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Abstract

This chapter surveys research on social capital. We explore the concepts that motivate
the social capital literature, efforts to formally model social capital using economic
theory, the econometrics of social capital, and empirical studies of the role of social
capital in various socioeconomic outcomes. While our focus is primarily on the place
of social capital in economics, we do consider its broader social science context. We
argue that while the social capital literature has produced many insights, a number of
conceptual and statistical problems exist with the current use of social capital by social
scientists. We propose some ways to strengthen the social capital literature.

Keywords
development, growth, identification, inequality, networks, social capital, trust

JEL classification: E26, 010, 040, L14, Z13



Ch.26: Social Capital 1641

...in every community there seems to be some sort of justice, and some type
of friendship, also. At any rate, fellow-voyagers and fellow-soldiers are called
friends, and so are members of other communities. And the extent of their com-
munity is the extent of their friendship, since it is also the extent of the justice
found there .. .What isjust . ..is not the same for parents towards children as for
one brother towards ancther, and the same for companions as for fellow-citizens,
similarly with the other types of friendship .. .what is unjust towards each of these
is also different, and become more unjust as it is practiced on closer friends. It is
more shocking, e.g., to rob a companion of money than to rob a fellow-citizen, to
fail to help a brother than a stranger, and to strike one's father than anyone else.
What is just aso naturally increases with friendship, since it involves the same
people and extends over an equal area.

Aristotle, Nicomachean Ethics, Book Vi1, 9.61 [Aristotle (1985)].

1. Introduction

Social capital represents one of the most powerful and popular metaphors in current
socia science research. Broadly understood as referring to the community relations that
affect personal interactions, social capital has been used to explain an immense range of
phenomena, ranging from voting patternsto health to the economic success of countries.
Literally hundreds of papers have appeared throughout the social science literature ar-
guing that social capital mattersin understanding individual and group differences and
further that successful public policy design needs to account for the effects of policy on
socia capital formation.

This chapter is designed to survey research on social capital. We will give primary
focus to the role of social capital in economic growth and development as suggested
by the presence of this chapter in the Handbook of Economic Growth. That being said,
this survey will discuss social capital in general as there is no part of the social capital
literature that may plausibly be treated as orthogonal to the issues that arise in relating
social capital to economic growth. Our objectives are threefold. First, we provide an
overview of conceptual issues that underlie social capital studies. Second, we identify
some general flaws we see in the empirical social capital literature. While we would
hardly claim that every social capital study suffers from these problems, we do claim
that they are prevalent in the literature. Third, we make a number of recommendations
on how to strengthen the social capital literature. In assessing empirical work, we will
focus almost exclusively on statistical analysis of social capital. Thisis not because we
regard qualitative studies as unimportant (we will in fact advocate their greater use in
the course of our discussion) but because such studies raise very distinct conceptual and
interpretative questions from their quantitative counterparts.

Much of our discussion is critical. We argue that empirical social capital studies are
often flawed and make claims that are in excess of what is justified by the statistical
exercises reported. However, this should not be taken as an indictment of research on
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social capital per se. In our judgment the role of socia factorsin individual and group
outcomes is of fundamental importance in most of the contexts in which social capital
has been studied. Hence we regard the empirical social capital literature as addressing
major outstanding issues in many areas of social science. Our intent in this survey is
to evaluate what is currently known and to make suggestions on how to improve future
research.

The chapter is organized as follows. Section 2 contains a discussion of how econo-
mists and other social scientists have attempted to define social capital. The section also
reviews some of the contexts in which social capital has been argued to play an impor-
tant causal role in various sociological outcomes. Section 3 discusses efforts to theorize
about social capital; both heuristic and conceptual arguments are discussed as well as
formal analyses. Section 4 discusses econometric issues that arise in the efforts to de-
velop empirical evidence of the role of social capital as adeterminant of socioeconomic
outcomes. Section 5 reviews the empirical literature on social capital; while this litera-
tureis far too large to cover comprehensively we believe our survey captures the range
of contexts in which social capital effects have been evaluated. Section 6 reviews em-
pirical studies that analyze the determinants of social capital. Section 7 contains some
suggestions for improving social capital research. Section 8 concludes.

2. Social capital: Basic concepts
2.1. Defining social capital

Since Loury (1977) introduced it into modern social science research and Coleman’s
(1988) seminal study placed it at the forefront of research in sociology, the term so-
cial capital has spread throughout the social sciences and has spawned a huge literature
that runs across disciplines. Despite the immense amount of research on it, however,
the definition of social capital has remained elusive. From a historical perspective, one
could argue that social capital isnot a concept but a praxis, a code word used to feder-
ate disparate but interrelated research interests and to facilitate the cross-fertilization of
ideas across disciplinary boundaries. The success of social capital as a federating con-
cept may result from the fact that no socia science has managed to impose a definition
of the term that captures what different researchers mean by it within a discipline, let
alone across fields.

While conceptual vagueness may have promoted the use of the term among the social
sciences, it also has been an impediment to both theoretical and empirical research of

1 Evenif aprecise definition of social capital were attempted, it islikely to be no lessvaguethan other similar
concepts. The term capital, for instance, is used to describe different things — from finance to machinery to
infrastructure. Human capital similarly has many different meanings, such as education, nutrition, health,
vocational skills, and knowledge. This kind of vagueness, however, is less problematic aslong as researchers
agree on some basic principles.
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phenomenain which social capital may play arole. In order to anchor our discussion of
social capital, we need a substantive definition. We begin our search by listing a number
of definitions that have been proposed by some of the most influential researchers on
social capital. We begin with Coleman (1990) who defines social capital as

...socia organization constitutes socia capital, facilitating the achievement of
goals that could not be achieved in its absence or could be achieved only at a
higher cost (p. 304).

Putnam, Leonardi and Nanetti (1993) provides a similar characterization,

...socia capital ...refers to features of social organization, such as trust, norms,
and networks that can improve the efficiency of society ... (p. 167).

Both definitions emphasi ze the beneficial effects social capital isassumed to have on so-
cia aggregates. According to these definitions, social capital isatype of positive group
externality. Coleman’s definition suggests that the externality arises from socia orga-
nization. Putnam’s definition emphasizes specific informal forms of social organization
such as trust, norms and networks. In his definition of social capital, Fukuyama (1997)
argues that only certain shared norms and values should be regarded as social capital:

Social capital can be defined simply as the existence of a certain set of informal
rules or norms shared among members of a group that permits cooperation among
them. The sharing of values and norms does not in itself produce socia capital, be-
cause the values may be the wrong ones ... The norms that produce social capital
... must substantively include virtues like truth-telling, the meeting of obligations,
and reciprocity (pp. 378-379).

Other definitions characterize social capital not in terms of outcome but interms of rela-
tions or interdependence between individuals. In later research, Putnam (2000) defines
social capital as

... connections among individuals — socia networks and the norms of reciprocity
and trustworthiness that arise from them (p. 19).

Ostrom (2000) writes:

Social capital isthe shared knowledge, understandings, norms, rules and expecta-
tions about patterns of interactions that groups of individuals bring to a recurrent
activity (p. 176).

In asimilar vein Bowles and Gintis (2002) state:

Social capital generally refers to trust, concern for one’s associates, a willingness
to live by the norms of one’'s community and to punish those who do not (p. 2).

2 Criticisms of the vagueness and inconsistency of various definitions of social capital may be found in
Dasgupta (2000), Durlauf (2000), Manski (2000) and Portes (1998). Arrow (2000) goes so far as to suggest
that the term social capital be abandoned.
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Finally, one finds in arecent book-length treatment, Lin (2001),

...socia capital may be defined operationally as resources embedded in social
networks and accessed and used by actors for actions. Thus, the concept has two
important components: (1) it represents resources embedded in social relations
rather than individuals, and (2) access and use of such resources reside with actors
(pp. 24-25).

From these definitions, we can distinguish three main underlying ideas:

(1) socia capital generates positive externalities for members of a group;

(2) these externalities are achieved through shared trust, norms, and values and their

consequent effects on expectations and behavior;

(3) shared trust, norms, and values arise from informal forms of organizations based

on socia networks and associations.
The study of social capital is that of network-based processes that generate beneficia
outcomes through norms and trust.

By this definition social capital is always desirable since its presence is equated with
beneficial consequences. This formulation is quite unsatisfactory from the perspective
of policy evaluation [e.g., Durlauf (1999, 2002b), Portes (1998)]: if one denies the
appellation of social capital to contexts where strong social ties lead to immoral or un-
productive behaviors, thereis nothing nontrivial to say in terms of policy. Presumably it
is social structures, not their consegquences, which can be influenced by policymakers.
Unless we know under what conditions social structures generate beneficial outcomes,
we cannot orient policy. We also note that the benefits that social capital generates for
one group may disadvantage another, so that the combined effect on society need not be
positive. We come back to thisissue later.

The three main ideas outlined above often appear intertwined in the mind of their
proponents so that onein isolation would probably not be considered social capital. For
instance, there are many phenomena that generate positive (or negative) externalities.
According to the definitions listed here, they would probably not be considered social
capital unless they involve norms or trust. There appears to be more confusion as to
whether al three parts of the definition are required for social capital. Norms and trust
can be based on formal institutions such as laws and courts without reference to social
networks. Yet the literature sometimes has referred to such generalized trust as social
capital [e.g., Knack and Keefer (1997)]. It is aso unclear whether (1) and (3) alone
constitute socia capital. In his seminal work on job markets, for instance, Granovetter
(1975) discusses how social networks are activated to share job market information,
thereby facilitating job search and raising the efficiency of the job matching process.
This process does not, by itself, require shared norms or values. Fafchamps and Minten
(2002) use the phrase ‘ social network capital’ to describe this phenomenon.

