
financial assets relative to nominal gross domestic product (GDP) have become

23 Erik Brynjolfsson and Andrew McAfee, Race Against the Machine: How the Digital Revolution Is
Accelerating Innovation, Driving Productivity, and Irreversibly Transforming Employment and the Economy
(Digital Frontier Press, 2011).

24 Gordon, The Rise and Fall of American Growth; Robert J. Gordon, “Will Robots and AI Revolutionize
Productivity Growth?” (Global AI and Economy Conference, Tokyo, Japan, March 1, 2021).

25 Martin Ford, Rise of the Robots: Technology and the Threat of a Jobless Future (Basic Books, 2015).
26 Erik Brynjolfsson et al., “Generative AI at Work,” The Quarterly Journal of Economics 140, no.

2 (2025): 889–942.
27 Shakked Noy and Whitney Zhang, “Experimental Evidence on the Productivity Effects of

Generative Artificial Intelligence,” Science 381, no. 6654 (2023): 187–92.
28 David Autor, “AI Could Actually Help Rebuild the Middle Class,” NOEMA, February 12, 2024,

https://www.noemamag.com/how-ai-could-help-rebuild-the-middle-class/?utm_source=substack&
utm_medium=email.

29 Richard Baldwin, The Globotics Upheaval: Globalization, Robotics, and the Future of Work (Weidenfeld
and Nicolson, 2019).
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flat after the GFC. This has sometimes been cited as a sign of the end of
globalization or the crisis thereof.

However, there is a change in the composition of trade.While trade in goods is
indeed stagnating, trade in services is increasing. Richard Baldwin further
predicts that trade in intermediate services will continue to grow.30 In this
sense, news of the death of globalization may be exaggerated.

Taking a broader historical view, first, globalization or freer trade has been
the driving force behind improved living conditions in the world, and it has
contributed to economic growth.31 It also has achieved lengthening of average
life expectancy and the reduction of the number of people living under the
poverty line, enriching India, China, and African countries.

Second, however, globalization has ebbed and flowed depending on the race
between technology, policy, and institutions.32 Globalization progressed when
communication and transportation technologies improved,33 or institutions
such as the General Agreement on Tariffs and Trade (GATT) and theWorld Trade
Organization (WTO) functionedwith eased geopolitical tensions; it recededwhen
geopolitical tensions such as world wars rose; economic crises such as the Great
Depression occurred; or national security concerns, protectionism, and trade
wars erupted.

Nevertheless, the fruits of progress may not be shared evenly within or across
countries. Therefore, third, globalization has distributional consequences. The
most famous example is the “China Shock”34 where U.S. manufacturing jobs were
“lost” due to imports fromChina, although the authors note that there are still net
benefits from trade with China. Another example is the “New Trilemma.” Dani
Rodrik proposes the political trilemma of the world economy, according to which
deepening economic integration, nation-states, and democratic politics cannot all
be established at the same time.35 According to this view, the current halt in
globalization can be interpreted as a movement to defend the nation-state and
democratic politics at the expense of deeper economic integration since the GFC.

Challenge 3: Rising inequality

Thomas Piketty’s pioneering work36 gives us the impression that inequality in
income and wealth has been rising all over the world since the late 1970s.

30 Richard Baldwin, “Globotics and Macroeconomics: Globalisation and Automation of the Service
Sector” (NBER Working Paper, no. 30317, 2022).

31 Jeffrey A. Frankel and David H. Romer, “Does Trade Cause Growth?” American Economic Review
89, no. 3 (1999): 379–99.

32 Douglas A. Irwin, “19th HW Arndt Lecture: Is Globalization in Retreat?” (lecture, Crawford
School of Public Policy, Australian National University, Canberra, Australia, February 27, 2024),
https://www.youtube.com/watch?v=1212il-7ckw.

33 Richard Baldwin, The Great Convergence: Information Technology and the New Globalization (Belknap
Press, 2016).

34 David H. Autor et al., “The China Syndrome: Local LaborMarket Effects of Import Competition in
the United States,” American Economic Review 103, no. 6 (2013): 2121–68.

35 Dani Rodrik, The Globalization Paradox (Oxford University Press, 2011).
36 Thomas Piketty, Capital in the Twenty-First Century, trans. Arthur Goldhammer (Harvard Uni-

versity Press, 2014).
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However, inequality trends vary across countries. The United States, United
Kingdom, Canada, and Italy show an upward U-shaped trend, while Japan,
Sweden, France, Spain, and the Netherlands show a stable flat trend; Piketty
himself as well as Joe Hasell have shown that result.37

Also, there can be pre-tax income inequality, while several redistribution
institutions and policies are in place. Once those are considered, income inequal-
ity is less than pre-tax data shows. Hasell eloquently summarizes the implica-
tions of inequality studies:

The differences in these trends tell us something important: high and rising
inequality is not an inevitability; it’s something that individual countries
can influence. A universal trend of increasing inequality would support the
idea that inequality is completely determined by global economic forces like
technological progress, globalization, or capitalism. The very different
trends we see among countries exposed to these same forces suggest that
national institutions, politics, and policy matter a lot.38

Second, causes of this widening inequality are also the subject of many
theories and are difficult to determine. For example, Piketty famously points
out that it is because the rate of return onwealth (r) exceeds the rate of economic
growth (g).39 Other arguments include, for example, that it is because of declin-
ing labor union organization rates or changes in the tax system.

Historically, the relationship between (r) and (g) varies. According to Jordà
and colleagues, the relationship that (r) is greater than (g) holds most of time,
but not always.40 Especially when a major war broke out, (r) is smaller than
(g). This implies that forces for increased inequality are also a product of
history.

Third, in terms of global inequality, a graph called the “Elephant Chart” has
become famous in recent years.41 It shows the income growth of the world’s
poorest to richest people on the horizontal axis from left to right and plots the
growth of income for each group on the graph. The middle part of the elephant’s
nose is almost zero, which is interpreted to mean that the people in this area are
the ones losing the most or gaining the least. It was interpreted that the working
class and middle class in developed countries were being undercut by the very
rich people in developed countrieswhowere at the tip of the elephant’s nose, and
the newly rich people in emerging countries such as China, who were getting
richer at the head of the elephant.

37 Joe Hasell, “How Has Income Inequality within Countries Evolved over the Past Century?”
Our World in Data, July 6, 2023, https://ourworldindata.org/how-has-income-inequality-within-
countries-evolved-over-the-past-century.

