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| felt greatly honoured on receiving Professor Bfeen's invitation to deliver the A.C. Mills
Memorial Lecture at this conference. Now that laotually about to deliver it, | feel even more horeal.
You will appreciate that the invitation raised algem for me: given my predelictions, what could |
possibly say that would have interested Professiis™MBut | think | have solved that problem. Someo
who was so innovative in nurturing the institutiaghat have enabled the economics department at the
University of Sydney to become so distinguished lidwave undoubtedly wanted to know whether
modern economics is able to illuminate the conoégbcial capital.

1 Definitions?

The idea of social capital sits awkwardly in conpemary economic thinking. Although it has a
powerful, intuitive appeal, social capital has mowhard to track as an economic good. Among other
things, it is fiendishly difficult to measure; no¢cause of a recognised paucity of data, but becaas
don't quite know what we should be measuring. Caimy different types of relationships and
engagements, the components of social capital any eind varied and, in many instances, intangible.

In an early definition, social capital was iderdfiwith those "... features of social organization,
such as trust, norms, and networks that can impttevefficiency of society by facilitating coordied
actions” (Putnam, 1993: 167). As a characterizatigappears beguiling, but it suffers from a wesss:
it encourages us to amalgamate strikingly diffecdpécts, namely (and in that order), beliefs, behaal
rules, and such forms of capital assets as inpar links (or "networks"), without offering reasowhy
such an inclusive definition would prove useful éor understanding of the social wotld. A number of
authors have subsequently defined social capitad evore inclusively, where even attitudes towahe st
make their appearance: "Social capital generdigyseo trust, concern for one's associates, angiless
to live by the norms of one's community and to phrthose who do not." (Bowles and Gintis, 2002:
F419.)

In developing the economic$ what we today call social capital, some auttiocssed on a more
primitive concept, "trust” (Dasgupta, 1988). Othease studied those components of social organizati
(e.g., rotating savings and credit associationgaition management systems, credit arrangememts, c
associations, mutual insurance arrangements, aruetter types of marriages) that make "sociaftaBpi
a productive asset (Levi, 1988; Udry, 1990; Begéwl, 1992; Ostrom, 1996; Grootaert and van
Bastelaer, 2002). Case studies of the manageméotalfcommon-property resources in poor countries
(e.g., fisheries, ponds and tanks, forests, grdaimds, and threshing grounds) have offered fuitisights
into the character of those communitarian institugithat enable mutually beneficial courses obadib
be undertaken by interested parties (Jodha, 19860, 1990; Dasgupta and Méler, 1991; Bromley et

! See also Putnam (2000: 19), who writessbgcial capital refers to connections among indiglglu
social networks and the norms of reciprocity angtiworthiness that arise from them."
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al., 1992; Baland and Platteau, 1996). Yet other® lrnsidered a broader sense of the notion, by
including extended kinship, lobbying organizaticersgl such hierarchical relationships as those @agsdc
with patronage (e.g., the Hindu_jajmasyistem and the Sicilian Mafia) and street gangghat dense
networks don't inevitably result in overall econorbetterment, at least not in the long run (Gamabett
1993). Moreover, both theory and evidence cautierihat communitarian relationships can involve
allocations where some of the parties_are worsthaff they would have been if they had not beekeldc
into the relationships, meaning that even thougbvaot coercion would be visible, such relationshigay
be exploitative (Beteile, 1983; Dasgupta, 2000ajvizg 2003). One can even argue that the theory in
guestion makes precise the sense in which a netdtip_carbe exploitative. In all those accounts, the
engagements that rely on social capital occur sdraemwbetween the individual and the State: they are
conducted within informal institutions. Indeed, isbcapital is frequently identified with the wonlgs of
civil society (Putham, 1993, 2000).

For some time now it has seemed to me that initigrédoout social capital, the most fruitful first
step isn't to ask what the object might be, batstoinstead a fundamental question facinggroyp of

people who have agreed on a joint course of adlioder what contexts can the members be sanguihe th

the promises they have made to one another ariblefétishow below that answering the question leads

us to a tight and useable notion of social capltaé analysis that follows will also remove somehaf
warm glow that currently surrounds the concept.
2. Trust and Credibility

The fundamental problem facing people who would I transact with one another concerns
trust Imagine a group of people who have discoveredird fourse of actions that would lead to a
mutually beneficial outcome. Imagine too that theywe agreed to cooperate and share the resulting
benefits in a specified manner. If the parties tdivnst one another, what could have been mutually
beneficial transactions won't take pldce. But vgnatinds could they have for trusting one anotheioto

what they have undertaken to do? They would hawargls if promises were credibl8o a general

guestion arises: under what circumstances are pesnairedible? Five come to mind.
2.1 Mutual Affection

Promises would be credible if the parties care alome another sufficiently. Innumerable
transactions take place only because the peopivet care about one another and rationally belieae
they care about one another (i.e., each knowghkaithers know that they care about one anotheh e
knows that the others know that each knows thgtdhaee about one another, and so on) and thusoimast

another to carry out their obligations. Economistxlel the situation as one where group members have

2 Even the famous "hold-up problem" in the tiyeaf incomplete contracts is an interesting, sabtl
illustration of this general problem of cooperati®ee Hart and Holmstrom (1987).
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interdependent utilities. The household best exdieplinstitutions based on care and affection. As
monitoring costs within the household are low (@ugr of people who cohabit are able to observe and t
get to know one another), the institution harbdeveer problems of moral hazard and adverse sefectio
than many other institutions. On the other hanthgolew in number, members of a household, asapgro
are unable to engage in those enterprises thatreelgimge numbers of people of varied talents and
locations.

2.2 Pro-social Disposition

Promises would be credible if it was common knogkthat those making the promises were
trustworthy, or that they reciprocated by keepihgirt promise if others displayed trust in th&m.
Evolutionary psychologists have argued that, bexafiselection pressures that operated among our
hunter-gatherer Pleistocene ancestors, we areeatiphave a general disposition to reciprocatbefdt
have argued that such a disposition is to a greatessser extent formed through communal livirodg r
modelling, education, and receiving rewards andgbuments, and that the process begins at the garlie
stages of our lives.

For our purposes here, we don't have to choosesbatthie two theories: either would do. In any
event, they are not mutually exclusive. Thus, elohary psychologists have argued that our cap&eity
have such feelings as shame, affection, angeiQrelatciprocity, benevolence, and jealousy hasrgetke
under selection pressure. No doubt culture helghape preferences and expectations (thus, befgviou
which are known to differ widely across societiggt cultural coordinates enable us to identifylthaus
of points_uporwhich shame, affection, anger, elation, recipyodienevolence, and jealousy are put to
work; they don't displace the centrality of thoselings in the human makeup (Section 3). The thibugh
I am exploring here is that, as adults, we not bale a disposition for such behaviour as payimgloas,
helping others at some cost to ourselves, andmietyia favour, we also practise such norms as those
which prescribe that we punish people who haveusimtentionally; and even such higher-order-norms
as shunning people who break agreements, on oodasianing on those who socialise with people who
have broken agreements; and so forth. By inteiinglgpecific norms, a person enables the springeiof
actions to include them. She therefore feels stargailt in violating the norm, and this prevenés from
doing so, or at the very least it puts a break @n tinless other considerations are found by hbeto
overriding. In short, her upbringing ensures theg Bas a disposition to obey the norm, be it maral

social. When she does violate it, neither guilt sfteme would typically be absent, but frequenttyaht

® The new behavioural economics emphasiseasbisct of human character. See, for example, Rabin
(1993) and Fehr and Fischbacher (2002).

* See, for example, Hinde and Groebel (199hjchvcontains accounts of what is currently known o
the development processes through which people fin@m infancy acquire prosocial dispositions; for
example, by learning to distinguish accidentalaffdrom intentional effects of others' actions.
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will have been rationalized by her. For such agermaking a promise is a commitment, and it isreti
for her that others recognise it to be so.

Often enough, the disposition to be honest woultbb&rd members of some particular group
(clan, or neighbours, or ethnic group), not oth&hss amounts to group loyalty. One may have based
to be suspicious of people from other groups, oag nave even been encouraged to dupe such others if
and when the occasion arose. Society as a wholesvessources when the disposition for honesty is
restricted to particular groups.