From the perspective of empirical work, a definition of social capital limited to
(1) and (2) is problematic. Things like ‘norms’ and ‘shared values' are notoriously dif-
ficult to measure. This has led some of the less rigorous work in this area to present
evidence of a beneficial group effect as evidence of social capital itself, and conse-
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quently to conclude that social capital is good. This kind of circular reasoning is of
course not satisfactory sinceit is ultimately tautological and is not falsifiable.

A definition of social capital suitable for rigorous empirical work must identify ob-
servable variables that can be used as proxies for socia capital [Portes (2000)]. Norms,
trust, and expectations of behavior are very broad ideas that encompass no end of
phenomena. Identifying a commonly acceptable set of proxies for social capital has
therefore proved a formidable task and many different variables have appeared in em-
pirical papers purportedly to measure it. Another problem has to do with the extent to
which the variables used identify well-defined social influences — part (3) of our defini-
tion. Adherence to norms can be induced for many reasons, including many that cannot
be reasonably construed as social. Consequently, evidence of adherence to norms does
not, by itself, constitute evidence of theimportance of social networks. To the extent that
socia networks and associations are part of the definition of socia capital, evidence
must also be provided that trust and shared norms are achieved via socia interaction
based on interpersonal networks and associations.

2.2. Theé€fficiency of social exchange

Perhaps a more fruitful approach for our purpose is to proceed by example, that is, to
select one specific phenomenon and use it to illustrate how research on socia capital
can be organized. Much of the commonality in definitions of social capital and in ex-
amples given by respective authorsis the focus on interpersonal relationships and social
networks and their effect on the efficiency of social exchange — whether the provision
of a public good, as in Coleman’s work, or the better organization of markets, as in
Granovetter's. At the heart of the concept of social capital istheideathat positive exter-
nalities cannot be achieved without some kind of coordination, i.e., thereis coordination
failure. Much of the interest in social capital stems from efforts to understand how so-
cialy efficient outcomes can occur in environments in which the sorts of conditions
necessary for the classical First Welfare Theorem are not fulfilled. Efficiency of social
exchangeis thus a good vantage point around which to organize our assessment.

One important potential role for social capital concerns its ability to ameliorate po-
tential inefficiencies caused by imperfect information. As Hayek (1945) was among the
first to point out, information asymmetries are an inescapabl e feature of human society.
As aresult, exchange is hindered either because agents who could benefit from trade
cannot find each other, or because, having found each other, they do not trust each other
enough to trade. In either case, some mutually beneficial exchange does not take place.
Similar principles apply to the provision of public goods. Search and trust are thus two
fundamental determinants of the efficiency of social exchange. If we can finds ways of
facilitating search and of fostering trust, we can improve social exchange.

There are basically two ways of achieving these dual objectives. via formal institu-
tions (e.g., a stock exchange or a trading fair) or via interpersonal relationships (e.g.,
word-of-mouth communication of opportunities, repeated interactions which benefit
both parties). The literature on social capital focuses principally on the latter. In the
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following discussion, we illustrate how social networks can raise efficiency. We begin
by examining the possible effects of social networks on search. In so doing, we focus
only on parts (1) and (3) of our definition of social capital since norms and trust are not
central to the circulation of information (although they can play a subsidiary role). We
then turn to trust, the externalities it generates, and the way to sustain trust through so-
cia networks. Public goods are discussed in the following subsection. The relationship
between social capital and economic devel opment is examined next. The last subsection
explores the relationship between social capital and equity.

2.2.1. Social networks and search

Therole of social capital in search can be illustrated by comparing US equity and labor
markets. Given the existence of a stock market, it is very easy for a seller of stock to
find a buyer at the market clearing price. This is not the case in labor markets where
no equivalent institution circulates accurate and up-to-date information about jobs and
workers. In his path-breaking study of the US labor market, Granovetter (1975) brought
to light the role played by interpersonal relationships in channeling information about
jobs and job applicants. A large proportion of jobs are allocated on the basis of per-
sonal recommendation and word-of-mouth. This can be understood as an endogenous,
spontaneous adaptation to the absence of aformal clearing house equivalent to the stock
market.>

Asthis comparison demonstrates, observing that social capital playsarolein markets
does not, by itself, constitute evidence that social capital is necessary and should be
nurtured. Depending on the circumstances, the devel opment of formal institutions may
be a superior aternative.

2.2.2. Social capital and trust

As argued in Fafchamps (2004), trust may be understood as an optimistic expectation
or belief regarding other agents' behavior. The origin of trust may vary.* Sometimes,
trust arises from repeated interpersonal interaction. Other times, it arises from general
knowledge about the population of agents, the incentives they face, and the upbringing
they have received [Platteau (1994a, 1994b)]. The former can be called personalized
trust and the latter generalized trust. The main difference between the two is that, for
each pair of newly matched agents, the former takes time and effort to establish while
the latter is instantaneous.

3 Thisis not to say that efforts have not been made to emulate the stock market model — from employment
officesto Internet sites to temporary employment agencies. But to date none of these institutions seems capa-
ble of conveying sufficiently precise information about jobs and job applicants, especially regarding worker
environment, work ethics, and personal motivation. See Fafchamps (2002) and Kranton (1996) for models of
spontaneous market emergence organized around interpersonal relationships.

4 Sometimestrust is mi splaced, but for the sake of brevity, we ignore this possibility here.
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In most situations, trusting others enables economic agents to operate more effi-
ciently — e.g. by invoicing for goods they have delivered or by agreeing to stop hos-
tilities. Whenever thisis the case, generalized trust yields more efficient outcomes than
personalized trust. The reason is that, for any pair of agents, generalized trust is estab-
lished faster and more cheaply than personal trust. This observation haslong been made
in the anthropological literature on generalized morality. Fostering generalized trust can
thus potentially generate large efficiency gains. How this can be accomplished, however,
is unclear.

Clubs and networks are different concepts having to do with the structure of links
among economic agents. Clubs describe finite, closed groupings. Networks describe
more complex situations in which individual agents are related only to some other
agents, not al. The term ‘network’ is sometimes used to describe the entire set of links
among a finite collection of agents. Other times, it is used to describe the set of links
around a specific individual. To avoid confusion, we refer to the second concept as a
subjective network.

Among other things, clubs and networks can be used to describe the extent to which
personalized and generalized trust exist in a population. Perfect generalized trust cor-
responds to the case where all agents belong to a single club (or complete network)
and trust al other members. Situations in which generalized trust exists only among
sub-populations[say, Jewish diamond dealersin New York, cf. Bernstein (1992)] could
be described as small clubs. Situations in which individual agents only trust a limited
number of agents they know individually can be described as a network.

From the above discussion, it is immediately clear that if trust is beneficia for
economic efficiency, the loss from imperfect trust can be visualized as the difference
between the actual trust network and the minimum network that would support all mu-
tually beneficial trades. Following this reasoning, inefficiency is expected to be highest
in societies where the trust network is very sparse [Granovetter (1995)]. Inefficiency
is aso large when subgroups who could benefit a lot from trading with each other are
prevented from doing so by mutual isolation. Thisistrue even if many links exist within
each subgroup.

2.2.3. Social capital and public goods

In the preceding subsection we discussed the role of trust in fostering exchange. Trust
is also an essential ingredient in the delivery of public goods. In many cases, the state
can organize the provision of public goods by taxing individuals. Whenever thisistrue,
trust is not essential. But there are many forms of public goods that cannot be harnessed
through state intervention.

In his work on PTA run schooals, for instance, Coleman (1988) shows that parental
involvement in school affairs has a beneficia external effect on student achievement,
probably because it leads children to believe their parents care about their education.
Parental involvement, in turn, requires trust to reduce and solve interpersonal conflicts
and to minimize fears of free-riding. In this example, the externality is a public good
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that cannot be harnessed by state intervention. Voluntary participation by parents is
essential .

In poor countries, there are many situations in which the state could, theoretically,
intervene to provide a public good, but where it is unable to do so because its tax base
and its capacity to organize are limited. Collective action can serve as asubgtitute for the
state. However, because collective action cannot rely on the coercive power of the state
(e.g. the ahility to tax and enforce contracts), it is much harder to set in motion. Two
essential ingredients are then required: leadership and trust. A leader is required who
is capable of convincing community members that they should voluntarily contribute
to the public good. Trust is necessary to resolve conflicts among competing interests
and to reduce fears of free-riding. Leaders can also help raise the level of trust in the
community.

What the above discussion indicates is that delivering public goods via voluntary
organizations depends critically on local trust and leadership. If these ingredients are
absent, for instance after a civil war, then state intervention is likely to be much easier.
Furthermore, good local leaders are rare. Projects that work well in one place because
of strong local involvement need not be replicable elsewhere if local leaders are weak.
Pilot projects of public good delivery through local communities may provide wrong
signals if their placement is correlated with the presence of good local leaders who
managed to attract the pilot project to their community.