38 Hasell, “How Has Income Inequality within Countries Evolved over the Past Century?”
39 Piketty, Capital in the Twenty-First Century, 25–27.
40 Òscar Jordà et al., “The Rate of Return on Everything, 1870–2015,” The Quarterly Journal of

Economics 134, no. 3 (2019): 1225–98.
41 Branko Milanovic, Global Inequality: A New Approach for the Age of Globalization (Belknap Press,

2016).
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However, the original elephant curve needs amajor correction, as it now does
not look like an elephant at all. Branko Milanovic, one of the originators of the
curve, re-estimates and revises the curve.42 The more the lower-income group
benefits, the more the global “median” or middle class grows, whereas the top
income group, especially the top 1 percent, is experiencing slower growth: the
world is becoming less unequal. This can be attributed to a slowdown in theWest
after the GFC, as well as the continued growth of China, India, and other Asian
countries.

Challenge 4: The rise of big-tech corporations and waning competition

Globalization has led to the rise of global big-tech companies. The first thing to
point out is the role of intangible assets. Today, big tech companies, the so-called
“GAFAMs” (Google, Apple, Facebook, Amazon, and Microsoft) run their businesses
using intangibles.43 In other words, intellectual property rights, algorithms, and
data are becoming increasingly important. They have different properties from
ordinary tangible assets. With respect to data, it does not degrade regardless of
how many times it is used (nonrivalry); the more data you have, the more of an
advantage you have (economies of scale). The more data a company has on its
customers, presumably the more of an overwhelming advantage it will have over
companies that have less data.

This would lead to what economists call a natural monopoly or oligopoly. For
example, when people search the Internet, they tend to use a particular compa-
ny’s search engine. This is thought to be the reason, if not the only reason, for
ongoing decline in the level of competition in developed countries.

Second, it has been noted that as oligopoly increases and the degree of
competition decreases, there is an inverse U-shaped relationship where invest-
ment and innovation initially increase but they eventually decrease.44 Joseph
Schumpeter once argued that the greater oligopolisticmarket power is, themore
innovation is promoted.45 However, recent empirical studies show that this is
true only up to a certain point, after which the relationship declines in innov-
ation. This is also regarded as one of the reasons for the decline in productivity
discussed in Challenge 1. In other words, productivity is declining because firms
are investing less and innovation is slowing down.

Looking at the advance of oligopoly in terms of the markup of firms, which is
its proxy variable (that expresses the degree of oligopoly), markups have risen
significantly in developed economies, especially in the United States. The degree
of oligopoly of Japanese firms also differs considerably from that of foreign firms.
On the other hand, in emerging economies, the trend toward oligopoly has not

42 Branko Milanovic, “Global Income Inequality: Time to Revise the Elephant,” Social Europe blog,
December 5, 2022, https://www.socialeurope.eu/global-income-inequality-time-to-revise-the-
elephant.

43 Jonathan Haskel and Stian Westlake, Capitalism without Capital: The Rise of the Intangible Economy
(Princeton University Press, 2017).

44 Federico Díez et al., “Global Market Power and Its Macroeconomic Implications” (IMF Working
Papers 2018/137, International Monetary Fund, 2018).

45 Joseph Schumpeter, Capitalism, Socialism, and Democracy (Harper & Brothers, 1942), 106.
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yet been observed. This supports the view that big tech companies may be
creating an oligopoly in the economy. As the markup increases, the investment
rate increases up to a certain point, but as the markup increases beyond that
point, the investment rate tends to decrease.

However, there are debates as to the origin of waning competition in the
U.S. economy. Thomas Philippon points out that GAFAMs owe their existence
and rise to the U.S. Department of Justice’s decision to prevent “Microsoft from
monopolizing the Internet in the late 1990s.”46 He summarizes the “evolution of
economics and politics in the United States over the past twenty years”:

First, US markets have become less competitive: concentration is high in
many industries, leaders are entrenched, and their profit rates are exces-
sive. Second, this lack of competition has hurt US consumers and workers: it
has led to higher prices, lower investment, and lower productivity growth.
Third, and contrary to common wisdom, the main explanation is political,
not technological: I have traced the decrease in competition to increasing
barriers to entry and weak antitrust enforcement, sustained by heavy
lobbying and campaign contributions.47

On the other hand, although markup has been rising in advanced economies,
there are important national and regional differences, reflecting differences in
competition policy and institutions. Philippon compares Europe and the United
States on competition policy, arguing that the current “EU [European Union]
competition policy has become stronger than US competition policy, and EU
consumers are better off for it.” Ironically, the EU previously was not advanced in
competition policy, but it learned from theUnited Stateswhen the EU refined the
single market. He concludes: “I was surprised by the power and persistence of
institutions beyond their original intent.”48

Challenge 5: Climate change

Some economists say that climate change is our most pressing existential
threat.49 Noah Smith succinctly summarizes key facts about climate change.50

First, the planet is getting warmer. It is not yet certain that global tempera-
ture is coming down to the target level. Second, because climate change has been
caused by human activities, it can be changed on principle. As Bill Gates and
others stress, it is imperative to have technological breakthroughs to achieve a

46 Thomas Philippon, The Great Reversal: How America Gave Up on Free Markets (Belknap Press, 2019), 273.
47 Philippon, The Great Reversal, 205.
48 Philippon, The Great Reversal, 289; Germán Gutiérrez and Thomas Philippon, “How European

Markets Became Free: A Study of Institutional Drift,” Journal of the European Economic Association 21, no.
1 (2023): 251–92. See also Philippe Aghion et al., The Power of Creative Destruction: Economic Upheaval and
the Wealth of Nations (Belknap Press, 2021), 65–67, for a counterargument.

49 Dani Rodrik, “Addressing Challenges of a New Era,” Finance and Development (2024): 10–12.
50 Noah Smith, “A Bunch of Handy Charts about Climate Change,” Noahpinion Substack, February

13, 2024, https://www.noahpinion.blog/p/a-bunch-of-handy-charts-about-climate. This is based on
Nat Bullard, “Decarbonization: 2021 Things, the Complex, Reagents,” January 30, 2024, https://www.
nathanielbullard.com/presentations.
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net-zero CO2-emission economy.51 New cleaner energy technologies to replace
fossil fuels such as solar, wind, and batteries have been advancing. Also, policies
tackling climate change began around the 2010s. As a result, global CO2 emissions
have slowed down since then, and even the current policy would stabilize global
temperature with an increase of around 2.6 degrees Celsius. Current policy falls
short of the goal of 1.7 degrees Celsius with zero-emission pledges, which leaves a
0.9 degree Celsius discrepancy.

Third, there are differences in regional responses. Advanced economies are
reducing CO2 emissions, while other regions—especially China and India—are
increasing CO2 emissions. Fourth, advanced economies are succeeding in decoup-
ling CO2 emissions from economic growth by reducing CO2 emissions while
maintaining economic growth. As consumption-based CO2 emissions per capita
show (see Figure 2), decoupling is not due to exporting CO2-emissions industries
to developing economies.