In the world as we know it, the disposition to hestworthy at both the personal and impersonal
spheres exists in varying degrees. When we reffi@im breaking the law, it isn't always because fefea
of being caught. When an employee in an unorgarsisetbr works overtime, it may simply be a gesture
of benevolence, helping out an employer in unexgeeneed. Recent work in behavioural economics has
re-affirmed that benevolence isn't alien to humature. On the other hand, if say, relative to traeity
of the misdemeanour the pecuniary benefits fronfeaahnce were high, some transgression could be
expected to occur. Punishment assumes its rolelasearence because of the latter fact.
2.3 The Need for Incentives to Keep Promises

The promises the parties have made to one anatteep to their agrement would be credible
if they could devise an institution in which keepipromises would be in the interest of each pérty i
everyone else were to keep them. The problem treref to devise an institution in which keepindtte

agreement is an equilibrium strate@ecall that a strategy is a sequence of conditiactions. It involves

counterfactuals. Strategies assume the forms,dll shoose X if you choose Y", or "I shall do PQf
happens", and so on. If promises are to be credibiaust be in the interest of those making presit®
carry them out if and when the relevant occasioise:alt would follow that the concept we needraxk

is that of equilibrium beliefdy which | mean a set of beliefs about one amotivee for each party, such

that it would be rational for each party to hold lor her belief if everyone else were to hold their
respective beliefs.

Societies everywhere have constructed solutiotisetoredibility problem, but in different ways.
What all solutions have in common, however, isrthesistence that those failing to comply with
agreements without cause will suffer punishment.

Broadly speaking, there are three types of sitnatibere parties to an agreement could expect

everyone to keep to their worlls. Each gives rise et of institutions that capitalize on its pardéar

® In short, in talking of equilibrium strategjd mean subgame perfarjuilibrium strategies.

® Of course, none may be potent in a particcdatext, in which case people would find themszlve
in a hole they cannot easily get out of, and wialat have been mutually beneficial agreementsnill
take place. The behaviour reported in the Mezzaogidsy Banfield (1958) is an illustration of this
possibility. See below.



features. (In practice, of course, the types wbeléxpected to shade into one another.) Let ug Hted.
2.4 External Enforcement
It could be that the agreement is translated intexlicit contract and enforced by an established

structure of power and authority; that is,_an exdéenforcer

By an external enforcer | imagine here, for simpliche State. (There can, of course, be other
external enforcement agencies; e.g. tribal chieftawarlords, and so forth.) Consider that thesrule
governing transactions in the formal market-plageeambodied in the law. So markets are supported by
a legal structure. Firms, for example, are legaties. Even when you go to a supermarket, youchases
(paid in cash or by card) involve the law, whiclnpdes protection for both parties (the groceigase
the cash is counterfeit or the card is void; theepaser, in case the product turns out on inspettide
sub-standard). The law is enforced by the coemdveer of the State. Transactions involve legal remts
backed by an external enforcer, namely, the Stais.because you and the supermarket owner are
confident that the State has the ability and wgftiass to enforce contracts that you and the owfrteeo
supermarket are willing to transact.

What is the basis of that confidence? After akk, tontemporary world has shown that there are
States and there are States. Simply to invoke tnnet enforcer for solving the credibility problemon't
do; for why should the parties trust the Stateatoycout its tasks in an honest manner? A possihésver
is that the government worries about its reputati®m for example, a free and inquisitive presa in
democracy helps to sober the government into belighat incompetence or malfeasance would mean
an end to its rule, come the next election. Knowtmag they worry, the parties trust them to enforce
agreements. Even if senior members of the rulimty @ae getting on in years and therefore don'thmuc
care what happens in the future, younger membeuntdweorry that the party's reputation would suffer
if the government were not to behdve.

The above argument involves a system of interlarkialiefs about one another's abilities and
intentions. Consider that millions of householdsiany parts of the world trust their governmentr@no
or less!) to enforce contracts, because they kit government leaders know that not to enforce
contracts efficiently would mean being thrown olbffice. In their turn, each side of a contracists the
other not to renage (again, more or less!), becaask knows that the other knows that the govertmen
can be trusted to enforce contracts. And so orstTsumaintained by the threat of punishment (e, fa
jail term, dismissal, or whatever) for anyone whedks a contract. We are in the realm of equiliariu
beliefs, held together by their own bootstraps.

Unfortunately, cooperation isn't the only possiblecome. Non-cooperation can also be held

together by its own bootstrap. At a non-cooperatiygilibrium the parties don't trust one anothédtaep

" Przeworski (1991) has explored this argument.
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their promises, because the external enforcer ¢drntrusted to enforce agreements. To ask whether
cooperation or non-cooperation would prevail iagk which system of beliefs are adopted by thegzart
about one another's intentions. Social systems maNgple equilibria.
2.5 Reputation as Capital Asset

Political parties are not the only entities th&wireputation as capital asset. Individuals amdsfir
view it that way too. Consider someone who doesmé& what his reputation will be after death. Eken
would care to build a reputation for honest dealinige could cash in that reputation at the time of
retirement. Brand names are an instance of su@s.cake person or persons who own the brand name
no doubt change over time, but the name itself iesn&eople can have a strategic reason for cgeatin
reputation for honesty because of life after reigat. Consider a firm whose dishonest behavioubbes
exposed. Suppose too that customers deal onlyfimith that have an unsullied reputation. On reteatn
the owner of the dishonest firm would find no buyénowing this in advance, the owner may well wish
to maintain the firm's reputation for honesty hié towner cared sufficiently about his quality & fter
retirement, honesty would then be an equilibriurategy, just as boycoting ill-reputed firms woulg &
corresponding equilibrium strategy for custonfers.

Of course, even in situations where reputationb&aa capital asset, there is an equilibrium where
reputation is not maintained. It cannot be repeatieth enough, social systems possess multipldilatpui

The formal analysis of reputation as capital asssimilar to one involving parties who expect
to face transaction opportunities repeatedly inftinere. | turn to a study of such situations.
2.6 Mutual Enforcement in Long-term Relationships

Suppose the group of people in question expectd® $imilar transaction opportunities in each
period over an indefinite future. Imagine too tthat parties cannot depend on the law of contratalse
the nearest courts are far from their residenceteltmay even be no lawyers in sight. In rural pafrisub-
Saharan Africa, for example, much economic lifehiaped outside a formal legal system. But evergtiou
no external enforcer may be available, people thereansact. Credit involves saying, "l lend to ymw
with your promise that you will repay me"; and so 8ut why should the parties be sanguine that the
agreements won't turn sour on account of malfe&fanc

They would be sanguine if agreements were mutealigrced. The basic idea is this: a credible

threat by members of a community that stiff sam&iavould be imposed on anyone who broke an

agreement could deter everyone from breakingtie problem then is to make the threat creditibe

solution to the credibility problem in this casaizhieved by recourse to social norms of behaviour.
By a _social nornwe mean a rule of behaviour (or strategy) thdtliswed by members of a

community. For a rule of behaviour to hesocial norm, it must be in the interest of egagyto act in

8 A formal analysis of reputation as capitaetss to be found in Kreps (1990).
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accordance with the rule if all others were toimetccordance with it. Social norms are equilibrities
of behaviour.

To see how social norms work, imagine that thegpeivgain to a party from breaking the
agreement unilaterally during a period is less ti@nlosses he would suffer if all other partieseme
punish it in specific ways. Inflicting a punishmexuld involve refusing to engage in any transastio
with the erring party in the following period, shng it in other ways for suitable numbers of pdsio
and so on. Call a party conformifit cooperates with parties that are conformisis punishes those that
are non-conformist. This sounds circular, butnttjdoecause the social norm requires all paniessart
the process by keeping their agreement. It wowdd the possible for any party in any period to deiee
which party is conformist and which party is nobr Example, if ever a party were to break the papi
agreement, it would be judged to be non-conformsistithe norm would require all parties to punigh t
non-conformist. Moreover, the norm would requiratthunishment be inflicted not only upon those in
violation of the original agreement (first-ordeohdtion); but also upon those who fail to punishsiain
violation of the agreement (second-order violatiomppn those who fail to punish those who fail bmigh
those in violation of the agreement (third-ordesladion); ... and so on, indefinitely. This infiaithain
makes the threat of punishment for errant behavimdible because, if all others were to conforrthto
norm, it would not be worth any party's while tolaite the norm. Keeping one's agreement would then
be mutually-enforcing.

All traditional societies appear to have sanctiarigace for first-order violations. That sanctions
against higher-order violations haven't been docuetemuch may be because they aren't needed to be
built into social norms if it is commonly recogrusinat people feel a strong emotional urge to uthisse
who have broken agreements. Anger facilitates aadipe by making the threat of retaliation credible

Even when cooperation is a possible equilibriurm-oooperation is an equilibrium too. If each
party were to believe that all others would brdskdgreement from the start, then each party warelak
the agreement from the start. Notice that a faitareooperate could be due simply to a collectibn o
unfortunate, self-confirming beliefs, nothing els®e usually reserve the term "society" to denote a
collective that has managed to equilibrate at aualilytbeneficial outcome, whether by using repotati

as an enabling capital asset (as in the previoastl-sections) or by relying on social norms iethis

° On ariverboat ride in Kakadu National Pafkwa days before this conference, my wife and lever
informed by the guide, a young aborigine, thatttiise traditionally practised a form of punishmémet
involved spearing the thigh muscle of the erramtyp&Vvhen | asked him what would happen if the ypart
obliged to spear an errant party were to balk atglso, the young man's reply was that he in tusaold
have been speared. When | asked him what wouldemaipthe person obliged to spear the latter
miscreant were to balk, he replied that he too ddwddve been speared! | asked him if the chain e wa
describing would go on indefinitely. Our guide sha&ldidn't know what | meant by "indefinitely", bag
far as he knew, there was no end to the chain.
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sub-section).
3 Culture as Beliefs

You can see where I'm heading. Agreements woukkpeonly if parties expect agreements to
be kept. Mutual expectations about "reputation” &matms of behaviour" would seem to require an
underlying "thing", something that would permit #@ordination of those optimistic beliefs. But wisat
that "thing"? Could it be culture? | now argue thainting to culture as an explanatory device wdat
because culture itself should be explained.