2.3. Social capital and development

Much of the interest in social capital stems from the view that the absence of social
capital represents one of the major impediments to economic devel opment; Wool cock
(1998) provides a wide ranging conceptual analysis of the role of social capital for de-
veloping societies and economies; arange of applications of social capital to economic
development are collected in Dasgupta and Serageldin (2000) and Grootaert and van
Bastelear (2002). In fact, much of the current interest in social capital stems from the
now classic book by Putnam, Leonardi and Nanetti (1993) which argues that northern
Italy developed faster than southern Italy because the former was better endowed in so-
cia capital —measured by membership in groups and clubs. One of the major claimsin
this literature is that social capital can facilitate the solution of collective action prob-
lems.

However, when focusing on advanced societies, the effects of social capital on eco-
nomic performance are less obvious. For example, Putnam (2000), focusing on the US
experience since the 1950s, argues that social capital, defined as membership in for-
mal and informal clubs, has declined monotonically since the 1950s. Thisistrue for all
states, all decades, and all measures of social capital. However, he finds no relationship
between the speed of the decline of social capital and economic performance across
US states or across time periods. Further, the relationship between socia capital and
socioeconomic outcomes is even harder to characterize when one looks at subperiods.
For example, the 1990s were a period of rapid economic growthinthe USyetitisasoa
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period of rapid declinein social capital, at least based on the sorts of measures he uses.
To be clear, Putnam does attempt to associate higher social capital with better socioeco-
nomic outcomes, our point isthat the relationship between the two for the United States
iseven at first glance relatively complicated.

The differences between the case of Italian regions and that of the United States
is suggestive of how one might think about the relationship between development and
social capital. Oneinterpretation of these differencesisthat for the United States, gener-
alized trust has improved over the period studied, so club membership has become less
necessary.” In contrast, the Italian experience relates to an earlier period in which gen-
eralized trust may have been insufficient or incomplete and small clubs helped broaden
the range of personalized trust. This raises the general possibility that clubs and net-
works are important at intermediate levels of development. Their function isto broaden
the range and speed of social exchange beyond the confines of inter-personal trust. But
once asufficiently high level of generalized trust has been achieved, clubs and networks
are no longer necessary and wither away [North (2001)]. A similar kind of reason-
ing can be followed for public goods. In undeveloped economies, the state is weak
and under-funded. Consequently it cannot organize the delivery of all needed public
goods. Thisis particularly true for local public goods or for public goods that require a
modicum of voluntary involvement to limit free-riding (of which corruption is but one
manifestation).

Social capital provides an aternative. Clubs formed for noneconomic purposes (e.g.,
religious worship) have leaders. In the absence of public good provision by the state,
these leaders may decide to mobilize club members (e.g., the religious congregation) to
provide missing public goods. History is replete with examples of faith-based organiza-
tionsintervening to build schools and clinics and to provide avariety of public services.
Here, sharing acommon religiousfervor isthe basisfor trust and the religious hierarchy
provides the necessary |eaders. Some large secular organizations have adopted similar
pracéi ces—eg., political parties yesterday, nongovernmental organizations (NGOS) to-
day.

These issues have immediate implications for empirical work on social capital. The
difficulty comesfrom the fact that first-best outcomes can in principle be achieved with-
out paying attention to clubs and networks. Generalized trust in commercia contracts,
for instance, can theoretically be achieved vialaws and courts. Because of the possibil-
ity that revenues may be collectively raised via taxation, public goods can in principle

5 Inthis discussion, we stipulate that Putnam'’s claims about declining US social capital are correct. In fact,
this claim has been subjected to important criticism. Skocpol (1996), has argued, for example, that while
participation in local groups has declined, participations in larger organizations such as the American Asso-
ciation of Retired Persons has increased, and that what really needs be understood is the nature of voluntary
group memberships and the like, rather than the number of memberships per se. See Skocpol (2003) for a
detailed elaboration of thisidea. Oneimportant implication of Skocpol’s work for economistsis that many of
the measures that have been proposed to quantify social capital may be fundamentally flawed.

6 One classic historical example is the role of the Social Democratic Party in organizing a range of social
and cultural activities for its membersin Imperial Germany, see Blackbourn (1997, chapter 8).
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be organized by the state at lower cost in terms of public mobilization and leadership
skills. As North (1973, 1990) has argued, the rise of the Western world is precisely
due to the invention of institutions that protect property rights and make the state more
effective at delivering public goods. Clubs, networks, and community-based voluntary
organizations can improve efficiency in economic exchange and public good delivery.
But these are typically second-best solutions. The first-best approach is generaly to
develop well-functioning legal institutions and state organizations.”

Whether or not social capital rai ses efficiency we therefore argue depends on the level
of institutional development. Suppose that laws and courts are insufficient to ensure
respect of commercial contracts. This situation can arise anywhere [Bernstein (1996)]
but it is probably most severe in poor countries where many transactions are small and
buyers and sellers are too poor for court action to yield reparation [Bigsten et al. (2000),
Fafchamps and Minten (2002)].8 In such an environment, market exchange relies on a
combination of personalized trust, legal ingtitutions (e.g., to enforce large contracts and
to punish thieves), and informal institutions (e.g., reputation sharing within business
networks and communities). Whether or not social capital facilitates exchange can then
be seen as atest of the strength and reach of formal institutions.

A similar line of reasoning holds for public goods. Public good delivery is best ac-
complished when the power of the state to tax and mobilize resources is combined with
trust and community involvement. The reason is that, without voluntarily accepted dis-
cipline, government action is ineffective: taxes do not get paid, rules are not followed,
civil servants become corrupt, and free riding reigns. Discipline in turn depends on
the perceived legitimacy of government action and the degree of public involvement in
the decision-making process. It also depends on identification with the political elites,
sense of national urgency, and many other factors which are still poorly understood.
The bottom-line, however, is clear: without some form of voluntary acceptance by the
public, government efforts to provide public goods are likely to fail. Social capital is
thus probably essential for public good delivery. But the forms it may take are likely
to vary depending on local conditions, i.e., from generalized trust in government and
formal institutions to interpersonal trust mobilized via clubs and networks.

2.4. Social capital and equity

We have argued that trust is essential to both economic exchange and public good de-
livery. We have also argued that clubs and networks can facilitate search and provide
an imperfect substitute to generalized trust: in the absence of generalized trust, it may
be necessary to rely on clubs and networks. Unlike generalized trust, however, clubs

7 Bowles and Gintis (2002) elaborate this type of reasoning, athough in their view socia capital plays
arole in overcoming limits to government intervention generated by information constraints and so acts as a
complement to government institutions in producing efficient outcomes.

8 Except through forced labor, asin 19th century England and France. But thisis of course now outlawed in
most countries.
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and networks often have distributional consequences that may be quite inequitable. The
reason isthat, unlike generalized trust, clubs and networks only offer apartial or uneven
coverage of society. If the benefits of social capital principally accrue to network mem-
bers, those who happen to be included benefit from increased efficiency but those that
are excluded do not. As Fafchamps (2002) and Taylor (2000) have shown, the creation
of clubs or networks can even penalize nonmembers. Thisis because members of aclub
or network find it easier to deal with each other and, as aresult, may stop dealing with
nonmembers.®

Clubs are |least conducive to equity when membership is restricted to a specific group
(e.g., men or whites) or when new members are not accepted (e.g., established firms
only). Even when new members are accepted without restriction, historical events can
shape the composition of clubs for decades whenever entry is slow. In this case, equal
opportunity need not be realized because old members have enjoyed the benefits of
membership for much longer. By extension, clubs are likely to have undesirable conse-
guences on equity whenever (1) club membership is beneficial to membersand (2) entry
into the club is not instantaneous. Put differently, clubs raise equity concerns whenever
they have real economic benefits.

The creation of clubs may thus reinforce polarization in society between the ‘in’
group and the ‘out’ group. Investing in social capital by promoting clubs can thus have
serious equity repercussions. This is true even if we ignore the fact that certain clubs
may collude to explicitly dominate or exclude others (e.g., the Ku Klux Klan). A simi-
lar situation arises with networks because better connected individuals profit from their
contacts [Fafchamps and Minten (2002)]. Social capital can be used by certain groups
to overtake others, generating between-group inequality and political tension. To the
extent that between-group inequality itself favors crime and riots and detersinvestment,
promoting social capital by promoting specific groups may, in the long-run, be counter-
productive.

3. When does social capital matter?

The conceptual discussion has clarified the definition of social capital and its possible
role in the devel opment process. This discussion, however, has not precisely identified
the conditions under which social capital matters. To achieve this, we need a general
conceptual framework in which there is room for social capital to be beneficial.

3.1. Sources of inefficiency

For social capital to increase Pareto efficiency, the decentralized equilibrium without
social capital must not be Pareto efficient in the first place. Social capital can only have

9 Of course, thisis not to say that impersonal markets based on generalized trust treat all groupsfairly. Statis-
tical discrimination, for instance, naturally arises even in the absence of clubs and networks [e.g., Fafchamps
(2003)].
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abeneficial effect in a second-best world. Deviations from first-best outcomes arise for
a variety of reasons including externalities and free-riding, imperfect information and
enforcement, imperfect competition, and the like. For social capital to be beneficial,
it must therefore resolve or compensate for one of these sources of inefficiency. Sec-
ondly, whatever the source of inefficiency, there are only alimited number of ways by
which social capital — or any other mechanism — may improve upon a decentralized
equilibrium. First, it may resolve a coordination failure in an economy that has multiple
Pareto-ranked equilibria. Second, it may alter individual incentives so as to replace the
decentralized equilibrium with a superior one. Third, it may affect the technology of
social exchange, for instance by opening new avenues for the circulation of informa-
tion.