Figure 2. CO2 emissions are being decoupled from economic growth.52

51 Bill Gates, How to Avoid a Climate Disaster: The Solutions We Have and the Breakthroughs We Need
(Vintage Books, 2021).

52 Hannah Ritchie et al., “CO2 and Greenhouse Gas Emissions,” Our World in Data, 2023, https://
ourworldindata.org/co2-and-greenhouse-gas-emissions.

526 Masazumi Wakatabe

https://doi.org/10.1017/S0265052525100447
D

ow
nloaded from

 https://w
w

w
.cam

bridge.org/core . IP address: 216.73.216.47 , on 15 Apr 2026 at 01:39:50 , subject to the Cam
bridge Core term

s of use, available at https://w
w

w
.cam

bridge.org/core/term
s .

https://ourworldindata.org/co2-and-greenhouse-gas-emissions
https://ourworldindata.org/co2-and-greenhouse-gas-emissions
https://doi.org/10.1017/S0265052525100447
https://www.cambridge.org/core
https://www.cambridge.org/core/terms


These challenges are not only about technology, but also about institutions and
policy. Behind growing criticism of capitalism is the fear of what will happen to
people’s jobs when globalization, AI, and robots evolve. Regardless of whether jobs
are actually disappearing, the fact that such fears exist is itself amplifying anxiety.
Whether or not globalization is really making people poorer, the fact that global-
ization is progressing is associatedwith the anxiety that people have.When there is
such anxiety, it is easy for various “isms” to spring up, one of which is populism.53

Populism has many aspects. One is opposition to an old establishment or elite
class, which forms the core of populism. Because the establishment and elites are
the architects of today’s society, they become the targets to which one can voice
one’s concerns that society is not doing well. Populism has a very dangerous
element because if it takes the wrong form, it can become a force that destroys
the social order itself. However, it is not without its positive elements in the
sense that it can point out current problems and serve as a driving force to
change the status quo. However, if it becomes xenophobic, anti-scientific, and
anti-knowledge, it will impede progress.

Perhaps anxiety about the future is caused not only by the GFC, but it is also
influenced by various underlying changes. For example, technological changes
that are occurring now are creating oligopolies in the form of changes in market
structure. This slows the growth of productivity and lowers the rate of economic
growth. Stagnant economic growth could also affect income inequality. Accord-
ing to Piketty, a decline in the rate of economic growth will lead to an increase in
income inequality. Therefore, what matters in understanding these challenges is
not only technology, but also policy and institutions. The following are what we
could learn about current challenges:

1. The productivity slowdown is a complicated issue, but there is some
element of institution and policy. To the extent that the current product-
ivity slowdown is related to weakened investment and competition, which
in turn is caused by political influences, the productivity slowdown is a
social phenomenon.54 Even with the advent of AI and robots, there are
promising signs that they are not reducing worker employment.

2. With respect to globalization, trade in goods is stagnating, while trade in
services continues increasing. This is despite decoupling or derisking as
well as recent growing tensions in U.S.-China trade.

3. Inequality in income and wealth is not uniform for all countries, but varies
across countries, reflecting differences in redistributive policy and insti-
tutions.55 To the extent that the difference between (r) and (g) is driving
inequality, changing (r) and (g) will affect inequality.

53 Barry Eichengreen, The Populist Temptation: Economic Grievance and Political Reaction in the Modern
Era (Oxford University Press, 2018), and Wolf, The Crisis of Democratic Capitalism, discuss the history of
populism from the perspective of people’s anxiety over the economy.

54 Philippon, The Great Reversal.
55 Piketty, Capital in the Twenty-First Century; Joe Hasell, “Income Inequality before and after Taxes:

How Much Do Countries Redistribute Income?” Our World in Data, July 3, 2023, https://ourworldin
data.org/income-inequality-before-and-after-taxes; Hasell, “How Has Income Inequality within
Countries Evolved over the Past Century?”
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4. Thewaning of competition and increased concentration has been reducing
investment. To the extent that waning of competition is driven by restric-
tion of free entry by political influences, changing restriction of free entry
will affect competition.56

5. Climate change is posing a great existential threat to humanity. Even on
this front, we have beenmaking progress in reducing CO2 emissions due to
both technological and institutional changes.57

In addition to this list, we could also argue that austerity policies after the GFC
and the Great Recession exacerbated the damage to economies and contributed
to the rise of populism. In this sense, we should focus on social-scientific
technology, that is, the technology of governance, institutions, and policy.

The Smithian vision for the future of capitalism

Despite many challenges, capitalism or the current economic system has
delivered a great deal of progress.58 Overall, humankind has progressed.
Although there are still countries where average life expectancy is lower, the
average life expectancy has gotten longer. Also, the number of people under
extreme poverty, hunger, or without literacy has decreased considerably within
the past twenty years, mainly due to economic development of developing
countries such as China and India. The world is getting richer and richer. This
Great Enrichment is a Smithian achievement. Although inequality across coun-
tries persists, and it is even increasing for childhood survival and clean air, the
overall trend is toward reduced inequality.59

What contributed to these remarkable achievements? Herbert Simon says
that “humans are social animals who solves [sic] problems and use skills to solve
them.”60 To perceive problems and to use skills to solve them require knowledge.
First, recognizing the role of knowledge itself is part of and the driving force
behind human progress, which includes the rise of the Enlightenment and

56 Philippon, The Great Reversal.
57 Smith, “A Bunch of Handy Charts about Climate Change.”
58 Johan Norberg, Progress: Ten Reasons to Look Forward to the Future (Oneworld Publications, 2017);

Norberg, The Capitalist Manifesto; Steven Pinker, The Better Angels of Our Nature: Why Violence Has
Declined (Viking, 2011); Steven Pinker, Enlightenment Now: The Case for Reason, Science, Humanism, and
Progress (Viking 2018); Hans Rosling et al., Factfulness: Ten Reasons We’re Wrong About the World—and
Why Things Are Better Than You Think (Sceptre, 2018).

59 Lifespan is measured by life expectancy at birth, years; childhood survival by infant mortality
rate, per 1,000 live births; adequate nutrition by food supply, per person, per day; safe environment
by outdoor air pollution death rates; access to opportunity by mean years of schooling, number;
access to information by internet users, per 100 people; political freedom by democracy versus
autocracy over time, scale 0–40 (rescaled from source); and income by GDP per person. See Chelsea
Follett and Vincent Geloso, “Global Inequality in Well‐Being Has Decreased across Many Dimensions:
Introducing the Inequality of Human Progress Index,” Policy Analysis no. 949, Cato Institute, June
8, 2023, https://www.cato.org/policy-analysis/global-inequality-well-being-has-decreased-across-
many-dimensions.