3.1 Basics

In any situation where incentives are requireccémperation (Sections 2.3-2.6), hon-cooperation
is also a possible outcortfe. Which state of affaiesails depends upon mutual beliefs. The theam |
using here doesn't explathose beliefs; what it does is to identify thokattcan be rationally held.
Rational beliefs are not belied by the unfoldingeweidence. As they are self-confirming, rationdldie
offer an anchor for our analysis. Because ratibehéfs are not unique, they offer just the kindlexible
anchor we need in order to make sense of sociéilehces.

In his famous work on the influence of culture @omomic development, Weber (1930) took a
community's culture to be its shared values andaogditions, not just beliefs. Studies as widely east
Weber's can't easily be summarized, but the causahanism Weber himself would seem to have
favoured in his work on Protestant ethic and thigtsyd capitalism leads from religion, through pimal
culture, to institutions and, so, to economic periance.

Using culture to explain economics has not beenulao@mong social scientists in the post-War
period. But there has been a recent revival. Thet amabitious appeal to culture to understand diffees
in economic performance since Weber has been Lgd888), who asks why it is that since the middle
of the sixteenth century, countries in northerndper managed to race ahead of those several others
elsewhere seemingly better placed at the time. dldodtechnological progress and its rapid diffusion
among populations was the key to that successhbyirogress itself needs explaining. The one Lainde
offers is distinctive, because it gives importatwéhe evolution (or a lack of it) of different &p of
attitudes and beliefs in various regions of thelskdrandes argues that these differences gaveaise
institutional differences (with feedback to attiascand beliefs), which help to explain why somentiies
became winners, while others enjoyed a brief pesiosliccess before losing to the winners, while yet
others merely suffered from atrophy.

Landes offered a historical narrative. An altemreasitrand of enquiry makes use, when available,

of statistical evidence. The two strands compleraanh other. Putnam (1993), Knack and Keefer (1997)

% There can be many more equilibria, charasgdrby partial compliance. For expositional ease |
mostly restrict the discussion to two extreme dojidl, those that are characterised by hon-comgaiamd
full compliance, respectively.



and La Porta et a(1997) have studied cross-section data and disedwositive links between civic
culture (civic engagements, trust) and economiavtfrowhile Granato, Inglehart, and Leblang (1996)

have studied cross-section data and found poditike between _personal motivatidthe desire to

advance oneself economically) and economic growth.

The statistical findings shouldn't be given a chusarpretation. The motivation to advance
oneself would be expected to depend upon one'setioas (i.e., beliefs) regarding the chance tizat
work pays off. Parents would be expected to ipgtisonal ambition in their children only if they e
sanguine that such ambition would not be thwartethé social order. And women would not rise beyond
their station if they (rationally!) feared retal@t against them for their temerity (Ogilvie, 2008hus,
even an attitude can be a determined rather thtnndi@ing factor. When it is the former, an obsédrve
statistical link between culture and economic pesgrshould be interpreted at most as an equilibrium
relationship between two endogenous variables. lising "culture” to denote differences in the bslie
people hold about one another. Culture in this vigea coordinating device.

Let us apply the above line of thinking to two @mnporary phenomena: the presence of cultural
stereotypes and tax compliance.

3.2 Cultural Stereotypes

Beliefs can play an even more complex role thamtieediscussed so far. Economists have shown
how cultural stereotypes can persist even whee e no intrinsic differences among groups. Nesdle
to say, such stereotypes usually result in ovehomic losse¥.

Imagine that to be qualified to do a demanding fleusonally rewarding) job requires investment,
and that investment costs differ among people, niggret as the costs are on a person's intrinsiityabil
Imagine too that individuals' intrinsic abilitieave been drawn from the same genetic urn: thereaare
group differences, only individual differences. As® now that innate ability cannot be observed by
employers, to an extent that even if one has maglevestment and is thus qualified for the demagdi

job, employers are unable ex afigudge this with unerring accuracy. If, howewamployers harbour

negative stereotypes against a particular grobpityathey are likely to use a stiffer criteridor assigning
workers of that group to the difficult, but persthpenore rewarding job. Among workers belongingdttat
group, this practice would lower the expected retur the investment that makes them suitable for th
more rewarding job. This means that less nhumbdrfseof would make the investment. This in turn means
that there would be fewer of them suitable for warding job, which in its turn could confirm the

cultural stereotype and justify the use of thdestifriterion by employers. In other words, it @spible for

1 Greif (1994) has pursued this line of enquiry

12 The key contributions are Arrow (1973), Sitir¢1976), and Coate and Loury (1993). The example
in the text is taken from the Coate-Loury paper.
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people's beliefs about group differences to beigoetl by the consequences of the actions members of
those groups take in response to the practice @éalfgw in response to those beliefs. This is cagain
an instance of one equilibrium outcome out of gadgsieveral, because, if employers did not holchtieg
cultural stereotypes against any group, there waiulge such a differentiated outcome among groups.
Discrimination occurs and persists because offdidélling system of prejudicial beliefs.
3.3 Civic Virtues

Although quantitative estimates are sparse, civines would appear to differ enormously across
societies. In poor countries, where the Statetenofiewed by communities as an alien fixture dred t
public realm an unfamiliar social space, the tetigrdo free-ride on such State benefits as thererast
be particularly strong. Even in a "well-orderedtisty free-riding would not be uncommon: separation
of the private and public spheres of life is noeasy matter. Living off the State can become aafife.

Political scientists have puzzled over the fact th&ome countries taxpayers comply far more
frequently than would be expected if compliancesan other countries were used as a basis of
comparison. Paying taxes is voluntary, in that peechoose to comply in situations where they ate no
directly coerced. But it is only "quasi-voluntaif’evi, 1988), in that those who don't comply arbjsat
to coercion if they are caught. One way to intdrgdifferences in compliance across countries suifpose
that people are willing to pay their dues if (igtbovernment can be expected to keep to its sitieeof
bargain on transfers and public expenditure, a@pdttiers pay their dues. Taxpayers are viewedizn t
interpretation as people who are willing to coopeia a good cause if a sufficiently large numbler o
others cooperate as well, but not otherwise. Tipetmesis is that most people are civic minded waed,
only when, most others are civic minded.

There is evidence obtained by psychologists (nbabieural psychologists!) that people don't
merely display reciprocity (Section 2.2), they hfaglingsabout reciprocity. To quote Levi (1988: 53),
nobody likes being taken for a sucker. Our proggtsihave such feelings is itself an outcome tecd®n
pressure over the long haul of time. Findings sictinese have been deployed by economists in rimgdell
the attitudes of citizens to work on the one hamd to the volume of taxes and the character oligub
transfers on the other (Lindbeck, 1997; Lindbecilet1 999). Imagine that a person's desire to live of
the State increases with the proportion of those lve off the State because, say, there is Htigma
or shame when the proportion is large, but a gaad @hen the proportion is small. Citizens vote on
levels of taxes and transfers, and then chooseeitight of the outcome of the votes whether tokwéis
the two sets of decisions are taken in a sequanaaher, the model isn't easy to analyse, butitdezn
found that, with some additional structure, quatitie conclusions can be reached (Lindheck.£1889).
The model is attractive because it treats the @egfeompliance (more generally, the degree otcivi
cooperation) as something to be explained; civi@e®ur isn't regarded as part of the explanafitre

model admits more than one equilibrium patternasfdyviour, each characterized by a particular degree
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of compliance. Being equilibria, compliance ratgbether high or low, are held together by their own
bootstraps, involving the now-familiar circular amsof reasoning. Where compliance rates are litigh,
is because most people reciprocate by behavingivi@minded way when most others are behaving in
a civic-minded way. Conversely, where compliantesrare low, it is because most people reciprdmate
behaving in an opportunistic way when most othezsahaving opportunistically; and so on.