From these two preliminary observations, it isimmediately obviousthat social capital
will never be the only possible solution to inefficiency. There always exist alternative
mechanisms to solve coordination failure, improve individual incentives, and upgrade
the technology of social exchange — such as contracts, vertical integration, state inter-
vention, or redefinition of property rights. Of course, there are many circumstances in
which social capital is aless expensive or simpler institutional solution, but it isimpor-
tant to recognize that it can never be the only one.

These observations have immediate implications regarding empirical investigation.
Suppose social capital improves efficiency by solving a coordination failure problem.
For this to occur, the economy must have multiple Pareto-ranked equilibria. Social
capital provides the leadership or coordination device necessary to select a superior
equilibrium among the many possible ones. Suppose further that the researchers have
multiple observations of such economies, some with social capital and some without.
Since nothing precludes these economies from achieving a high equilibrium without
social capital, it isinherently difficult to test its effect. Furthermore, social capital may
arise endogenously as an institutional response to an inferior equilibrium. To the ex-
tent that social capital does not aways succeed in moving the economy to the better
equilibrium, one could have the paradoxical situation in which economies with social
capital are on average at alower equilibrium than those without. This is a standard dif-
ficulty with multiple equilibria but it is not always adequately recognized in empirical
work.

Even when there isasingle equilibrium, social capital never isthe only possible way
of improving efficiency by altering incentives or technology. Identifying the effect of
social capital requires that the researcher adequately control for other possible institu-
tiona solutions. Here too, self-selection isa concern.

3.2. Channels
The literature has identified a number of channels by which socia capital improves

efficiency. Most of these channels fall under one or a combination of the following
three categories: information sharing, group identity, and explicit coordination.
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3.2.1. Information sharing

It is a commonplace that human beings derive satisfaction from interacting with others.
Socializing often involves the transfer of information, even if the purpose of socializa-
tion is not to transfer this information. The sharing of information is then a by-product
of social interaction, aMarshallian externality. To the extent that the shared information
is economically useful, socialization generates a positive externality.

Socialization may also be initiated with the intent of acquiring a specific piece of
information. In this case, the transfer of information is the purpose of socialization. Be-
causeinteracting with othersis al so aconsumption good, collecting information through
socialization benefitsfrom akind of ‘ subsidy’ relative to nonsocial forms of information
collection (e.g., going to the library).

The literature on social capital contains many applications of this smple idea. Barr
(2000), for instance, arguesthat social networks among Ghanaian entrepreneurs serveto
channel information about new technology. Fafchamps and Minten (1999), Granovet-
ter (1975, 1995), Montgomery (1991), Rauch (1996), Rauch and Casella (2003) and
many others have emphasized the role of social networks in conveying information
about employment and market opportunities. Fafchamps (2004), Greif (1993), Johnson,
McMillan and Woodruff (2000), Kandori (1992) and McMillan and Woodruff (2000)
have brought to light the role of social networksin circulating information about breach
of contract, thereby enabling business groups to penalize and exclude cheaters. Wade
(1987, 1988) discussestherole of social capital in reducing incentive problemsin teams
by circulating information about effort. This point has also been made in the theoretical
literature on industrial organizations, where the possibility for members of a team of
workers to monitor and penalize each other has been shown to increase efficiency. So-
cia capital may also circulate information about what tasks need to be done and when.
Platteau and Seki (2002) provide an illustration of this idea in the case of Japanese
fishermen and the coordination of their fishing efforts to minimize cost (e.g., exchange
information about fish location) and maximize revenue (e.g., coordinate the landing of
fish to maximize prices). The different mechanisms that link networks and economic
outcomes may be simultaneously present; Rauch and Trindade (2002), for example, ar-
guethat the role of ethnic Chinese networksin bilateral trade between countries reflects
both the ability of networks to match buyers and sellersin product characteristic space
aswell asto facilitate social sanctions.

While the evidence provided is impressive, the literature remains somewhat naive in
its assumption regarding the ease with which accurate information can be exchanged.
In practice, three conditions must be satisfied for social capital to raise Pareto efficiency
through the sharing of information: (1) imperfect information must be the source of
inefficiency; (2) there are disincentives to spread erroneous information; (3) there are
no obstacles to Pareto efficiency other than imperfect information. Even if social cap-
ital satisfies the first condition, it may not satisfy the other two. It is a'so important to
recognizethat the information sharing benefits generated by social capital can alwaysbe
obtained in another way. For instance, information sharing can be explicitly organized
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and budgeted within a large organization, whether public or private (enterprise, NGO).
To empirically test the effect of socia capital, one should control for the possible pres-
ence of such organizations.

It isso customary to blame imperfect information for economic inefficiency that other
sources of inefficiency, such as imperfect contract enforcement and insufficient pro-
tection of property rights, are sometimes disregarded. Fafchamps (2002), for instance,
shows how the decentralized enforcement of contracts naturally takes the form of re-
lational contracting, even without exchange of information. In this example, contract
enforcement is the channel through which social capital raises efficiency, not informa-
tion sharing. In his analysis of market institutions in Sub-Saharan Africa, Fafchamps
(2004) points out that incentives often exist to distort the conveyed information, either
to hurt a competitor or to hide one's own shortcomings. Interviews with entrepreneurs
suggest that gossip is never regarded as reliable information. Guaranteeing that accurate
information istransferred through social networks requires the existence of punishment
mechanisms — such as the loss of reputation — penalizing false reporting. Finaly, there
often are obstaclesto Pareto efficiency other than imperfect information. The most com-
mon one is coordination failure. We revisit this issue bel ow.

3.2.2. Group identity and modification of preferences

Under the general heading of group identity and modification of preferences, we put var-
ious effects that arise because identification with a group or network affects individual
preferences and choices. Economists usually regard individual preferences as exoge-
nously given and relatively stable over time. As psychologists have shown, however,
individual preferences can be manipulated through advertising or propaganda. Indi-
vidual preferences can aso fluctuate over time in a systematic, somewhat predictable
fashion. Impulses are one particularly relevant example of such phenomenon. Individu-
als have been shown to violate their own stated preferences in response to an impulse —
to eat, to drink, to buy.

This introduces time inconsistency in preferences. Because agents anticipate they
may be subject to impulses, they often resort to various ‘tricks’ that limit their future
choices — such as putting money on a savings account that cannot be accessed easily,
or carrying a limited amount of cash when shopping. Agents may also voluntarily en-
ter in restrictive social arrangements in order to protect themselves against their own
impulses. Alcoholics Anonymous is a good example of such a process. Participation
in Rotating Savings and Credit Associations (ROSCAS) can similarly be understood as
away of forcing oneself to save.

Theliterature on socia capital isreplete with descriptions of such virtuous processes.
Because these descriptions implicitly assume that social capital atersindividual prefer-
ences, they often seem alien to economists. One such claim often made in the literature
istheideathat social capital favorsaltruism and raises concernsfor the common good —
the ‘touchy-feely’ side of social capital. To see how even a minor increase in altruism
can raise efficiency, consider a standard prisoner’s dilemma (PD) game with standard-
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ized payoff matrix

Cooperate  Defect

Cooperate 1,1 (—a, b)
Defect (b,—a) (0,0

witha > 0, b > 1. It is standard that (Defect, Defect) is the unique Nash equilib-
rium. Now suppose that players become altruistic, so that their utility is the weighted
sum of their individual payoff IT; and their opponent’s individual payoff I7;, so that
Uy = (1 - a)I; + all; where « > 0. In this case, Defect is no longer neces-
sarily a best response strategy; (Cooperate, Cooperate) is now a Nash equilibrium if
1> b(1—a)—aa or equivdently, « > (b —1)/(b + a). This condition can be sat-
isfied for values of o well below one haf, implying that, depending on the values of
a and b, even moderate levels of altruism can eliminate the prisoner’s dilemma. Similar
reasoning can be applied to games with inferior equilibria, such as the assurance game:
in these games some altruism can also eliminate Pareto inferior outcomes. The intuition
behind thisresult is obvious: the more playersinternalize others' payoffs, the more they
care about Pareto efficiency. When both players give equal weight to their payoff and
others', they only care about aggregate welfare, what we call the common good. In this
case, the equilibrium is always Pareto efficient.1% Altruism provides an efficient solution
to free-riding — a principle that most religions seem to have discovered centuries ago.

The relationship between altruism and social capital probably has to do with group
identity [Akerlof and Kranton (2000)]. Economic experiments using the dictator game
and the trust game indeed suggest that agents exhibit more altruism and play more coop-
eratively if they have been induced to identify with agroup [e.g., Fershtman and Gneezy
(2001)].1* Thisis true even if members of the group are unknown and even if they are
not even seen during the experiment. These results suggest that group identification may
trigger agentsto adopt more altruistic preferences, thereby yielding more efficient group
outcomes. If identification with agroup is necessary for preferencesto become more al-
truistic and better aligned with the common good, effortsto foster a sense of community
may naturally be seen as an essential component of social capital by many researchers.
This probably explains why community building is often construed as a way to foster
social capital.

Social capital may also affect preferences in other ways. As argued by Fafchamps
(1996) and Platteau (1994a), several mechanisms can be used to enforce contractual
obligations: legal and extra-legal penalties, loss of reputation, and guilt. These same
mechanisms can enforce contributions to the public good in case individual prefer-
ences are not aligned with the common good. By circulating information, social capital

10 Note that the common good equilibrium is Pareto efficient in both the original, selfish preferences I1; and
inthe atruistic preferences U; = (1 — o) I1; + 1.