60 Herbert Simon, The Shape of Automation for Men and Management (Harper & Row, 1965), 110.

528 Masazumi Wakatabe

https://doi.org/10.1017/S0265052525100447
D

ow
nloaded from

 https://w
w

w
.cam

bridge.org/core . IP address: 216.73.216.47 , on 15 Apr 2026 at 01:39:50 , subject to the Cam
bridge Core term

s of use, available at https://w
w

w
.cam

bridge.org/core/term
s .

https://www.cato.org/policy-analysis/global-inequality-well-being-has-decreased-across-many-dimensions
https://www.cato.org/policy-analysis/global-inequality-well-being-has-decreased-across-many-dimensions
https://doi.org/10.1017/S0265052525100447
https://www.cambridge.org/core
https://www.cambridge.org/core/terms


scientific thinking.61 But this does notmean that progress is automatic. Second, it
is important to note that scientific and technological knowledge entails not only
natural-scientific and engineering technology, but also social-scientific and
social-engineering knowledge, that is, policy and institutions. Third, globaliza-
tion has been playing a vital role in diffusing and disseminating knowledge.
When one thinks of globalization, one might imagine international movements
of goods and services, capital, and people, but that of knowledge is a far more
important part of globalization.

In this light, the direction in which to upgrade capitalism is also clear.
Economic growth is still desirable. We should continue to maintain and improve
the system of a competitive market economy that improves people’s lives.
Throughout history, no country has been able to maintain prosperity for an
extended period without maintaining markets and trade. However, a market
economy requires some form of regulation and institutions, and care for those
who have fallen out of the market is not automatically achieved. In this regard,
both regulation and redistribution are necessary.

Humankind has achieved remarkable progress, but that progress has not been
automatic. Rather, it has been achieved through the history of people struggling
to work on challenges and problems at hand. Against this backdrop, I shall focus
on five of Smith’s insights that could teach us about the future of capitalism: the
desirability of growth; the drivers of growth; the role of exchange, trade, and
markets; the importance of institutions; and dependency of institutions on
history.62

Smith’s human nature assumptions

At the heart of Smith’s work are his assumptions about egalitarian human
nature. First, Smith focuses on human beings as an exchanging animal 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.1–2).63 His life-long interest in communication is well-known.64

Exchange requires language and a notion of contract; Smith suggests that this
propensity is “the necessary consequence of the faculties of reason and speech”
(WN I.ii.2)65

61 Joel Mokyr, A Culture of Growth: The Origins of the Modern Economy (Princeton University Press,
2016); Pinker, Enlightenment Now.

62 This section is partly drawn from Wakatabe, “Knowledge, Markets, and Governance.”
63 Adam Smith, An Inquiry into the Nature and Causes of the Wealth of Nations, ed. R. H. Campbell and

A. S. Skinner (1776; repr., Clarendon Press, 1976), hereafter referred to asWN. There are controversies
regarding this Smithian assumption.

64 Berry, Adam Smith, chap. 2.
65 “It is one thing to think for yourself, another to think by yourself, and the enlightened ones were

not much given to thinking by themselves. On the contrary, thinking was regarded as essentially a
social activity. People thought with each other, that is, they shared their thoughts.” Alexander
Broadie, The Scottish Enlightenment: The Historical Age of the Historical Nation (Birlinn, 2010), 20.
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Second, Smith stresses the difference between people in natural and culti-
vated abilities66 with his famous reference to the difference between “a philoso-
pher and a common street porter”:

The 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)

Third, Smith admits a wide variety of humanmotives other than self-interest.
Although Smith assigns the “desire of bettering our condition” (WN II.iii.28) a
dominant role among human motives, arguing that it is “uniform, constant, and
uninterrupted” (WN II.iii.31), he juxtaposes it with “passions,” which are a wide
variety ofmotives, 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 consideration of the circumstances in which “passions” do not
coincide with real “interests.”67

First, economic growth is good, desirable, and just, as long as it contributes to the
happiness of the majority of the people. Provided that economic growth benefits the
lower ranks of the people by raising their living standard through the increased
natural rate of wage, Smith asks himself this question:

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 part of the
members are poor and miserable. It is but equity, besides, that they who
feed, cloath and lodge the whole body of the people, should have such a
share of the produce of their own labour as to be themselves tolerably well
fed, cloathed and lodged. (WN I.viii.36)

It is important that Smith accounts for distributional concerns when he
argues for the desirability of economic growth. It is not only the majority (the

66 Smith does not ignore differences in abilities. On the contrary, he admits that “[t]o excel in any
profession, in which but few arrive atmediocrity, is themost decisivemark of what is called genius or
superior talents” (WN I.x.b.24).

67 Here, Smith can be interpreted as a precursor of behavioral economics. See Nava Ashraf et al.,
“Adam Smith, Behavioral Economist,” Journal of Economic Perspectives 19, no. 3 (2005): 131–45, but it is
more accurate to say that behavioral economics has been an attempt to resurrect the insights of
Smith and other eighteenth-century thinkers.
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“far greater part of the members”) but also the lower-income group (the “lower
ranks of the people”) to which policymakers should pay attention. Also, Smith
believes that focusing on those groups of people is just. In this regard, policies
that benefit the majority of the people should be preferred.68

Economic growth contributes to the happiness of the people, especially for
the “labouring poor,” although he thinks growth will raise the happiness of “all
the different orders of the society”:

It deserves to be remarked, perhaps, that it is in the progressive state, while
the society is advancing to the further acquisition, rather than when it has
acquired its full complement of riches, that the condition of the labouring
poor, of the great body of the people, seems to be the happiest and the most
comfortable. It is hard in the stationary, and miserable in the declining
state. The progressive state is in reality the chearful and the hearty state to
all the different orders of the society. The stationary is dull; the declining,
melancholy. (WN I.viii.43)

The relationship between economic growth and happiness is contentious. It is
possible that economic and material wealth does not bring happiness, although
loss of income through unemployment and poverty does affect people’s well-
being. According to Daniel Kahneman and Angus Deaton, subjective well-being
has two aspects: emotional well-being (the frequency and intensity of stress,
anger, and sadness felt in daily life) and evaluation of one’s life.69 The former
increases with income up to a certain level, but does not change beyond that,
while the latter continues to increase with income. They conclude that money
can buy an evaluation of life and a certain level of satisfaction, but it cannot buy
emotional well-being. However, a recent study shows that “[h]appiness increases
steadily with log(income) among happier people, and even accelerates in the
happiest group,” but there is a flattening pattern among the least happy
20 percent of the population, so the positive relationship between economic
growth and happiness still holds for the majority of the people.70

Second, knowledge and technology drive economic growth, but they are endogenously
and socially created. As is discussed in Challenge 3 above, productivity is techno-
logically and socially determined.71 This follows from Smith’s human nature
assumption that human beings are learners. He locates the division of labor at
the center of endogenous generation of knowledge. The division of labor is the
connecting principle of Smith’s work, and it is the foundation of a society. When

68 Levy, “The Partial Spectator in the Wealth of Nations: A Robust Utilitarianism.” Although Smith
did not conceive macroeconomics as Henry Thornton, David Ricardo, Knut Wicksell, Irving Fisher,
Ralph Hawtrey, and John Maynard Keynes developed it, the objectives of macroeconomic policy
would fit the Smithian policymaking principle.