3.4 Culture vs Explanatory Variables

In each of the two examples, equilibrium beliefaldde the consequence of historical accidents,
rather than deliberate agreement. So it can besdic#ties that are identical in their innate cbianastics
(i.e. fundamentals) display very different civicha@iour. Similarly, it can be that people in oneisty
harbour cultural stereotypes even though peomedther society possessing the same fundamentéis do
harbour them. Culture is not an explanatory vaeahl either example - it is endogenous in both.
Moreover, as our five-way classification in Sectidnsuggested and the model of quasi-voluntary
behaviour illuminated, you don't need to know somee@ven at some steps removed, to form beliegn(ev
rational beliefs) about his or her intended behaviSocial capital, in the sense of interpersoealvorks,
is certainly necessary if mutually beneficial outes are to be identified and the associated agreaeme
reached, but you don't need to know each and de#opv citizen to arrive at rational beliefs, at a
statistical level, about their intended behaviduust is the key to cooperation, what scholars magant
by "social capital" is merely one of the meansraating trust.

Analysis of equilibrium beliefs in such modelsiasge in the pair of examples is frequently a short
hand for understanding pathways by which beliefsv@vover time. History matters, if only because
historical experiences affect contemporary befi€The idea, more broadly, is to explain contemporary
cultural differences (differences in rational bidjein terms of differences in primitives, suchas
material needs, the large-scale ecological landsahp shared knowledge base, and historical atside
Cultural differences would be correlated with diieces in economic performance, they would nohbe t
cause of them.

The models of cultural stereotypes and civic coafiem suggest also that different types of
variables should be expected to change at diffspeds - some slow, some others not-so-slowftyetso
fast. Imagine now that certain types of (culturadliefs are slow to adapt to changing external
circumstances. Since slow variables are to alhistand purposes fixed in the short run, it wouddle

unreasonable to regard them as parameters for-ghodnalyses. This is the approximation social

'3 Binmore and Dasgupta (1986) offer simple gxasiof what game theorists call "eductive" and
"evolutive" analyses of social phenomena. In then&y, the algorithm on the basis of which equilibmi
beliefs are attained is built into the agents'oaag) processes (as in analytical game theory; iuelg
and Maskin, 1986). In the latter, the algorithrruis in real time, and selection pressure determirigsh
types of behaviour survive (as in Sethi and Sonhamatl 996). The two types of analysis are notggdo
heads: they operate over different time scalesaemtherefore pertinent to different aspects otlitur.
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scientists make when they offer cultural explamegtifor economic performance, for example, the ssce
of Japan in the post-War era (Hayami, 1997).

Matters are different in the long run. Individuabtiration and beliefs are influenced by values
and the practice of norms, and they in turn ade@nfced by the products of society, such as irtiig,
artifacts, and technologies (Wildavsky, 1987). Mwes, any process that ties individual motivatiansd
beliefs to values and norms and thereby to thecesainade, and back again, would be expected to be
path-dependent. There is little evidence thoughtthde and imitation may not lead to convergence i
those spheres of culture that have a sizeablet &ffeeconomic performance. It is also possible tiat
effectof a particular component of a people's culturnges over time even when the culture itself isn't
changing. The various components of culture adiffarent degrees complementary to other factors of
production. So it is possible for a particular cament to lie dormant for decades, even centurigy, o
to become a potent force when external circumstaaiee"right”. By the same token, this same commpione
could become ineffective, even dysfunctional, whgternal circumstances change again. This is why
there is no logical flaw in such claims as thatdégpremarkable economic success in the post-Wiadpe
has been due in part to some aspects of the rsatioltire, even though those same aspects didamet h
potency in earlier centuries and may in future gmave to be dysfunctional.

And finally, the models of cultural stereotypes &idc cooperation offer the sobering thought
that, under slowly changing circumstances, thengxtewhich people harbour cultural stereotypether
degree to which people are civic-minded can aiteyerrceptively over a long period of time, until a
moment is reached when society transforms itsplfihafrom one state of affairs (e.g., a societyewéh
citizens are civic minded) to another, very difféyestate (e.g., a society where citizens are ivit ¢
minded). The rapid transformation is a transitimnf an equilibrium compliance rate in one basin of
attraction to that in anothét.

3.5 Defining Social Capital

The literature on social capital has tended togamuinterpersonal networks that are of positive
value both to the members and to society at ladgtr¢m, 1990; Putnam, 1993, 2000). Those scholars
studying street gangs and crime syndicates hawsnbbwever, that interpersonal networks can be of
negative social worth even if they are of positiarth to their members (Gambetta, 1993). Later \lle w
confirm that networks can be ruinous not only focisty at large, but even for some of their own
members.

In what follows, therefore, | take social capitahtean interpersonal networkething more. The

! In sociology the phenomenon is called "tigPirSee Schelling (1978), who used it to explajrida
transformations in the urban landscape in the U#yely, middle-class whites escaping inner cities f
suburbia in the 1960s. Pathways leading to thenipphenomenon have been used also to characterize
the recent fall in birth rates in parts of the pamrld (Dasgupta, 2000b).

12



advantage of such a lean notion is that it doeprefudge the asset's quality. Just as a buildarg
remain unused and a wetland can be misused, soroatwork remain inactive or be put to use in dycia
destructive ways. There is nothing good or bad aimerpersonal networks: other things being eqtal,
is the_usdo which a network is put by members that deteesits quality.

4 Creating Networks

So far | have assumed that people are able tairtteith one another without having to search
for others with whom to interact. The interpersametiwvorks (networks for short) have been takereto b
in place. But people are known to create netwadvlaeover, searching for others with whom to form
networks involves resources (e.g., time). So wel testudy pathways by which networks get formedi an
the reasons why they get formed.

One may think of networks as systems of commuminathannels for protecting and promoting
interpersonal relationships. Interpersonal relaimps are a more complex notion than networkshes t
are the outcomes of a system of mutual beliefsnBtworks cover a wide terrain. They include astljg
woven a unit as a nuclear family and one as exterds a voluntary organization. We are born inttage
networks and enter new ones. So networks are tihesasmnnected to one another. Network connections
can also be expressed in terms of channels, althe@dgcision to establish channels which link netao
could be a collective one.

An elementary channel connects a pair of indivisidaiectly. However, one can establish indirect
links. Person A builds an elementary channel, cctmmg her to person B, person C builds an elemgntar
channel connecting him to B, and so forth. A imtkkennected to C, albeit once removed. Indeed C's
motive for establishing an elementary channel Bittould be because of his desire to be linked tal
So on.

To establish a channel involves costs, as it do@saintain it. In some contexts they would be
called "transaction costs". The desire to join ek on someone's part could be because of aghare
value® But as we noted in previous sections, nétsvalso play a role in enabling coalitions to fotm,
coordinate and to act, matters central to Putnéir883) view of civic engagement. Generally speaking
the decision to invest in a channel could be bexdusould contribute directly to one's well-being
(investing in friendship) or it could be becausmikes economic sense (joining a guild), or it ddaé
because of both (entering marriage). On occadierjrne involved is not a cost at all, as the &titying
to create a channel can itself be something thdd gdace to one's life. Arranging and sharing almea
giving a personal, decorative expression to oneisadiate environment; being able to confide one'sri

world to chosen others - these are deeply felt iedt all experience these needs and try to act upo

> Fukuyama (1997, Lecture 2) takes this tohgedefining characteristic: "A network is a grodp o
individual agents that share informmrms or values beyond those necessary for maeketactions."
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them!® Many of the consequences of joining a netwamnkl continuing one's membership are
unanticipated. The immediate motivation could lredipleasure (enjoyment in relating to someone or
being a member of a congenial group), its econdmaitefits an unanticipated side-effect (the "old*boy
network). But the direction could go the other Waining a firm and subsequently making friends ammo
colleagues). Regardless of the motivation, experelih a channel involves a resource allocatioblpro,
with all its attendent difficultie$’

The clause "personal relationships” in the notibnedworks is central. It involves trust without
recourse to an external enforcer of agreementgi(®sc2.5-2.6)2 There is also the suggestion that
engaging in civic cooperation leads to a heightefiggbsition to cooperate (Sections 2.1-2.2). lbants
to forming personal beliefs about others and anagts tastes through sampling experiences. But isoc
engagement fosters trust and cooperation, ther&hbeupositive feedback between civic engagemeht an
a disposition to be so engaged. The synergy woeldepered by the fact that the private cost of
additional engagements (time) would rise with iasieg engagements.

As elsewhere in resource allocation theory, it figdpthink first of networks in equilibrium and
to then study their dynamics. We may take it tleheperson has available to him a set of chanraais f
which he can choose. Some would have been inhdtitedlecision problem concerning these would be
whether to maintain them and, if so, at what le¥eictivity), others he would have to create. Imaghat
for any configuration of channels that others geteere is an optimal set of channels for eaclviddal.

An equilibrium network of channels is then a felesitietwork possessing the property that each party'
choice of channels in the network is optimal fanhgiven that others establish their respectivechbs
in the network in question.

Equilibrium networks can be expected to contaiatsgically-placed individuals. They are the

fortunate people, having inherited and (or) haviragle the most valuable connections, in a literagese

There would be others with connections of not nemdnomic worth, even if their emotional worth were

6 Douglas and Isherwood (1979) and Goody (1888)ain accounts of why and how it is that even
"consumption” is a social engagement.