11 1n the trust game players play sequentially. Player 1 gives an amount X to player 2. Thisamount is multi-
plied by the researcher, usually by 2 or 3. Player 2 then gives an amount Y to player 1. There is no repetition.
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can magnify reputational sanctions, a point we have discussed in the previous sub-
section. Group identification can also raise guilt for acting against the group’s com-
mon interest. In our PD game, thisis formally equivalent to deducting the subjective
cost associated with guilt, call it g, from the payoff b associated with defection. If
this feeling is strong enough so that b — ¢ < 1, defection is deterred. Since Max
Weber, the literature on market development has emphasized the role played by reli-
gioninfostering business honesty [Ensminger (1992), Geertz, Geertz and Rosen (1979),
Poewe (1989)]. Communist work ethics propaganda can be seen as a similar effort to
improve team performance by raising guilt among shirkers. One should not dismiss the
power of such propaganda, especially when it is present in conjunction with other in-
centives including coercion, as evidenced by the Stakhanovite movement in the Soviet
Union in the 1930s, see Siegelbaum (1988) for a nuanced discussion.

By favoring identification with a group, socia capital may also affect preferences
through mimicry. In the literature, this idea appears in many guises, the phrase most
commonly used being ‘role model’. Coleman’s example of PTA-run schoolsis a good
illustration. According to Coleman, children whose parents are involved in running the
school adopt a more positive attitude towards study. This change in preferences cannot
be understood asaltruism: it isin the children’slong-term self-interest to study. Nor does
it appear to be purely the result of a sharpened sense of guilt for not studying. Rather it
isrelated to a demonstration or role model effect: children change their preferences to
mimic that of their parents. By visibly and credibly demonstrating their positive attitude
towards school, parents induce a change in attitude among their children.

This kind of phenomenon is related to what economists have called ‘ herding behav-
ior’, that is, the drive to mimic the behavior of others. More research is needed in this
areato fully comprehend the phenomenon and its implications for economic efficiency.
As has been argued formally in Blume (2002), however, mimicry need not result in su-
perior equilibria: nothing in mimicry itself precludes agentsfrom copying bad behaviors
instead of good ones. One famous example is that of a group of high school students
who refused to take their graduation exam as a symbol of group identity, even though
doing so hurt them all. Other examples of bad mimicry involve hazing, gang rape, crime
culture, and the like. Unlike altruism, mimicry is a double-edged sword.

3.2.3. Coordination and leadership

Some of the beneficial effects of social capital on preferences occur by osmosis, with-
out any purposeful action by anyone: people chat around a glass of beer and, quite by
chance, arelevant piece of information is exchanged. In many cases, however, the ben-
efits of social capital are only achieved through purposeful action: someone has to want
to improve the group’s welfare and must do something about it for benefits to materi-
alize. Thisis particularly true of any benefit that requires coordination in order to be
achieved.

This raises a host of difficult issues having to do with the decision making process
within groups. It is well beyond the scope of this chapter to discuss these issues in
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detail. A few remarks are nevertheless in order. First, two essential ingredients seem
to play fundamental roles in purposeful group action: leadership, and rules regarding
group decision making. At this level of generality, their respective role is unclear. What
isinescapable, however, is that neither of them constitutes social capital.

In very informal groupings, leadership is likely to be essential to alter individual
preferences and elicit voluntary contributions to the common good. While socia capital
may assist the action of leaders by facilitating the circulation of information and fa-
voring group identification, the respective roles of leadership quality and social capital
are likely to be extremely difficult to disentangle. This has important implications for
empirical work: if good leadership is required to achieve the coordination required to
benefit from social capital, testing the effect of social capital reguires controlling for the
quality of leadership.

This observation aso has implications for policy. Good leaders may improve effi-
ciency by using the levers of social capital —e.g., by fostering atruistic preferences and
concern for the common good; favoring group identification; preaching good behav-
ior and making free-riders feel guilty; encouraging mimicry of good behavior through
role models and the manipulation of group symbols and representations (e.g., religion,
ideology). This is what practitioners in the field call ‘building social capital’.12 Many
NGOs, for instance, are engaged in precisely this kind of work. Sometimes they focus
on theidentification and training of local |eaders, something to which many NGOsrefer
as an example of ‘ capacity building’ [Barr, Fafchamps and Owens (2004)].

Purposeful coordination can also be obtained through formal rules by which deci-
sions are made and deviance penalized. A simple majority rule combined with fines
and jail sentencesfor free-ridersisin many cases sufficient to reach efficiency. Aslong
as free-riding is not so prevalent as to overwhelm policing, punishments directly alter
incentives in ways that align individual behavior with the common good. In this case,
social capital plays little role — except perhaps in coordinating not to overwhelm the
enforcement apparatus. L eadership also becomes less critical since there is no need for
a charismatic leader who can affect individual preferences directly. All that is required
isa‘bureaucratic’ leader who can apply and enforce the rules decided by the group.

A proper investigation of the importance of socia capital in economic life therefore
requires a careful analysis of the rules by which decisions are reached. It is important
not to credit social capital with outcomes dueto formal rules. This means distinguishing
between the benefits resulting directly from formal organization and the indirect bene-
fits members derive from contact with each other. For instance, the Rotary Club has a
decision-making body to coordinate the date and venue of its next dinner. The coordi-
nation benefit of meeting on the same day in the same place follows directly from the
Club’'sformal rules. But once at the dinner, thereis probably no coordinated mechanism
to share information among members.

12 To a number of economists, these forms of policy intervention may seem unusual because they have no
effect on material incentives but operate only through mental representations. Werevisit theseissuesin greater
detail below.
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This same sort of reasoning applies to schools. In addition to the effects of stu-
dent attitudes discussed by Coleman, PTA-run schools have an organizationa structure
different from that of other schools. In particular, decisions are taken differently and
funding is allocated in a different manner when parents and teachers possess decision
making power in schools. As Jimenez and Sawada (1999) have shown in the case of
El Salvador, PTA-run schools tend to provide greater remuneration and select better
teachers than other schools. These schools also exhibit lower rates of teacher absen-
teeism. At least part of these differences may plausibly be attributed to differences in
funding and internal decision-making rules. Disentangling these effects from those of
social capital islikely to be difficult and contentious.

3.3. Formal theory

While the ideas associated with social capital have been linked to many strands of mod-
ern microeconomic theory, there has been relatively little formal modeling of social
capital per se. Onereason for this, we conjecture, isthe absence of a generally accepted
and coherent definition of social capital, as discussed.

In terms of the efforts to embody socia capital in formal economic models, one
approach that has been taken is to incorporate social capital in modelsin the context of
repeated prisoner’s dilemma games. In environments in which agents change partners,
the sustainability of a cooperative equilibrium depends on either the likelihood with
which a match today will be repeated in the future and/or the ability of an agent to
access information about the past behavior of a new partner [Kandori (1992)]. In this
context, social capital is interpreted in terms of the factors that facilitate the existence
of a cooperative equilibrium. Routledge and von Amsburg (2003), using a prisoner’s
dilemma environment of the type we described above, define socia capital as present
whenever a cooperative equilibrium exists; the key variable that determines whether
cooperation can occur isthe probability of trade between a pair of agents. Intuitively, if
this probability is high, two agents meeting today are likely to meet in the future, so that
any loss from cooperation today is compensated by future cooperation in the repeated
relationship. Routledge and von Amsberg apply thisideato study how migration across
regions or sectors, can, by lowering the likelihood of repeated interactions, lead to a
loss of social capital. Annen (2003) defines socia capital as an individual’s reputation
for cooperation in prisoner’s dilemma games. In his analysis, this reputation depends
on the extent to which information transmission about past behavior is reliable and
the complexity of the network in which agents interact. Changes in either reliability
or complexity can thus alter levels of social capital. Annen focuses on the question of
when increases in network complexity lead to areduction of network size or an increase
in network size accompanied by greater investment in communication capacity.

Other formal theory relevant to socia capital includes efforts to model the notions
of trust and trustworthiness. Zak and Knack (2001) study a general equilibrium growth
model in which agents facing moral hazard problems decide how much to invest in
monitoring. The presence and strength of formal and informal sanctions for dishonesty
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are shown to have powerful implicationsfor growth because of their rolein reducing the
need to invest in monitoring. Another approach to modeling trust is due to Somanathan
and Rubin (2004), who study the evolutionary stability of honest typesin a population
and provide conditions under which honest players can survive. The notion that some
agents are intrinsically more trustworthy than others is employed by Rob and Zem-
sky (2002) to understand how cooperative versus noncooperative corporate cultures are
produced by ex ante differences in the proclivity of agents to cooperate. Huang (2003)
extends work of this type to considering how parents might invest in ways to make
their children more trustworthy; when the payoff to trustworthy behavior depends on
the investments of others, then multiple equilibria in population-level trustworthiness
can arise.

Perhaps the most important contribution to formal theory is Dasgupta (2003) which
provides awide ranging discussion of the relationship between social capital and formal
modeling. Dasgupta argues that social capital should not be defined in terms of the
presence of cooperation or some other outcome; rather that it should be regarded directly
as social structure,

... social capital ismost usefully viewed as a system of interpersonal networks...
If the externalities network formation gives to are “confined”, socia capital is an
aspect of “human capital”, in the sense economists use the latter term. However,
if network externalities are more in the nature of public goods, socia capita is a
component of what economists call “total factor productivity” (pp. 6-7).