69 Daniel Kahneman and Angus Deaton, “High Income Improves Evaluation of Life but Not
Emotional Well-Being,” Proceedings of the National Academy of Sciences 107, no. 38 (2010): 16489–93.

70 Matthew A. Killingsworth et al., “Income and Emotional Well-Being: A Conflict Resolved,”
Proceedings of the National Academy of Sciences 120, no. 10 (2023), https://www.pnas.org/doi/10.1073/
pnas.2208661120.

71 Gordon, The Rise and Fall of American Growth; Daron Acemoglu and Simon Johnson, Power and
Progress: Our Thousand-Year Struggle Over Technology and Prosperity (Public Affairs, 2023).
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we work in one occupation, we work in the occupation created by the division of
labor. The division of labor also creates new occupations: “The division of labour,
however, so far as it can be introduced, occasions, in every art, a proportionable
increase of the productive powers of labour. The separation of different trades
and employments from one another, seems to have taken place, in consequence
of this advantage” (WN I.i.4). The division of labor presupposes mutual yet
unconscious cooperation among people:

[I]f we examine, I say, all these things, and consider what a variety of labour
is employed about each of them, we shall be sensible that without the
assistance and co-operation of many thousands, the verymeanest person in
a civilized country could not be provided, even according to, what we very
falsely imagine, the easy and simple manner in which he is commonly
accommodated. (WN I.i.11)

The egalitarian assumption in human capacity entails the significance of know-
ledge acquired through “habit, custom, and education” (WN I.ii.4). More specific-
ally, Smith comprehends the sources of knowledge in five ways: skill formation of
the working population, human capital accumulation, the rise of invention and
innovation at the workplace, the progress of science, and technology transfer.

The division of labor entails both the division of labor within firms and that
within society,72 which allows Smith to recognize ever-growing types of new
occupations. Smith refers to skill formation among the workers (the “increase of
dexterity in every particular workman”) as the first benefit of the division of
labor (WN I.i.5–6), through which human capital also accumulates.73 Technology
transfer is also endogenized through capital accumulation: “[A] nation is not
always in a condition to imitate and copy the inventions and improvements of its
more wealthy neighbors; the application of these frequently requiring a stock
with which it is not furnished.”74

The progress of science is also endogenized in that the security and material
foundation of a society allows people to be curious. According to Smith, the rule
of law is crucial for the development of knowledge. This continues a Humean
theme, yet, while David Hume considers that the steps from security through
curiosity to knowledge are subject to uncertainty, Smith goes further than Hume
in relating security to knowledge more firmly:

[W]hen law has established order and security, and subsistence ceases to
be precarious, the curiosity of mankind is increased, and their fears are

72 Nathan Rosenberg, “Adam Smith on the Division of Labor: Two Views or One?” Economica 32, no.
126 (1965): 127–39; Bruce Elmslie, “The Endogenous Nature of Technological Progress and Transfer in
Adam Smith’s Thought,” History of Political Economy 26, no. 4 (1994): 649–63; Craig Smith, “Adam Smith
on Progress and Knowledge,” in New Voices on Adam Smith, ed. Eric Schliesser and Leonidas Montes
(Routledge, 2006), 293–312.

73 B. F. Kiker, “The Historical Roots of the Concept of Human Capital,” Journal of Political Economy
74, no. 5 (1966): 481–99.

74 Adam Smith, Early Draft of Part of theWealth of Nations, in Adam Smith, Lectures on Jurisprudence,
ed. R. L. Meek, D. D. Raphael, and P. G. Stein (Oxford University Press, 1978), 579.
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diminished. The leisure which they then enjoy renders them more atten-
tive to the appearances of nature, more observant of her smallest irregu-
larities, and more desirous to know what is the chain which links them all
together.75

The key to inclusive capitalism lies in the fact that the natural wage would
increase during economic growth, a feature of Smith’s growth model as distinct
from the post–1815 growth model based on diminishing returns.76 Inclusiveness
is closely related to a sense of fairness, as there is a growing sense among the
public that “[c]urrent competition seems unfair to those who are affected,”77

when they feel their wages are stagnant. From the Smithian point of view, it is
crucial that inclusiveness be accompanied by growth in wages.

Potentially, this knowledge-based growth has no limit, because there are no
diminishing returns to knowledge. Baldwin notes that “human and physical
capital face diminishing returns, while knowledge capital does not,” and he
further speculates that “[t]he reason is unclear, but one guess [sic] that it reflects
the fact that human ignorance is infinite despite millenniums [sic] of knowledge
creation.”78 Despite prevalent pessimism about productivity growth in the
future, Smith clearly sides with optimists.

Third, the expansion of exchange and trade is good, but we should be aware of its
distributional consequences. This follows directly from Smith’s human nature
assumption that humans are exchanging animals who have, as already noted,
“the propensity to truck, barter, and exchange one thing for another.” Markets
also serve as knowledge-enhancing and disciplinary institutions. As the Smithian
dictum that the “division of labor is limited by the extent of the market”
suggests, markets enlarge the scale and scope of the division of labor, which in
turn facilitates knowledge of the economy.

Globalization has been associated with economic growth not only in correl-
ation but also in causation. Smith thinks of globalization in terms of a “more
extensive foreign trade,” relating it to improvement in the productivity of its
industry:

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 differentmachinesmade use of in other

75 Adam Smith, “The History of Astronomy,” in Adam Smith, Essays on Philosophical Subjects,
ed. W. P. D. Wightman and J. C. Bryce (Clarendon Press, 1980), III.3.

76 Takashi Negishi, History of Economic Theory (North Holland, 1989); A. M. C. Waterman, “Adam
Smith’s Macrodynamic Conception of the Natural Wage,” History of Economics Review 49, no. 1 (2009):
45–60.

77 Baldwin, The Globotics Upheaval, 7.
78 Baldwin, The Globotics Upheaval, 28.
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countries, as well as the other improvements of art and industry which are
practised in all the different parts of the world. (WN IV.ix.41)

His argument is based on technology transfer induced by foreign trade, which
resembles Hume’s view of this issue.