" In a fundamental paper, Bala and Goyal (20@@e modelled network formation as an equilibrium
of a game in which people establishing the netwbdar the cost of installation.

8 Compare Putnam (1993: 171): "Social trustamplex modern settings can arise from two related
sources - norms of reciprocity and networks ofacemgagement”.

9 Putnam (1993: 86-91) discusses this influeReeeven suggests (p.90) that "taking part incxaih
society or a bird-watching club can teach selfigigte and an appreciation for the joys of sucadssf
collaboration.” Seabright (1997) reports empireatence of cooperation begetting further coopenati
Recall the observation by Hirschman (1984) thatttisia moral good (it grows with use and decays if
unused).
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high.
5 Network Externalities

Installing channels is a way to create trust. RidyiIssomeone's knowledge of someone else’
character declines with the number of elementaaynobkls separating them, as in perhaps knowing very
little personally about a friend of a friend ofreehd, knowing rather more about a friend of arfdeand
knowing even more about a frieffld. This createsdoessary tension between the benefits and costs of
establishing elementary channels.
5.1 Weak and Strong Ties

But one can be misled by this chain-postulatetimtiking that weak ties are not valuable. In fact
they can be very valuable. In a famous study baseddterviews with professional and technical waoske
in a town outside Cambridge, Massachusetts, Gradeo\@973, 1974) revealed that more than half had
found their jobs through a personal connectionpfsingly, the majority of personal connections evér
close friends, they were mere acquaintances.

Granovetter himself noted that the latter findihgudd have been expected. The reason weak ties
are especially useful in the search for jobs isttiey cover a greater range of links than strieg Weak
ties connect one to a variety of people and so wide information base. However, among rural
populations in poor countries there are not so maeak ties, ties are mostly intense. This narrows
possibilities. But it creates an avenue for migratiOne enterprising member of the community moves
to the city, perhaps supported by those with wherhdms strong ties at home while he searches fd¢. wor
He is followed by others in a chain-like fashios,iaformation is sent home of job prospects. Migran
workers may even recommend village relations t@ thesses, because employing them would reduce
moral hazard and adverse selection problems fdsdhses. This would explain the still largely arwat
evidence that city mills often employ disproporate numbers of workers from the same village. The
emotional costs of adaptation to new surroundingslavalso be lower for later migrants, with the
implication that migration in response to new oppities in the city should be expected to be dlow
begin with but would pick up strength as costsidediCarrington et a11996). Formal evidence of chain
migration, though sparse, does exist. Caldwell @) %Gs confirmed its occurence in sub-Saharan #&fric
and Banerjee (1983) has provided evidence from@iar sample. Chain migration from village to town
has been observed among children in Karnatakaa,Iii Iversen (2002) in his study of peer-group
emulation as a determining factor in the supplgtofd labour.
5.2 Inherited Ties

Wintrobe (1995) postulates that parents createrara$t in channels and pass them on to their

% Compare this account with Putnam (1993: 168Mutual trust is lent. Social networks allow $tu
to become transitive and spread: | trust you, beedtrust her and she assures me that she tausts y
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children, in return for security in old age. Thi®pably has had force in poor countries, wheretahpi
markets are largely unavailable to rural househddds there would seem to be more in our desire to
transfer capital assets to the young. One typeapital we give our offspring in abundance is thedki
which falls under the term "cultural values", valwee cherish. We make such transfers not only lsecau
we think it is good for our children, but also besa we desire to see our values survive. Investing
channels and passing them on to children is a Wpyeserving those values.

Wintrobe (1995) also asks why networks frequenplgrate along ethnic lines and why they are
multi-purpose and dense, unlike specialized "peibesl” networks. In answer he observes that e f
and entry into, ethnic networks are impossible, #rad the threat of sanctions by the group prevents
children from renaging on the implicit contractork within it.

But there probably are additional forces at wdrkhbuldn't be surprising that the channels people
bequeath their children in traditional societiegjtrently amount to ethnic networks (who else isctiagth
whom one can form connections?). As Posner (19889rees in the African context, village and kinship
networks are a means of reducing problems of nmazdrd and adverse selection, because monitorag on
another's activities is not costly within the \jjeaand because membership of the kin-group is based
birth. However, while it is true that exit from daethnicity is literally impossible, children dave a
choice of not using the ethnic channels they mag ireherited. So Wintrobe's thesis needs to bendgrtd
if we are to explain why those particular netwaaks so active - their mere denseness would proleibly
suffice. The way to extend the account is to olesérst that investment in channels is irreversiblee
can't costlessly re-direct channels once they haga established (such investments are inevitpblyific
to the relationships in question). Moreover, istrbegets trust, the cost of maintaining a chawoeld
decline with repeated use (witness that we oftke tar closest friends and relatives for grant&a).
using a channel gives rise to an externality oweetmuch as in "learning by doing" in the field of
technology-use. The benefits from creating new oklnare therefore low if one has inherited a rich
network of relationships. This is another way gfisg that the cost of not using inherited chanisetsgh.
Outside opportunities have to be especially goddrbeone severs inherited links. It explains why we
maintain so many of the channels we have inhefiwad our family and kinship, and why norms of
conduct pass down the generations. We are, setiksjpcked-in from birth.

5.3 Multiple Equilibria Again

The establishment and maintenance of channeleagtgrnalities not only across time, but also
among contemporaries. If the externalities aretpesias in the case of making friends (or becoming
literate and numerate as a prelude to enjoyingrambgcommunication links), there would typically be
an undersupply. Diamond (1982) famously showeditihise context of people seeking those others with
whom they would be able to exchange goods they peaguced. Since one may run into people who

haven't got appropriate goods to exchange, searcbsily. When someone with goods searches more
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intensively, she benefits because she is moreylikefind someone with whom to trade. But she also
benefits those others who possess goods that arepaiate for exchanges with her because they are m
likely to run into_her Simulations suggest that such externalities @ powerful effects. Diamond's
purpose in constructing the model was to show hove@nomy could find itself in a depression if
transactions involve search. People would proditibe if they thought they had to wait a long while
before being able to sell (maintaining inventoigesostly). It could even be a self-fulfilling thght. If so,
equilibrium production and search would both bs kaan efficient.

There can also be negative externalities in thatiomre of channels, such as those within groups
that are hostile to one another. One would expecvarsupply of them (they are often neighbourhood
"arms" races; Gambetta, 1993). Be they positivenegative, externalities give rise to collective
inefficiency. Positive externalities point to agament for public subsidy, negative ones for inwvestt
in such institutions as those whose presence wouldr the externalities ("taxing" the corresponding
activities would be another possibility). Locallautties frequently apply this argument when esthiig
youth centres, social clubs, and the like.

5.4 Contagion Models

There are types of influence that are able to trgremat distances, for example, via radio and
television, newspaper, and the internet. They wbaldxpected to push society in the direction efipr
homogeneity. Individual projects and purposes wbelcbme more similar across regions. Of coursel loc
influences can have this effect too, as in simpdeels of "contagion”. Whether contagions spreaarer
geographically contained appears to be sensitimttel specification. The models are neverthelegsdl
in one thing: they all tell us that channels of camication create twin pressures, one leadingusiets
of attitudes and behaviour (Glaeser et #996; Eshel et a11998), the other to homogeneity (Ellison,
1993). These pressures work on different, crisssing spheres of our lives. Both in turn interaithw
markets.

The study of locally interacting systems is of @g importance if we are to understand networks.
Such systems tell us that elementary channelsotugublic goods. The creation of a channel by saraeo
gives rise to externalities (those who are conmktighe channel are affected), but they_are cedfin
externalities (presumably, not everyone is conmkettighe channel). Likewise, the creation of tgises
rise to externalities, but they too are confinemalities. Moreover, the externalities are natrgimous,
they are personalized. Names matter. In this salseethey differ from public goods.

6 Networks and Human Capital

In his pioneering work, Coleman (1988) saw so@aiital as an inpuh the production of human

2! For a fine account of the general theoryoélly interacting socio-economic systems, see Bland
Durlauf (2001).
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capital. In his view social capital is an aggregsdtmterpersonal networks. Establishing networkeives
time and effort. Much of the effort is pleasuralgeme not. Even so, just as academics are paiwhiat
they mostly like doing anyway (as a return on itwesnt in their education), networking would be
expected to pay dividends even when maintainingors is a pleasurable activity.

Burt (1992) has found among business firms in tmi#dd States that, controlling for age,
education and experience, employees enjoying gicatgositions in networks are more highly
compensated than those who are not. His findingfiroo that some of the returns from investment in
network creation are captured by the investor. Hanebecause of network externalities, not all the
returns can be captured by the investor: when ABamdtablish a channel linking them, the investment
improves both A's and B's earnings, but it alsarowgs the earnings of C, who was already conneoted
B.