Dasgupta’'s analysis is important as it indicates how the role of social capital in growth
cannot be reduced to the addition of a variable to a linear cross-country growth re-
gression. His analysis is also important in its recognition that theoretical claims about
the desirability of the sorts of social structures that have been equated to socia cap-
ital are to some extent artifices of particular modeling assumptions. For example, he
argues that the claim that repetition of a one-shot game necessarily benefits the players
of the gameis not a generic finding and in fact does not generally hold for payoff struc-
tures other than the prisoner’s dilemma, going on to argue that work such as Fudenberg
and Maskin (1996) shows how social capital can lead to exploitive relationships. As
such Dasgupta's analysis makes clear how functional notions of social capital are in-
consistent with rigorous theorizing. Other conceptual discussions of socia capital and
social science include Ostrom and Ahn (2002) and Paldam and Svendsen (2000); the
former is particularly interesting to contrast with Dasgupta (2003) as it is written from
the perspective of noneconomists and indicates some of the conceptual gaps between
economists and other social scientists on this topic.

Dasgupta’s equating of social capital with socia structure is reflected in a number
of theoretical developments to link social capital with network formation. Redondo-
Vega (2003) studies the evolution of a social network that links agents both through
the determination of playing partners in repeated PDs and through the way in which
information about previous play is used. Agents also receive opportunities to form new
network links with others. An important substantive feature of the analysisis that vari-
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ous types of uncertainty affect measures of network density, measures which formally
capture some of intuitive ideas behind the idea of rich versus poor social capital. Rauch
and Watson (2004) model the formation of partnerships between others with whom one
has previously worked versus strangers; while the former are less costly to form the
latter produce higher expected profits. They show how the resultant social networks
can exhibit clusters (densely interconnected subgroups within apopulation) and bridges
(sparse connections between clusters), which have been described by Burt (2000) as
salient features of social capital as embodied in networks. This type of work illustrates
the great potential for the new economic theory of networks, see Jackson (2003) for an
outstanding survey, in providing a rigorous foundation for social capital theories.

4. From theory to empirics: Econometrics and social capital

Having clarified the relationship between social capital and the efficiency of social ex-
change, we now turn to the statistical analysis of the effects of socia capital. We first
revisit the points raised in this section, such as the distinction between individual and
aggregate efficiency effects. We then ask whether it is possible to uncover socia capital
effects from the sorts of data available to socia scientists. In particular, we discuss the
issue of identification, that is, of whether arolefor social capital can be uncovered when
other types of social effects may be present.

Standard practice in economics and sociology isto run regressions of some outcome
of interest against a set of controls and some asserted empirical proxies for social cap-
ital. These regressions are often justified by an informal argument that the empirical
proxies act as instrumental variables for the unobserved ‘true’ social capital measure.
At one extreme, one finds analyses such as Furstenberg and Hughes (1995) in which
the probability that an individual drops out of school is related to variables such as
the presence of a father in the household or the educational aspirations of the person’s
friends. In contrast, studies such as Knack and Keefer (1997) attempt to explain growth
differences across entire countries using survey measures of trust.

In this section, we discuss some general econometric issuesthat arisein social capital
studies of thistype. Wefirst examine difficultiesinherent in the estimation of the benefits
from social capital on the basis of individual data. These difficulties are not specific
to socia capital and are shared by other externalities. But they are often ignored in
empirical work.

Second, we discuss the question of model specification. In particular, wereview some
requirements for treating a given social capital regression as causal. Next, we discuss
identification. In this case, we assume that a researcher has the ‘ correct’” model of some
outcome of interest and ask whether observational data on the phenomena will alow
for the identification of a causal relationship between social capital and the outcome.

The basic econometric issues associated with identifying arole for social capital may
be understood in the context of cross-sections. While panel data have certain advan-
tages, notably that they allow for the researcher to control for fixed effects across units,
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the conditions under which social capital effects may be identified are not qualitatively
different.

4.1. Externalities and individual vs. aggregate effects

Aswe have discussed in Section 2, the literature on social capital is interested in exter-
nalities arising from coordination failure. Much of the empirical work on social capital
seeks to identify the effect of social capital on an outcome variable of interest, say w;.
Thisvariable of interest can be measured at the aggregate level — e.g., country growth —
or at the individua level —e.g., performance of a pupil on an exam. Empirical work on
social capital can thus be divided into individual and aggregate level regressions.

The first difficulty many researchers encounter is that individua returns to socia
capital often are poor predictors of aggregate externalities. There are two main reasons
for this: fallacy of composition and freeriding. A fallacy of composition ariseswhenever
social capital pegs individuals against each other. In a situation of competition for a
finite resource, the gains made by those with more social capital lead to losses for those
without, relative to asituation without social capital. Freeriding isthe opposite situation
in which aggregate social gains are larger than those appropriated by the owners of
social capital. We discuss them in turn.

4.1.1. Fallacy of composition

To illustrate fallacy of composition, consider a simple job search example inspired by
Granovetter’'s work. Suppose there are M job openingsand N job seekers, all identical,
with N > M. Suppose that employers and workers do not know each other and are
matched at random. Since N > M, al positions are filled and each worker has an equal
probability M/N of getting a job. Total surplus is the sum of employer and worker
surplus. Since all workers are equivalent, total surplusisthe same irrespective of which
workers get the available jobs.

Next suppose that, because of interpersonal connections, a group of workers C hears
about the open positions before other workers. Further suppose that C < M. Conse-
quently C workers get ajob with probability 1. Other workers get the remaining jobs
with probability (M — C)/(N — C) which is smaller than M/N. Total surplusis un-
changed since workers are equivalent. Social networks — in this case the existence of
a better connected group of workers — have no effect on the efficiency of social ex-
change. But they have important distributional consequences, which can be measured
by regressing the probability of obtaining a job on group membership. Doing so in our
example would yield a coefficient of 1 — (M — C)/(N — C) on membership in the
group even though the net effect of social networks on aggregate welfare is zero. What
this example illustrates is that social networks can have private returns even when they
have no effect — other than distributional — on the efficiency of social exchange. Observ-
ing private returns to socia networks should therefore not be construed as evidence of
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social capital. In our example, social networks actually generate a discriminatory out-
come, which is inconsistent with equality of opportunity as conceptualized by Roemer
(1998) for example.'

The above reasoning can be extended to situations where groups, not individuals,
compete with each other. Consider, for instance, high schools competing to place their
graduates at Harvard. We assume that the number of admissions in Harvard is fixed
and that the university selects the students with the best grades on a standardized test.
Suppose that Coleman isright and that, because of the social capital effects of parental
involvement in school affairs, studentsin PTA-run schools obtain better grades. Asare-
sult, they are morelikely to go to Harvard than students from nonPTA schools. Whether
or not this raises social welfare depends on how critical high school education is to
university learning.

To illustrate this point, suppose that students learn al they need to know at Harvard.
The only purpose of high school education is to screen out less able students. Further
assume that the minimum grade required to be admitted at Harvard is higher than the
grade necessary to earn one's degree: some applicants do not get in even though, if they
did, they would earn their degree. In this case, the role of social capital is again to en-
able one group — students in PTA schools — preferential access to a rationed resource —
admission at Harvard. The effect of social capital is distributional. Regressing the prob-
ability of admission in Harvard on social capital would yield a positive coefficient even
though, in this example, the effect of social capital on the efficiency of social exchange
is zero. Of course, we do not claim that the above example is an accurate depiction of
the education system. The only purpose of the exampleistoillustrate the danger of esti-
mating the beneficial effect of socia capital by comparing individual or group outcomes
according to whether or not they have social capital. Whenever social capital enables
one group to displace another, a statistical comparison of the two groups is bound to
overestimate the efficiency gain from socia capital.

This example exposes another ambiguity of the concept of social capital. In our re-
view of definitions of socia capital, we noted that most authors associate social capital
with the idea of beneficial group externdlities. In the above — admittedly extreme —
example, groups of students in PTA-run schools benefit from the social capital gener-
ated by their parents. But society as awhole does not. According to our definition, there
is social capital at the level of each group but not at the aggregate level. This contra-
diction serves to remind us that it is perilous to define a socia process as necessarily
having beneficial effects.

13 A similar example could be constructed in which it is the effect of social capital on trust that matters.
For instance, imagine silk produced in China and consumed in Europe. Chinese silk producers do not trust
European consumers so that direct sale is not possible. A group of traders who manages to gain the trust of
both producers and consumers can then capture the silk trade.
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4.1.2. Freeriding

It is also possible that social capital generates beneficial externalities but yields no
(or few) individual returns for the holders of socia capital. A case in point is when
the external effects of socia capital are fully captured by outsiders—i.e. individuals or
groups who are outside the social networks or do not share the norms and values of the
group —who do not incur the cost of generating the externality.

To seethis, consider N groups of fishermen tapping the same fishing ground.'* With-
out collective action, thereis over-fishing. Suppose that fishing groups with better social
capital enforce self-restraint — either through shared norms or through relational con-
tracting — while others do not. Gains from self-restraint are shared among all fishermen,
irrespective of whether they have social capital or not. Social capital increases aggre-
gate social welfare but fishermen with less social capital have higher profit because they
freeride: they benefit from the self-restraint of others without having to incur any cost.
Regressing fish catch on social capital would result in a zero or negative coefficient on
social capital even though it has a positive social return.