Smith is also aware of the distributional consequences of trade:

The undertaker of a great manufacture who, by the home markets being
suddenly laid open to the competition of foreigners, should be obliged to
abandon his trade, would no doubt suffer very considerably. That part of his
capital which had usually been employed in purchasing materials and in
paying his workmen, might, without much difficulty, perhaps, find another
employment. But that part of it which was fixed in workhouses, and in the
instruments of trade, could scarce be disposed of without considerable loss.
(WN IV.ii.44)

Ultimately, or in the longer run, theremay be an equilibrium inwhich capital can
be reallocated to other areas, but Smith stresses that adjustment costs due to
trade could be significant. Therefore, he proposes a gradual transition for
opening up the domestic market:

The equitable regard, therefore, to his interest requires that changes of this
kind should never be introduced suddenly, but slowly, gradually, and after a
very long warning. The legislature, were it possible that its deliberations
could be always directed, not by the clamorous importunity of partial
interests, but by an extensive view of the general good, ought upon this
very account, perhaps, to be particularly careful neither to establish any
new monopolies of this kind, nor to extend further those which are already
established. Every such regulation introduces some degree of real disorder
into the constitution of the state, which it will be difficult afterwards to cure
without occasioning another disorder. (WN IV.ii.44)

It should be also noted that Smith is concerned with the equity or fairness of
such a policy. He is also concerned with the competence of policymakers tomake
an appropriate decision, a feature I shall discuss below.

Fourth, institutions matter. Markets are the most fundamental institutions, but it is
imperative to preserve competition, especially free entry, in markets. Given Smith’s
assumptions of humans as exchanging animals, “opulence,” or economic devel-
opment, depends on how people organize themselves via institutions. Smith
regards markets as the fundamental institutions: they are knowledge-enhancing
and disciplinary. He says that the “division of labour is limited by the extent of
the market.”Markets enlarge the scale and scope of the division of labor, which
in turn facilitates knowledge of the economy. It is also disciplinary because Smith
thinks of what we would call corporate governance in terms of interaction
between corporations and markets.

A case in point is Smith’s analysis of joint-stock companies, exemplified by the
East India Company. He stresses that joint-stock companies are inherently
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inefficient due to principal-agent problems and its status as monopoly: “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).79 He con-
tinues by saying that because “[n]egligence 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 tomaintain the competition
against private adventurers … without an exclusive privilege.”

The above example shows that Smith is not a defender of capitalists, but of
competitive market capitalism. Smith is decidedly pro-market, but not pro-
business, and his objective is to “save capitalism from the capitalists.”80 After
all, Smith attacks the system of commerce supported by merchants and manu-
facturers:

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 publick; but to narrow the competition must always be
against it, and can serve only to enable the dealers, by raising their profits
abovewhat 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 scrupu-
lous, but with themost suspicious attention. It comes from an order of men,
whose interest is never exactly the same with that of the publick, who have
generally an interest to deceive and even to oppress the publick, and who
accordingly have, upon many occasions, both deceived and oppressed
it. (WN I.xi.p.10)

Fifth, proper law and institutions—the “system of natural liberty”—are essential to a
well-functioning market economy. However, the “system of natural liberty” is not
automatically achieved. History matters. Policy and institutions are history-
dependent. Smith states clearly that his ideal is to establish the “simple system of
natural liberty”:

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

79 Gary M. Anderson and Robert D. Tollison, “Adam Smith’s Analysis of Joint-Stock Companies,”
Journal of Political Economy 96, no. 6 (1982): 1237–56.

80 Raghuram Rajan and Luigi Zingales, Saving Capitalism from the Capitalists: Unleashing the Power of
Financial Markets to Create Wealth and Spread Opportunity (Crown Business, 2003).
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from a duty, in the attempting to performwhich hemust 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 superin-
tending the industry of private people, and of directing it towards the
employments most suitable to the interest of the society. (WN IV.ix.51)

The system of natural liberty, however, is not a system without regulations
or the government: “[T]hose exertions of the natural liberty of a few individ-
uals, whichmight endanger the security of the whole society, are, and ought to
be, restrained by the laws of all governments; of the most free, as well as of the
most despotical” (WN II.ii.94). For example, Smith supports regulation of
banking,81 and he continues by saying that “[t]he 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.” In addition, he justifies patents based on the nature
of knowledge as a public good (WNV.i.e.30). In light of the 1763 financial crisis,
Smith describes what is now considered as the lender of last resort function of
the central bank conducted by the Bank of England. He regards the Bank of
England as acting “not only as an ordinary bank, but as a great engine of state”
(WN II.ii.85).82 A free and competitive market system works best when it is
supported by a proper legal and institutional structure. Therefore, Smith is not
an advocate of “laissez faire.”83

It is well known that Smith argues for a limited government under the system
of natural liberty: “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” (WN IV.ix.51). These three duties
are (1) defense of the country, (2) administration of justice, and (3) maintenance
of certain public works. They have three characteristics in common. First, they
are focused on the effective establishment of property rights. Smith famously
says that “defence, however, is of much more importance than opulence”
(WN IV. ii.30), underscoring the importance of national security as fundamental
for securing property rights. Second, they are for the benefit of the public, not for
individual interests. By focusing on three duties,

81 See, e.g., Edwin G. West, “Adam Smith’s Support for Money and Banking Regulation: A Case of
Inconsistency,” Journal of Money, Credit, and Banking 29, no. 1 (1997): 127–34.

82 Hugh Rockoff, “Adam Smith on Money, Banking, and the Price Level,” in The Oxford Handbook of
Adam Smith, ed. Christopher Berry, Maria Pia Paganelli, and Craig Smith (Oxford University Press,
2013), 319–21.

83 Jacob Viner, “Adam Smith and Laissez Faire,” in Adam Smith, 1776–1926, ed. John M. Clark et al.
(The University of Chicago Press, 1928), 116–55; Warren J. Samuels and Steven G. Medema, “Freeing
Smith from the ‘Free Market’: On the Misperception of Adam Smith on the Economic Role of
Government,” History of Political Economy 37, no. 2 (2005): 219–26; Warren J. Samuels et al., Erasing
the Invisible Hand: Essays on an Elusive and Misused Concept in Economics (Cambridge University Press,
2011), 190–98; Samuel Hollander, “Adam Smith: Market-Failure Pioneer and Champion of ‘Natural
Liberty’,” in Samuel Hollander, Essays on Classical and Marxian Political Economy: Collected Essays IV
(Taylor & Francis Group, 2013), 3–41.
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[t]he 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 humanwisdom 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)

Third, they are communication-and-knowledge-enhancing policies, with an
emphasis on public infrastructure and elementary education, which are closely
related to Smith’s conception of human beings.84

A bigger question is how a proper legal and institutional structure would
emerge; Smith sees that it is not automatic. Examples are plentiful. First, the
most fundamental problem is the violation of property rights, the prime example
of which is slavery. Second, inefficient property rights, such as primogeniture
and entails, persist. Third, there are a wide variety of inefficient government
regulations, such as protection and monopoly.