The findings of Burt and his colleagues imply thregmberships in networks are a component of
"human capital”. If firms pay employees on the badiwhat they contribute to profitability, they wd
look not only at the conventional human capital Eyges bring with them (e.g., health, education,
experience, personality), but also the personakotsmthey possess. It would be informative to ngiea
networks from the rest of human capital. This cagdeal the extent to which returns from network
investment are captured by the investor. But measemt problems abound. They may be insurmountable
because of the pervasive externalities to whicl tinee rise.

7 Horizontal ve. Vertical Networks

Putnam (1993: 174) observes a critical differeretvben horizontal and vertical networks:

"A vertical network, no matter how dense and naendtow important to its participants, cannot
sustain social trust and cooperation. Vertical af information are often less reliable than hamial
flows, in part because the subordinate husbandsniation as a hedge against exploitation. More
important, sanctions that support norms of reciipy@gainst the threat of opportunism are lesdylike
be imposed upwards and less likely to be accedédtlitoposed. Only a bold or foolhardy subordinate
lacking ties of solidarity with peers, would seelpunish a superior.”

There is a third reason:

Imagine a network of people engaged in long-teramemic relationships, where relationships
are maintained by observing social norms (e.gmeaf reciprocity; Section 2.6). Suppose new ecoanom
opportunities arise outside the enclave, say, lsecenarkets have developed. Horizontal networks are
more likely to consist of members who are similatyced. If one of the parties discovers bettenenuc
opportunities outside the enclave, it is likelyttbthers too will discover better economic oppoitias.
Both parties would then wish to re-negotiate theliationship.

Vertical (or hierarchical) networks are differeven if the subordinate (e.g., the landless

labourer) finds a better economic opportunity ia éimerging markets, it is possible that the supérim,
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the landlord-creditor) does not; in which caseftrener would wish to re-negotiate, but the latteud

not. It is no doubt tempting to invoke the Coagpiarent (Coase, 1960), that the subordinate would be
able to compensate the superior and thus breakatigional arrangement. But this would require the
subordinate to be able to capitalise his futuraiags, something typically not possible for sucbyde

as those who are subordinates in rural economigsdncountries. Nor is a promise to pay by instalta

an appealing avenue open to a subordinate. He virawe to provide collateral. As this could mean his
family left behind, the worker could understanddiiyg it too costly to move.

8 Networks and Markets

Networks are personal. Members of networks muse emes, personalities, and attributes.
Networks are exclusive, not inclusive, otherwiseytivould not be networks. The terms of trade within
a network would be expected to differ from thoseéchiprevail across them. An outsider's word would
not be as good as an insider's word: names matter.

Networks give rise to "communitarian” institutions.contrast, markets (at least in their ideal
form) involve "anonymous" exchanges (witness thieiséd phrase: "my money is as good as yours"). To
be sure, the distinction between named and anorg/eathanges is not sharp, and even in a sophésticat
market (modern banking), reputation matters (cradliitg of the borrower). But the distinction igleThe
key point that follows is that the links betweenrkeds and communitarian institutions are riddlethwi
externalities. Transactions in one institution hafkects that spill over to the other without being
accounted for. Externalities introduce a wedge betwprivate and social costs, and between private a
social benefits. We observe below that some eXigesaare of a kind that reflects synergism betvte
two institutions, while others reflect antagonisetveen them.

All societies rely on a mix of impersonal marketsl @ommunitarian institutions. The mix shifts
through changing circumstances, as people find waysrcumvent difficulties in realizing mutually
beneficial transactions. It pays to study thoséufes of goods and services that influence theimix
guestion and the hazards that lie in wait whilertibe changes as a consequence of the individual and
collective choices that are made.

8.1 Complementarities

Networks and markets often complement one anoffreduction and exchange via networks in
one commodity can be of vital importance to thecfioming of the market in another. As has been long
noted by economists, for example, exchanges wiittgriirm are based on a different type of relatiops
from those in the market place between firms. Tassdication in Section 2 was in part promptedbgh
differences.

But complementarities between networks and mawaisbe a good deal more subtle. Powell
(1990) and Powell and Brantley (1992) have fourad tesearchers in rival firms in such a competitive

environment as the one that prevails in the bibxietogy industry share certain kinds of information
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among themselves, even while the scientists maisirecy over other matters. The balance between
disclosure and secrecy is a delicate one, butyrgaren state of play a common understanding would
seem to prevail on the kinds of information memloérs network of scientists are expected to diglos

if asked, and the kinds one is expected not eveseék from others. In such an environment non-
cooperation would be costly to the individual stign if he refused to share information, or was
discovered to have misled others by giving fal$erination about his own findings, he would be ddnie
access to information others share. There is aisieece that sharing research findings among sstent

in rival firms is not clandestine practice. Managetmot only are aware of the practice, they poaifi
encourage their scientists to join the prevailiegnork. Well-connected scientists are especiallyac

The geographical clustering of firms in researckeolaindustries (e.g., Silicon Valley, Californiagt
Golden Triangle in North Carolina; Silicon Fen ardilCambridge, England) is a consequence of the need
for such networks. Networks can even be the meamgitch markets get established (long distanceetrad
in earlier times). In some cases they are necegsagrkets are to function at &fl.

8.2 Crowding Out

Where networks and markets are substitutes, tieegrdagonistic. In an oft-quoted passage, Arrow
(1974: 33) expressed the view that organizatioasaneans of achieving the benefits of collectoteoa
in situations where the price system fails. Thisrialation, if interpreted literally, gets the histal
chronology backward, but it has an important copmary resonance: when markets displace
communitarian institutions in the production of geand services, there are people who suffer unless
counter-measures are undertaken by collective means

Arrow's observation also has a converse: certaidskof network can prevent markets from
functioning well (Arnott and Stiglitz, 1991). Netwks can even prevent markets from coming into
existence. In such situations networks are a hiredranot a help to economic development. They may
have served a purpose once, but they are now dysioal.

To illustrate, consider the strong kinship tied #r@ prevalent in traditional societies. Such ties
reflect a communal spirit absent from modern uiifarand strike an emotional chord among Occidental
scholars (Apfell Marglin and Marglin, 1990). Buetle is a functional side to kinship ties: the adatlign
of members of a kinship to share their good fortuitle others in the group offers a way to pool vidiual
risks. The lowlands of sub-Saharan Africa, for eglamnare in large measure semi-arid, where peogle f
large climatic risks. In contrast, people in thghknds enjoy more reliable rainfall. Lineage groape
powerful in the lowlands. They are less powerfulhia highlands, where even private ownership af lan

is not uncommon (e.g., the Kikuyu in Kenya; Bafe390).

22 Even here the role of networks can be exdeotdiminish as it becomes easier and easieansnit
and access information in the market place.
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However, there is a bad side to the coin in kinshilgations. They dilute personal incentives to
invest for prosperity. Even if the social returniomestment in an activity is high, the privateuretcan
be low: because of kinship obligations, the investould not be able to appropriate the retdfns.
Insurance markets are superior to communitariarramee systems because the former, covering a wider
terrain of people, are able to pool more riskstl@nother hand, mutual insurance among members of a
community (e.g., household, kinship, village) canelxpected to be less fraught with problems of inora
hazard and adverse selection than markets. Thisstleat if we view kinship obligations over insucan
and credit, respectively, as risk-sharing arrangesnend intertemporal consumption-smoothing deyices
they are to the good; but they are nottalthe good, because their presence renders ahéoprivate
benefits people would enjoy from transacting irunasice and credit markets even when the collective
benefits are high.

It is possible also to show that the more dissindl® transactors, the greater are the potential
gains from transaction. This means that, to thergxdtommunitarian institutions are a dense netwérk
engagements, they are like economic enclavesf B institutions act as enclaves, they retarchegoc
development. For example, social impediments tartbbility of labour imply that "talents" aren't abl
to find their ideal locations. This can act asagdwsn economic development. The same point carelde m
about credit, if credit is based on kinship. Moenegrally, resources that should ideally flow across
enclaves don't do so. Society then suffers fronmefficient allocation of resources.

9 Micro-Behaviour and Macro-Performance

We should now ask how network activities transiate the macro-performance of economies.

If the market for labour and skills works reasogatll, wages and salaries would in part consist
of the additional revenue employees make for theiployers by virtue of the "contacts" they possess
(Burt, 1992). This means that to the extent thetlhwvof contacts is reflected in wages and salasesal
capital is a component of human capital, whichuimtmeans that it can be thought of as a factor of
production. It should be noted though that in prmamtries, where labour markets can malfunctioriypad
or can even be non-existent, attributing returngh® various factors of production is especially
problematic. But even if we were to leave that pgobaside, we know from our earlier discussion that
networks give rise to externalities. This makestthislation from micro-behaviour to macro-perfonca
an especially difficult subject.