The externality can also be pecuniary. Keeping the fishing example, a similar result
obtains if the fishing groups do not share a common fishing ground but sell their fish
on the same market: social capital makes collusion to restrict supply possible since all
fishermen benefit from higher fish prices.’® To ascertain the effect of socia capital,
one needs to compare fishing groups who do not compete with each other by either
accessing the same fishing ground or by selling fish on the same market.

What these examples demonstrate is that, in the presence of fallacy of composition
or free riding, individual returns from social capital are poor indicators of aggregate
returns. If socia capital enables certain individuals or groups to capture rents at the
expense of others (e.g., jobs in a nonclearing labor market, entry at Harvard when the
entry criterion is excessive), individual returns to social capital exceed socia returns,
and social capital generates unequal outcomes. In contrast, if social capital generates
positive externalities not fully appropriated by owners of social capital, individual re-
turns underestimate social returns.

4.2. Model specification
4.2.1. Exchangeability
As we have noted, social capital studies have been applied to a remarkably large num-

ber of units of observation, ranging from individual farmers to countries. One natural
guestion is whether these studies in fact use comparable observations. At an abstract

14 This exampleis inspired by the work of Platteau and Seki (2002) on Japanese fishermen.
15 An example of this situation is OPEC: not all oil producing countries are members, but they all benefit
from higher prices even though only members of the cartel restrict their production.
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level, comparability of observationsis arequirement for virtually all causal studies. We
raise the question in the context of social capita studies for several reasons.

First, social capital studies, particularly those that employ aggregate data, often use
relatively crude sets of control variables. As a result, the residuals in the sample will
contain forms of heterogeneity that call into question the placement of the observations
in acommon regression.

Second, social capital studies often fail to account for the reasonswhy different agents
come to have different levels of socia capital. As Durlauf (2002c) states,

... statistical analysis of social capital typically compare outcomes for individuals
or aggregates who have social capital versus those who do not. These studies, in
turn, typically do not incorporate a separate theory of the determinants of social
capital formation, although they do often employ instrumental variablesto account
for the endogeneity of social capital. However, without a theory as to why one
observes differencesin social capital formation, one cannot have much confidence
that unobserved heterogeneity is absent in the samples under study (p. 464).

Notice that this argument is more genera than simply arguing that social capita is
an endogenous variable. Since the groups in which individuals are organized often are
endogenous, there will be various forms of sample selection that need to be accounted
for in empirical work.

To see that these are more than abstract concerns, consider the regressions employed
in Helliwell and Putnam (2000) to show the effects of social capital on economic
growth. These authors regress regional output growth in Italy against initial output and
mesasures of civic community, institutional performance, and citizen satisfaction. They
find that these three measures explain persistent differences in regional growth rates
and conclude that this supports social capital explanations of economic performance.
Among the many questionable assumptions that underlie such a conclusion is the as-
sumption that the regression they employ is using comparable objects as observations.
In other words, the analysis assumes that each observation is generated by a common
growth process. What must be assumed about the growth process in different regions
when one includes Northern and Southern Italian regions in a regression? One answer
to this question is that one must assume that given the variables included in the re-
gression, the errors for the observations of different regions cannot be distinguished, at
least from the perspective of their distributions. Put differently, one must assume that
the regression is such that there is no reason to expect that the error from a particular
region has a nonzero expected value, for example. But how can aregression of this cru-
dity make such a breathtaking claim? The historical and social science literatures give
any number of reasons why this assumption is false in contexts such as Italian regimes.
But if the assumption is false then one cannot defend the interpretation provided by
Helliwell and Putnam (2000) for their regression results.

Brock and Durlauf (2001b) argue that away to formalize the notion of comparability
is via the mathematical concept of exchangeability. We introduce this formalism as it
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provides a way of providing alink between the ways one thinks about data as a social
scientist and the sorts of statistical assumptions that underlie regression exercises.

Suppose that for each of I observations, one has associated information F;. Thisin-
formation may include factorsthat are quantifiable, such asthe savingsrate of acountry,
aswell asfactorsthat are not necessarily quantifiable, such as knowledge of acountry’s
culture. Suppose that some outcome w; is generated by the linear model

w;i =yZi +ni, N

where Z; represents that part of F; that is controlled for in the regression. Typically,
models such as (1) are interpreted as meaning that, except for differences in the value
of Z;, w; may bethought of as draws from a common distribution, which in turn means
that the n;’s are drawn from a common distribution. Notice, however, that this notion of
being drawn from a common distribution should be determined rel ative to the complete
information set available for each observation, i.e. F;. Hence, interpretation of (1) pre-
supposes that having controlled for the various Z;'s, one has no information that allows
one to distinguish the residuals. Formally, the errors n; are F;-conditionally exchange-
able, which means that

uwm =ay,...,ng =ag|F1...Fy)
= uMmp@ =at, ..., Npk) = aglFi... Fr), (2

where p(-) isan operator that permutes the K indices.

Exchangeability is a useful formalization because it creates a benchmark for the
assessment of empirical studies. In fact, many of the standard problems that arise in re-
gression analysis amount to exchangeability violations. For example, when a regressor
isomitted from aregression, thiswill mean that the errorsin (1) are no longer exchange-
able as the distribution of a given error will depend on the distribution of the included
and omitted variables. Similarly, if there is parameter heterogeneity between observa-
tions, this will imply that the distribution of a given error depends on which country
it is associated with. To take a third example, self-selection can induce exchangeabil-
ity violations as the errors associated with one observation may be differentiated from
other differences in the implications of self-selection for the conditional expectations
of the residuals. To be clear, as Brock and Durlauf (2001b) observe, exchangeability
is not necessary for causally interpreting regressions. For example, heteroskedasticity
in errors is an exchangeability violation, but is compatible with a structural regression
interpretation. What we argue here is that good empirical practice requires that one as-
sess whether conditional exchangeability of errors holds for the regression under study.
To be more precise, we believe that a good empirical practice is to ask, for agiven re-
gression specification whether, given the information a researcher possesses about the
individual observations, the researcher can justify the assumption of (2) and if not, de-
termine whether the regression retains the interpretation the researcher wishes to place
upon it.
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4.2.2. Instrumental variables

As observed above, in many contexts social capital is endogenous socia capital. The
problem of endogeneity is obviousin many contexts; when one talks about membership
in organizations, one must account for the fact that membership is a choice variable. In
other cases, the endogeneity problem is more subtle. Measures of trust are often used to
characterize social capital. Since trust presumably isrelated to trustworthiness in actual
behavior, such measures will exhibit endogeneity problems as well.

Many researchers have recognized that social capital is endogenous and so have em-
ployed instrumental variablesto allow for consistent estimation of parameters. Leaving
aside issues of self-selection that are not often not appropriately addressed by instru-
mental variables approaches, the use of instrumental variables in social capital studies
can be subjected to criticism. Specifically, in many socia capital studies the choice of
instrumental variables often appears to rely on ad hoc and untenable exogeneity as-
sumptions.

For example, Narayan and Pritchett (1999), using village level data, argue that mea-
sures of village level trust can instrument for measures of group memberships. In their
analysis socia capital effects are argued to occur when one individual’s ‘ associational
life' affects othersin his village; measures of associational life include factors such as
the number of group memberships. Since associational life may be a consumption good
and thereby an increasing function of individual income, Narayan and Pritchett argue
that it must be instrumented if one wants to identify how social capital causally affects
income. Yet, thereis little reason that such a variable is avalid instrument. As pointed
out above, if trust is related to trustworthiness, as presumably is the case, then thereis
no reason why trustworthy behavior is any different than membership in an organiza-
tion in terms of whether it isachoice variable. And without atheory of what determines
trustworthy behavior, there is little hope of identifying credible instrumental variables
for it in these types of regressions.

The choice of instrumental variablesis often one of the most difficult problemsin em-
pirical work. In socia capital contexts, the absence of explicit modeling of the process
by which groups are formed and social capital created means that an empirical re-
searcher is forced to rely on intuition and guesswork. While this does not condemn all
studies using instrumental variables, we do believe that inadequate attention has been
paid to justifying instrumental variablesin social capital contexts.

4.2.3. Group effects versus social capital effects

A final specification issue in social capital studies concerns the question of distinguish-
ing between social capital and other group effects. There is no shortage of reasons why
group memberships influence individuals. For example, in recent models of income in-
equality, primary emphasis has been given to peer group effects and role model effects
asinfluencing educational outcomes for youths. This creates a relationship between the
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outcomes for agiven youth and the outcomes of othersin his community of residence.'®
In many modern growth models, a key assumption is the presence of various types of
increasing returnsto scale that are produced by externalities. These types of models of-
ten take the form of positing that the productivity of agiven actor depends on the human
and physical capital stocks of others. From the perspective of statistical modeling, the
description of individual behavior will require the incorporation of various group-level
variables.

From the perspective of empirical work, the problem is simple. If one claims that a
social capital effect is present for some behavior on the basis of the statistical signif-
icance of a group-level variable, this claim will not be credible unless one is able to
argue that the group-level variable is capturing social capital versus some aternative
group-level effect. This problem is particularly serious when social capital is endoge-
nous, since aggregate levels of social capital are then determined by other group-level
variables, which, in absence of strong prior information, presumably include whatever
aggregate variables have been omitted from aregression explaining outcomes.