This leads to Smithian comparative and historical analysis, which is based on
three assumptions. First, following Smithian assumptions about human nature,
he conceives a race among human motives. Second, he also highlights the race
between knowledge, technology, trade, institutions, policy, and politics. Third, as
such, historical contingencies matter in deciding the course of development of a
society.

Two prime examples of Smithian comparative and historical analysis are
slavery and free trade. For Smith, slavery poses a puzzle: he believes that free
labor is more efficient than forced labor, that is, slavery is inefficient, yet it
persists throughout history: “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” (LJA iii.101). He
answers this puzzle by recourse to the human love of domination: “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 thework can afford it, therefore, hewill generally prefer the service
of slaves to that of freemen” (WN III.ii.10).85 But there is a further question as to
why slavery was abolished in “a small part of Europe.” For him, the answer lies in
politics with the collusion of interested groups. Slavery was abolished because
the king and the Church wanted to reduce the power base of the large slave-
holders: “[I]t 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” (LJA iii.121).

84 Emma Rothschild and Amartya Sen, “Adam Smith’s Economics,” in The Cambridge Companion to
Adam Smith, ed. Knud Haakonssen (Cambridge University Press, 2006), 319–65.

85 For a different, more rational, agent-based view, see Barry Weingast, “Persistent Inefficiency:
Adam Smith’s Theory of Slavery and Its Abolition in Western Europe,” The Adam Smith Review
12 (2021): 290–310.
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From this perspective, it follows that progress through abolishing slavery as
an inefficient and unjust institution is possible but not guaranteed. Moreover,
Smith is pessimistic about the prospect of 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 themasters 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. (LJA
iii.101–2)

It is noteworthy that Smith predicts that conflicts of vested interests become
stronger as the polity becomes more democratized.

Smith is also pessimistic about the prospects of achieving free trade. Using the
word “Utopia,” he declares: “To expect, indeed, that the freedom of trade should
ever be entirely restored in Great Britain, is as absurd as to expect that an Oceana
or Utopia should ever be established in it.” The reason is, again, politics motiv-
ated by self-interest:

Not only the prejudices of the publick, but what is much more unconquer-
able, the private interests of many individuals, irresistibly oppose it…. This
monopoly has so much increased the number of some particular tribes of
them, that, like an overgrown standing army, they have become formidable
to the government, and upon many occasions intimidate the legislature.
The member of parliament who supports every proposal for strengthening
this monopoly, is sure to acquire not only the reputation of understanding
trade, but great popularity and influence with an order of men whose
numbers and wealth render them of great importance. If he opposes them,
on the contrary, and still more if he has authority enough to be able to
thwart them, neither the most acknowledged probity, nor the highest rank,
nor the greatest publick services can protect him from the most infamous
abuse and detraction, from personal insults, nor sometimes from real
danger, arising from the insolent outrage of furious and disappointed
monopolists. (WN IV.ii.43)

Another example involves his discussion of the interaction between cities
and the countryside in British development. Two forces operate in shaping
the development of institutions: the “extent of the market” and politics. The
former is assumed to be a positive, progressive, and beneficial force such as
the discovery of America (WN I.xi.g.25). In comparison, the latter could be
either progressive or retrogressive, depending on the particular policies
that the political process takes. It could secure property rights, lift regula-
tions, or open upmarkets or it could maintain inefficient institutions, close or
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limit trade with foreign countries, establish monopoly companies, or set
regulations.86

Smith thus argues that the path to “opulence” is not automatic. His compara-
tive and historical analysis of this path can be summarized in Table 1. Three types
of failure can occur on this path: failed transition from the feudal system, halted
development, or slow development. Reasons for these three types vary depend-
ing on specific situations. For failed transition, slavery or its equivalent remain;
for halted development, monopoly of trade and closed trade are the causes; and
for slow development, “preferences and restraints” and remnants of inefficient
institutions are in place.87

Concluding remarks

Capitalism, or a “commercial society” in Smith’s parlance, has delivered a great
deal of achievements. Yet, it now faces several serious challenges. I have argued
that Smith could still offer answers to those challenges. First, capitalism should

Table 1. Smith’s Analysis of Failures of “Opulence”

Nature of Failures Cases Reasons

Failed transition
from a feudal system

Russia, Poland, Hungary,
Bohemia, Moravia,
Germany

Slavery of one sort or another remains in
place

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

Slow development Britain, France “Preferences and restraints,” with the
remnants of inefficient systems (e.g., entails,
primogeniture)

86 Similar dynamics can be found in the discussion of the effects of colonial trade on the
development of the home country; see Smith, WN IV.vii.c.

87 According to Daron Acemoglu and colleagues, there are four views of how institutions evolve,
function, and differ: efficient, ideology, incidental, and social-conflict views. The efficient view
considers institutions as the efficient outcome of deliberate choices by the members of 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 envisions institutions as the equilibrating outcome of complex
political and social conflicts. Daron Acemoglu et al., “Institutions as a Fundamental Cause of Long-Run
Growth,” in Handbook of Economic Growth, vol. 1A, ed. Phillippe Aghion and S. N. Durlauf (North-
Holland, 2005), 385–472. Smith’s comparative and historical analysis clearly rejects the first view,
because inefficient institutions such as primogeniture, entails, and slavery could survive and persist
in many places and throughout history. His analysis contains some elements of the remaining three
views, but the social-conflict view is at the core. What stands out for Smith’s analysis is his strong
emphasis on the contingent 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, IV.b.17–21, IV.vii.b.51).
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be knowledge-based, growing, market-oriented, and inclusive. Smith’s version
has broader endogenous economic growth, with a pro-market but not pro-
business orientation, and is concerned with distributional outcomes for most
of the people. Second, although Smith believes that progress is possible, history,
institutions, and policy determine the course of progress. In this sense, he takes a
view that institutions are not always efficient; historical incidents and social
conflict shape them.88 Therefore, third, progress is not automatically achieved.
Smith has a “relatively cautious sense of progress” common among Scottish
Enlightenment thinkers.89

We tend to forget the historical context against which Smith wrote his work,
including the Wealth of Nations. That was a time when the infant mortality rate
was high, universal basic education was nonexistent, the free expression of ideas
was severely limited, competition was restricted, internal and external tradewas
distorted, and large corporations dominated much of the subcontinent. Smith’s
problems are still our problems.