To illustrate, consider a simple formulation of eomy-wide production possibilities. Let
individuals be indexed by j (j = 1, 2, ...). Letdeénote the economy's stock of physical capitallarice
labour-hours put in by person j. | do not spedify prevailing system of property rights to physaaglital,

% Platteau and Hayami (1998) have stressedéhiare of life in the lowlands of sub-Saharanidsr
They were concerned to account for differences &éetwits economic performance and that of East Asia
since the 1960s.
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nor do | describe labour relations, because, tsodwould be to beg the questions being discussed he
But it is as well to keep in mind that in a wellveéoped market economy K would be dispersed private
property, in others K would be in great measurdiglylowned, in yet others much would be communally
owned, and so forth. It is also worth rememberirag th market economies labour is wage basedirthat
subsistence economies "family labour" best appratémthe character of labour relations, and thetLia
cooperatives are not unknown in certain parts @wbrld; and so on.

Let hj be the human capital of person j (years bbebtng, health). His effective labour input is
then h L. h is what one may call "traditional huntapital"; that is, for the moment we leave aside th
networks to which j belongs. For notational easkelps to interpret physical capital as "manufeedi
capital, comprising such items as factories anttilmgjs, roads and bridges, machines and cabless@and
on. In short, | ignore natural capital here.

Human capital is embodied in workers. Given thenenny's knowledge base and institutions (the
latter | take here to be the engagements broughttdly the interpersonal networks), human capital i
conjunction with physical capital produces an altgose output, Y, which we may call gross national
product (GNP). Each of the aggregate indices regufior its construction prices for the multitude of
components that make up the aggregate. In industaeket economies, the required prices are tyfyical
market prices. When externalities are pervasivectnstruction of such indices poses special pnudle
Let us therefore assume away problems of aggregagidmagining the economy to possess a single good
Y. Problems nevertheless remain in measuring thbwags that link micro-behaviour to macro-
performance. Let us study them.

9.1 Scale vs. Change

Write H =%(hL). H is aggregate human capital. Now supposedahtput possibilities are given
by the relationship,

Y = AF(K, H), (A>0), 1)
where F is the economy's aggregate production ifumcF is non-negative and is assumed to be an
increasing function of both K and #.

In equation (1) A is total factor productivity.i#t a combined index of institutional capabilities
(including the prevailing system of property righasd publicly-shared knowledge. A macro-economy
characterized by the production function F wouldduce more if, other things the same, A were larger
(that is, if publicly-shared knowledge were greateinstitutional capabilities higher). Of courske
economy would produce more also if, other things same, K or;h or L were larger. In short,
technological possibilities for transforming thevsees of physical and human capital into outpuigw

embedded in the prevailing institutional structoféhe economy, account for equation (1).

4 For notational simplicity, | have suppressigue subscripts from Y, A, K, H, h, anql L.
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Consider now a scenario where civic cooperatioreases in the community: the economy moves
from a bad equilibrium system of mutual beliefaitgood one. The increase would make possible a more
efficient allocation of resources in production.eTduestion arises: would the increase in cooperatio
appear as a heightened value of A, or would it apps an increase in H, or as increases in Both?

The answer lies in the extent to which network endkities are like public goods. If the
externalities are confined to small groups (thasisall groups are capable of undertaking cooperati
actions on their own - with little effect on otherand do take such actions in the good equilibyjuhe
improvements in question would be reflected maihitpugh the h's of those in the groups engaged in
increased cooperation. On the other hand, if therealities are economy wide (as in the case of an
increase in quasi-voluntary compliance in the eognas a whole owing to an altered set of beliafene
about members of society one does not personatiwkrthe improvements would be reflected mainly
through A. Either way, the directional changes scm-performance (though not the magnitude of the
changes) would be the same. Other things the samegcrease in A or in some of the h's - broughtiatbo
by whichever of the mechanisms we have considevaslid mean an increase in GNP, an increase in
wages, salaries, and profits, and possibly anasera investment in both physical and human dapite
latter would result in faster rate of growth in putt and consumption, and, if a constant proporion
income were spent on health, a more rapid improw¢inehealth as wef®
9.2 Interpreting Cross-Section Findings

Let us now connect the above macroeconomic acdouhe findings from less aggregated data.
In his analysis of statistics from the 20 admiaiste regions of Italy, Putnam (1993) found cividition
to be a strong predictor of contemporary econondeators. He showed that indices of civic engaggme
in the early years of this century were highly etated with employment, income, and infant surviual
the early 1970s. Putnam also found that regiorfidrdnces in civic engagement can be traced back
several centuries and that, controlling for civaditions, indices of industrialization and pubiiealth
have no impact on current civic engagement. Asuiatpthe causal link appears to be from civics to
economics, not the other way round. How do hisifigs square with the formulation in equation {1)?

The same sort of question can be asked of evemadggegated data. For example, Narayan and

% As is well known, it would not be possibleseparate the two influences if the production fiamc
has the Cobb-Douglas form, AF(K, H) = AK’H , wheréas 0. In the text | assume that the production
function is not "Cobb-Douglas".

% |n the text | am assuming implicitly that veagites, salary rates, and profit rates are moiuatibn
increasing functions of the marginal products pfhl, ,and K, respectively. In a perfectly competitive
world, the former three quantities would equallttter three, respectively.

2" putnam stressed the importance of civic emg@nt for making government accountable and
responsible.
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Pritchett (1999) have analysed statistics on haldedxpenditure and social engagements in a saphple
some 50 villages in Tanzania, to discover that Bbakls in villages where there is greater partitipa

in village-level social organizations on averaggemgreater income per head. The authors have also
provided statistical reasons for concluding thaatgr communitarian engagements result in higher
household expenditure rather than the other waydou

To analyse these findings in terms of our macroecoo formulation, consider two autarkic
communities, labelled by i (= 1, 2). I simplify Bgsuming that members of a community are iderffical.
Denote the human capital per person in commuibiyti. By h | now mean not only the traditional fearm
of human capital (health and education), but algwark capital. | denote by, L the number of hours
worked by someone in i, by, N the size of i's pofioig and by K the total stock of physical assets i
Aggregate output, Y, is,

Y= AF(K;, NhL). (2)

Improvements in civic cooperation are reflectethoreases in A, or h, or both. It follows that if
civic cooperation were greater among people in camty 1 than in community 2, we would have A >
A, or, h >R, or both. Imagine now that the two coumities have the same population size, possess
identical amounts of physical capital, and work shene number of hours. GNP in community 1 would
be greater than GNP in community 2 (i.e,, Y > Y Y&l generally, an observer would discover that,
controlling for differences in K and L, there ipasitive association between a community's cooperat
culture (be it total factor productivity,, A, or ham capital, h) and its mean household income (YTNis
is one way to interpret the finding reported in &lam and Pritchett (1999).

Consider now a different thought-experiment. Imadhmat in year 1900 the two communities had
been identical in all respects but for their coagiee culture, of which community 1 had more (iie.,
1900, A >A,orh >h, orboth). Imagine next ttatce 1900, both A and h have remained constant.
Suppose next that people in both places have fetloavsimple saving rule: a constant fractipn s )(> 0
of aggregate output have been invested each yemrcuimulating physical capital. (For the moment |
imagine that net investment in human capital inhbedmmunities is nil’§ In order to make the
comparison between the communities simple, imdgiadly that the communities have remained idettica
in their demographic features. It is then obviduet in year 1970 community 1 would be richer than

community 2 in terms of output, wages and salapedjts, consumption, and wealth.

8 This is a privilege theorists are able tmgnp good advantage. By assuming that potentiffigrent
entities are identical, we are able to avoid hawingontrol for differences” in those same entiti€he
assumption permits us to better understand statigtorrelations within multivariate relationships.

% |t can be argued that the extent to whichppeesave for their future is itself an influencesotial
capital: people would save more if they trustedr timstitutions to protect their savings. | abstriiom
such effects because to include them would meeeilyforce the argument | am about to offer in #bd.t
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Notice that we have not had to invoke possiblesiases in total factor productivity (A) or human
capital (h) to explain why a cooperative culturdéneficial. In fact, | have deliberately assunteat t
neither A nor h changes. It is the saailéotal factor productivity and human capitaltthas done all the
work in our analysis of the empirical finding, waven't had to invoke secular improvements in them t
explain why a more cooperative society would beecetgd to perform better economically.
9.3 Network Inefficiencies

As the communities in our thought-experiment arth lamtarkic, there is no flow of physical
capital from one to the other. This is an econadistortion for the combined communities: the raiks
return on investment in physical capital in the places remain unequal. The source of the distoi$io
the enclave nature of the two communities, occasion our example by an absence of markets linking
them. There would be gains to be enjoyed if physigpgital could flow from community 2 to community
1.