In his excellent book The Crisis of Democratic Capitalism, Martin Wolf stresses
four key objectives that a renewed capitalism should satisfy: security, oppor-
tunities, prosperity, and dignity. His five more specific goals are:

1. A rising, widely shared, and sustainable standard of living.
2. Good jobs for those who can work and are prepared to do so.
3. Equality of opportunity.
4. Security for those who need it.
5. Ending special privileges for the few.90

These five goals can legitimately be called Smith’s goals as well.
I conclude this essay with three parting thoughts. The first concerns exactly

what people understand by “capitalism” and “socialism.”
Millennials are perceived to be in favor of “socialism,” but what they under-

stand by that word may be different from socialism as we know it. For those
unfamiliar with the Cold War era, their model of socialism is that of Nordic
countries. Nordic countries are advanced capitalist welfare states combinedwith
a high degree of globalization and a market economy (see Figure 3). In the
meanwhile, millennials are perceived to be in favor of income redistribution, but
they tend to trust government less and are skeptical about government inter-
vention in general (see Figure 4). Also, as other generations do, they tend to favor
free market economy and free enterprise over big business (see Figure 5).

88 Acemoglu et al., “Institutions as a Fundamental Cause of Long-Run Growth”; Daron Acemoglu
and James A. Robinson,Why Nations Fail: The Origins of Power, Prosperity, and Poverty (Crown Publishers,
2012); Daron Acemoglu and James A. Robinson, The Narrow Corridor: States, Societies, and the Fate of
Liberty (Penguin Press, 2019); Avner Greif, “Family Structure, Institutions, and Growth: The Origins
and Implications of Western Corporations,” American Economic Review 96, no. 2 (2006): 308–12;
Douglass C. North et al., Violence and Social Orders: A Conceptual Framework for Interpreting Recorded
Human History (Cambridge University Press, 2009).

89 Berry, Adam Smith, 14.
90 Wolf, The Crisis of Democratic Capitalism, 231.
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Furthermore, they understand “socialism” not in a traditional sense, but as
providing more social services and guaranteed income (see Figure 6). They
may be critical of the current form of capitalism, but they do not really wish
to go back to old-style socialism.

Arguably, millennials are the generation surrounded by new technology as
well as being practitioners of the gig and sharing economy. Their lifestyle tends
to downplay material acquisition, as they show strong interest in environmental
issues. Most of all, they cherish freedom and democracy. It is quite possible that
they are already living in a future vision of capitalism.

Second, even though one feels confident about dealing with current chal-
lenges, there may be a genuine fear for the future of capitalism, from a Smithian
perspective, because of depopulation. The world population growth rate is

Figure 3. People appreciate capitalism giving all people an equal opportunity.91

91 “Modest Declines in Positive Views of ‘Socialism’ and ‘Capitalism’ in U.S.”
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Figure 4. Millennials favor free market economy over government-managed economy.92

Figure 5. Younger people prefer free enterprise.93

92 Ekins and Pullmann, “Why So Many Millennials Are Socialists.”
93 Saad, “Socialism as Popular as Capitalism among Young Adults in U.S.”
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already declining, and it is estimated to decrease from a peak of 10.43 billion
in 2086 onward.

If this happens, one may have to worry about the implications of this for the
world, based on the Smithian dictum that the “division of labor is limited by the
market.” Smithian growth process entails a virtuous interdependence between
increased population and increased prosperity through knowledge generation,
supported by the above-mentioned Smithian dictum. Charles Jones argues for
this linkage from amodern theoretical perspective, and he voices concerns about
the prospects for economic growth, namely, that today’s declining fertility rate
would slow down and eventually halt economic growth in the future (see Figure
7).95 To counter this possibility, one could argue that we need all people,
regardless of gender, ethnicity, and regions, to come on board to contribute to
the growth process. Beyond that, would AI and robots sustain economic growth
in the future?

Finally, I would like to touch upon the motivation behind why Smith wrote
what he wrote. Who is the impartial spectator, by the way? It should be not the
AdamSmithwho lived a real life, but the ideal personwhomAdamSmith thought
he should be. He is the person who does not side with special interests or the
privileged, but with the general interests of the people. After all, that is the ideal
political economist. And this should also apply to the ideal who Wolf character-
izes as follows:

[I]t is not enough for members of elites to be clever, well trained, and
ambitious if they are also self-satisfied, narrowly educated, and selfish,
possibly even amoral. Members of a functioning elite, which includes the
business elite, need wisdom as well as knowledge. Above all, they need to

Figure 6. People want more social programs and guaranteed income than traditional socialism.94

94 Clemens and Globerman, “Perspectives on Capitalism and Socialism,” 28.
95 Charles Jones, “The End of Economic Growth? Unintended Consequences of a Declining

Population,” American Economic Review 112, no. 11 (2022): 3489–527.
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feel responsible for the welfare of their republic and its citizens. Indeed, if
there are to be citizens at all, members of the elite must be exemplars. It is
not hard: instead of lies, honesty; instead of greed, restraint; instead of fear
and hatred, appeals to what Abraham Lincoln called “the better angels of
our nature.”97

Moreover, in The Theory of Moral Sentiments,98 Smith asks how one can
persuade the legislator, “who seems almost dead to ambition,” to think more
about public affairs. Smith’s tactic is to appeal to the

same love of system, the same regard to the beauty of order, of art and
contrivance. … If you would hope to succeed, you must describe to him the
conveniency and arrangement of the different apartments in their palaces;
you must explain to him the propriety of their equipages, and point out to
him the number, the order, and the different offices of all their attendants. If
any thing is capable of making impression upon him, this will. (TMS IV.i.11)

Figure 7. World population will decrease in the future.96

96 Max Roser and Hannah Ritchie, “How Has World Population Growth Changed over Time?” Our
World in Data, June 1, 2023, https://ourworldindata.org/population-growth-over-time.

97 Wolf, The Crisis of Democratic Capitalism, 377.
98 Adam Smith, The Theory of Moral Sentiments, ed. D. D. Raphael and A. L. Macfie (1776; repr.,

Clarendon Press, 1976).
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The Smithian tactic is to apply the famous “invisible hand” argument, which
relies on unintended consequences. Given this, there is a hope that social-
scientific inquiry may promote public spirit, and therefore action toward better
public policy:

Nothing tends so much to promote public spirit as the study of politics, of
the several systems of civil government, their advantages and disadvan-
tages, of the constitution of our own country, its situation, and interest with
regard to foreign nations, its commerce, its defence, the disadvantages it
labours under, the dangers to which it may be exposed, how to remove the
one, and how to guard against the other. Upon this account political
disquisitions, if just, and reasonable, and practicable, are of all the works
of speculation the most useful. Even the weakest and the worst of them are
not altogether without their utility. (TMS IV.i.11)

I believe that a gathering of the International Adam Smith Society would
eventually offer “the most useful” speculation to promote public spirit.
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