Autarky is an extreme assumption, but it isn't sl@aiding assumption. What the model points to
is that, to the extent social capital is exclusivahibits the flow of resources, in this casmavement
of physical capital from one place to the otfer.t &wther way, if markets don't function well, d¢api
does not move from community 2 to community 1 & éxtent it ideally should. When social networks
within each community block the growth of marketeir presence inhibits economic progress.
10. Microbehaviour Again: Dark Matters

Social capital was defined as networks of peoptew want to consider the dark side of social
capital.
10.1 Standard Weaknesses of Social Capital

Two potential weaknesses of resource allocationham@isms built on social capital are easy
enough to identify:
1. Exclusivity. We have already noted that networks are exclusieé inclusive. This means that
"anonymity", the hallmark of competitive marketsabsent from the operations of networks. When ebark
enthusiasts proclaim that one person's moneyd®ad as any other person's in the market place, it
anonymity they invoke. In allocation mechanisms egoed by networks, however, "names" matter.
Transactions are personalised. This, as has béeth, moplies inefficiencies: resources are unabladve
to their most productive uses.

2. Inequalities The benefits of cooperation are frequently caatury the more powerful within the

% For a different perspective from the one laivocating here, see Solow (1995), who suggelsed t
if social capital is a potent force in economic&epment, it should find itself reflected in growthtotal
factor productivity. In the text | have shown ttta¢re needs be no growth in the A s for social ehfut
influence economic performance.

3L A similar argument can be advanced as redabdsir mobility and credit.
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network. McKean (1992), for example, has discovéinad the local elite (usually wealthier househplds
capture a disproportionate share of the benefit®ofmon property resources, such as coastal fesheri
and forest products. However, empirical work hastlie most part only uncovered inequalities in the
distribution of benefits of cooperative behavidbuch findings are consistent with the possibilittall
who cooperate benefit. | believe the reason whiakcapital continues to radiate a warm glow in the
literature is that the examples that have motivétatking on the subject have been coordinationegam
and the Prisoners' Dilemma.

10.2 Exploitation within Networks

| began this lecture by considering a group of peefo have discovered a mutually beneficial

course of actions and have agreed to cooperatalowiing that course. We have identified circumst
where the parties would trust one another to dot ey are required to do under the terms of their
agreement. Our premise so far has been that sagighl benefits all members of the network. | veant

to explore the idea that long-term relationshigslmabador some members, that there are circumstances
where some members of a network could be worseeaifig part of the long-term relationship than they
would have been if there had been no long-terntioalship.

That there can be exploitation in long-term retaitips should not be doubted. In Indian villages
access to local common-property resources is offetnicted to the privileged (e.g., caste Hindugjo
are also among the more prosperous landowners.olitoasts (euphemistically called members of
"schedule castes") are among the poorest of the B@mpant inequities exist too in patron-client
relationships in agrarian societies.

Inequity_per seés not evidence of exploitation. But inequitiessay, patron-client relationships
are known to take such forms as to make it likebt the "client” is worse off in consequence of the
relationship than he would have been in its abseMoseover, Ogilvie (2003) has observed striking
differences between the life chances of women th t&ntury Germany (embedded in dense networks)
and the life chances of women in 17th century Bmgyl@ot so embedded in dense networks): English
women were better off. It is a suggestive findiAghong contemporary societies there are many where
women remain socially inferior beings, preventexirfinheriting assets, obtaining education, ancrieigte
choice occupations, all of which excludes them franedit, saving, and insurance markets. But such
people would appear to accept the restrictionseir tives as a matter of course, without visibl@aadible
complaint. Why?

Below | construct an example to show that peophebeaworse off in a long-term relationship than

they would be if the relationship had not beenrexténto "Say something new", | can hear you remark;

"Why not simply point to bad marriages"? But peogdm't enter marriages expecting them to be bad.
Marriages go sour because circumstances changarticybar ways or because the partners discover

aspects of their character they had not recogriséate or because they were forced into a bad aggri
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against their will or desire. The example belowdd about such situations. It involves an indeéinit
repetition of an unchangingame (Section 2.6).
10.3 An Example

The accompanying table is the payoff matrix of msetric, two-person game in which each of
the parties has three available strategies. Wenliggimagining that the game is to be played onigeo
The strategies person 1 facesare3,, andy,; those that person 2 faces aref3,, andy,. (3, B, is the
unique Nash equilibrium of the game, yielding tlayqgdf pair (3, 3). However, both parties would be
better off choosinge, «,): the payoffs would be (4, 4). We should interi§pet3,) as being the strategies
the players would choose when they act independehtach other. It can be thought of as the exit
options of the two.

Recall the notion of a player's min-max value igame. It is the highest payoff a player can
guarantee for herself, meaning that she can gesranfor herself even if the other party is malent*

It is easily confirmed that the min-max value fadividual 1 in our one-shot game is 1 (strategies
supporting it are the paip{ v,)), and the min-max value for individual 2 is lréségies supporting it are
the pair §,, B,)). The payoff pair in the former case is (1, Ohjles the payoff pair in the latter case is (0,
1).

Notice that the game is not a Prisoners' Dilemnig Aallmark of a Prisoners' Dilemma is that
each player has a dominant strategy. But playirgsaiominant strategy yields the min-max payoffa In
Prisoners' Dilemma, Nash equilibrium payoffs ara-miax payoffs. In the game being considered here,
min-max values (1 for each party) are less thamffgpat the Nash equilibrium (3 for each party).

Now imagine that the parties expect the game t@peated indefinitely (Section 2.6). Call each
play of the game a stage garheant to show that a long-term relationship betw the two parties could
involve 1 exploiting 2. Imagine that each partycdisnts his or her future payoffs at a very, vewy tate
(to be made precise below). Suppose the "agreerhetween the two is that in every even period they
will play for the payoff pair (3, 3) - that is, thavill select (3,, B,) - and in every odd period they will play
for the payoff pair (7, 0) - that is, they will set fy,, «,). If they play accordingly, player 1 would receive
(approximately) on average (7+3)/2 = 5, while pt&/&vould receive (approximately) on average (320)/
= 1.5. But in the absence of the agreement, eacitdvemjoy the Nash equilibrium payoff of the stage
game, namely, 3. Thus, if they play according &"dgreement”, 2 would be worse off. This is thesse
in which 1 exploits 2 in their long-term relatiomgh

The question arises as to how it would be posgidiléhe agreement to be supported as an
equilibrium outcome of repeated plays. The poiribishoose the social norm cunningly. In Sectidh 2.

we noted how an appropriately chosen set of sarscio non-conformists can sustain cooperatiorhén t

% For completeness, | define min-max valued@Appendix.
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present example, consider the norm that saysfteatrieone's actions in any period made him or her a
non-conformist, the other party would impose a san®n her by pushing her to her min-max value for
a sufficiently large number of periods. The resthaf argument follows directly from our discussion
Section 2.6.

11. Morals

The recent literature on social capital has a wgiow about it. That relationships matter for a
person's well-being is no doubt a trite observation people writing on social capital have claimeate.
They have claimed that social capital is an econaliyi productive asset, a source of much that @&lgo
about economic and political relationships.

The original literature claimed less though. Somgarded social capital as an input in the
production of human capital (Coleman, 1988), whiteers regarded it as the sort of civic engagerthamt
helps to discipline public officials (Putnam, 1998he subsequent literature has gone far beyorsgtho
modest claims. Among development economists soejaital has been interpreted as communitarian
relationships. In countries where the law doedumuttion well, where officials regard the publichspe
to be their private domain, where impersonal marke¢ often absent, communitarian relationships are
what keep people alive, if not well; hence thdiaation for many contemporary development econizimis
But we need to bear counterfactuals in mind. Itlddee that communitarian relationships prevent
impersonal transactions from taking place. Moreppersonal obligations inherited from the past can
prevent public officials from acting dispassiongt&Vhat appears as corruption in the North could we
be social obligation in the South. Similarly, onams civic association in the North is another man’
special interest group.

In this paper | have suggested that social caigita¢st seen as interpersonal networks, nothing
more; and that we should assess the quality ot#patal by studying what networks are engage8ame
would be found to be progressive, others reactign@t others violent. Determining the right intiesp
between interpersonal networks and the impersaridiginstitutions remains the central problemiud t

social sciences.
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Stage Game

o P2 Y2
1
o, 4.4 2,2 0,7
B, 2,2 3,3 1,0
Y 7,0 0,1 0,0
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Appendix
Let S and § be the set of strategies availabledividuals 1 and 2, respectively, in the stage
game of a repeated game. Strategies themselvdsrayted by,s and s for the two individuals. Theoffay
function for 1 is denoted by,U (s, s ), for 2 it snabted by Y (s ,,s ). Recall that a pair of strate(fies
§,) is an equilibrium of the stage game if:
U,(5,,5,) > Uy(s,,5,) forallseS;
and U6.,5,)>U,5,s) forallseS,
The min-max values for individuals 1 and 2, whichk write ag) * and U *, respectively, are
defined as:
U*= [min max U(s,s)l
SES, SES;
U= [min max U,(s,s)]
SES,  SE£S,
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