4.3. ldentification

The question of social capital and other group effects leads to the question of identi-
fication. In this section, we assume that the model under study is correctly specified
and evaluate what model parameters can be recovered from observational data. This
work is developed in Durlauf (2002c), a paper which builds on early work by Manski
(1993) and later work by Brock and Durlauf (2001a, 2001c) on identifying group ef-
fectsin data. Our basic framework treats the level of social capital in acommunity asan
endogenous variable that represents the aggregation of individual-specific socia capi-
tal levels [for example, investments in individual-specific social capital as in Glaeser,
Laibson and Sacerdote (2002)]. As such, the determination of how social capital effects
individualsisan example of the ‘reflection problem’ that Manski’s seminal (1993) paper
characterizes; identification problems arise when one needs to distinguish the effects of
the choices of others versus the characteristics of others on an individual. |dentification
guestions when social capital is exogenous are discussed separately.

4.3.1. Individual-level data

We first consider the case where one wishes to understand the effect of social capital on
some individual outcome w; . For individual-level data, linear versions of social capital
models can be expressed as follows. Suppose that each agent i is a member of some
group g(i). Each individual chooses an outcome variable that is linearly dependent on
some control variables. Assume these variables are of four types: an r-dimension vec-
tor of variables that are measured at the individual level, X;; an s-dimension vector of

16 See Durlauf (2001, 2002a) for discussion of a range of possible group-level influences on individual be-
havior.
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variables (often called contextual effects) that are measured at the group level and are
predetermined at the time that choices are made, Y, (;); an individual’s expectation of
the average choice of others, E(wg ()| Fg(;)) [called an endogenous effect, cf. Manski
(1993)], where this expectation is made conditional on some information set F,;); and
expected socid capital in the community, E(SC, ;)| F,(i)). The assumption that individ-
ual behavior depends on expected rather than actual social capital does not result in any
loss of generality. Similarly, our assumption that agents react to the expected behav-
iors and social capital levelsin their group rather than the expected levels among group
members other than themselves has no bearing on the analysis, cf. Brock and Durlauf
(20014, 2001c).

We assume that the X; and Y, ;) vectors are components of the information sets from
which expectations are formed; these expectations are further assumed to be rational, so
we work with mathematical expectations rather than subjective beliefs. The behavioral
outcome is described by

w; =k +cX; +dYyu) + JiE(wgi)| Fg(iy) + J2E(SCe i) [ Fo i) + i 3

In order to close the model, it is necessary to specify how group level social capital
is determined. We assume that group level socia capital is the average of individual
social capital levels, SC;. These levels are determined by an individual-level behavioral
equation that is analogous to (3),

SCi =k +¢X; +dY,i) + J1E(wg(i)| Faiy) + J2E(SCq(i) | Fgiy) + i (4)

The identification problem amounts to asking whether the parameters in (3) are
uniquely determined by the reduced form equations that describe w; and SC;. In or-
der to solve for these reduced form equations, one first applies an expectations operator
to both sides of (3) and (4). For the outcome equation,

E(wgi)| Feiy) = k + cXgi) +dYgii) + J1E(wg(i) [ Feiy) + J2E(SCq iy [ Fei))
or
k+ cXgi) + dYgq) + J2E(SCq(i) [ Foi)
1- ’

E(we i) Fei)) = 5)
and for the social capital equation
E(SCq)| Fe) = k + ¢Xg(y + d Yy + J1E(@gi) | Feai)) + J2E(SCqi) | Feiy)

or

k+ Xy + dYgi) + J1E(wgi)| Fyi)) ©)
1- 7 '

In these expressions, X, ;) isthewithin-group average of X; and representsthe relevant
set of variablesthat relateindividual characteristics of group membersto the group-level
behaviors. Substituting out E(wg ;)| Fg(iy) and E(SCg ;)| Fe(iy) in (3) and (4) using the
expressions in (5) and (6) produces reduced form expressions for w; and SC;. Durlauf

E(SCeii) | Fei)) =
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(2002c) verifies the following proposition, which describes necessary conditions for
identification.

PropPosITION 1 (Identification in linear individual-level models with social capital).
Identification of the parametersin Equation (3) requires:
(i) The dimension of the linear space spanned by elements of (1, X;, Y,(;)) is
r+s+ 1
(ii) Thedimension of thelinear space spanned by the elementsof (1, X;, X,(), Y,())
isatleastr +s + 3.

What this proposition statesisthat identification depends critically on the relationship
between the vector X, ;) that does not appear in the behavioral Equations (3) and (4)
and the vectors X; and Y, ; that do appear in these equations. Intuitively, thekey ideais
that identification of Equar[ion (3) failsif E(a)g(,')|Fg(,')) and E($g(,')|Fg(,')) are Ilnearly
dependent onthe other termsin theregression, i.e. (1, X;, Y,(;)). Each of these variables
isalinear function of Y, ;) and X,(;). So, if X,(;) islinearly independent of these other
regressors, identification may hold.

What does this theorem require in terms of empirical implementation? A key re-
quirement is that there are at least two X; variables whose within-group averages are
not elements of Y, ;). The existence of such variables will of course depend on con-
text. For example, one can imagine situations in which an individua’s age affects his
behavior, but not the average age of othersin his group. The need for such prior infor-
mation illustrates how field work and qualitative studies can augment formal statistical
analyses.

4.3.2. Aggregate data

A number of social capital studies employ data that are aggregated. Typically, these
studies explore the average behavior of groupings which define the social environment
for the individuals that comprise them. From the perspective of estimation, one can
think of such models as taking within group averages of (3) and (4), so that

wg =k +dYy + J1E(wg| Fy) + J2E(SCy| Fy) + &4 @

and
SC, = k +dY, + J1E(wg | Fy) + J2E(SCq| Fy) + 1, )

where w, and SC, are group level averages.

Necessary conditions for identification in this case are aso developed in Durlauf
(2002c). To characterize these conditions, let H,, , and Hc , denote the linear spaces
spanned by those regressors Y, with nonzero coefficients in Equations (7) and (8), re-
spectively. Let Hm denotethar[ part of Hec , that is orthogonal to H,,  (i.e. the linear
spaceformed by the orthogonal complements of any basisof Hsc, , after being projected
on H,, ¢). These spaces are used in the following proposition on identification.
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PropPosITION 2 (Identification of social capital effects with aggregate data).
(i) Identification of the parameters in Equation (7) requires that the dimension of
the linear space Hsc isat least 2.
(i) If J1 is known to equal 0, then identification of the parameters of Equation (7)
requires that the dimension of the linear space Hsc, ¢ isat least 1.

Relative to the identification condition for the individual level model, there are some
important differences. Specifically, in the aggregate case, one no longer has access to
instrumental variables based on the averaging of individual-level variables. In order to
achieveidentification, it is necessary to have prior knowledge of aggregate variablesthat
affect social capital but do not affect the aggregate outcome under study. Intuitively,
in the aggregate data case, one is in essence working with a standard simultaneous
equations system, so cross-equation exclusion restrictions must be employed to achieve
identification.

To repeat, the import of these various econometrics issues depends on the context
under study, the data available to a researcher, etc. The issues raised in this section
should be regarded as providing benchmarks in the assessment of empirical studies;
their salience will depend on the context that is under study.

4.3.3. Identification with predetermined social capital

When social capital is predetermined, the relevant individual level equation is now

w; =k +cXi +dYei) + NEei)| Fei)) + J25Ceiy + i (9

which meansthat social capital entersthe equation in asymmetric way to the contextual
effects Y, ;. Identification for models of this type has been initially studied in Manski
(1993) and subsequently by Brock and Durlauf (2001a, 2001b); an identification prob-
lem still exists because of the potential multicollinearity of E(w, ;)| Fg(i)) With the other
control variables in (9). Durlauf (2002c) provides the following necessary conditions
for identification.

PropPosITION 3 (Identification of individual level behavioral equation with exogenous
social capital). ldentification of the parametersin Equation (9) requires:
(i) The dimension of the linear space spanned by elements of (1, X;, Y,(), SCq(i))
isr+s+ 2.
(ii) The dimension of the linear space spanned by the elements of (1, X;, X,
Yoy, L)) isatleastr + s + 3.

However, unlike the endogenous social capital case, it may be possible to identify
whether the role of social capital is nonzero even if (9) is not identified. Following an
argument of Manski (1993), observe that the reduced form for (9) is

k Jic
wj=——+cX; + ——

-1 1T et T Yo + e +a - (10)
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Identification of the compound parameter Jo/(1 — Jy) is sufficient for determining
whether there is some social capital effect. |dentification of this parameter requires that
the social capital variable is not linearly dependent on the other variables in (10); for-
mally [Durlauf (2002c)] verifies:

PrRoPOSITION 4 (Identification of a social capital effect when social capital is ex-
ogenous). If thedimension of (1, X;, X, Ye(i), SCe(i)) exceedsthat of (1, X;, X,
Y, (i)) then the presence of a social capital effect may be identified from (10).

Proposition 4 may be readily extended to the case of aggregate data; if aggregate
social capital is exogenous then it is simply nothing more than an additional regressor
in an aggregate outcome regression. On the other hand, if one is working with aggre-
gate data and social capital is exogenous, then it is impossible to identify any of the
model parameters. The reason is simple: there are no longer any instrumental variables
available from the social capital equation to instrument E(wg )| Fy(;)), SO No analog to
Proposition 3 exists.

4.4. Additional issues

A number of difficulties beyond identification plague empirical work on social capi-
tal. As we have emphasized in Section 2, reliance on interpersonal relationships and
networks can often be seen as a symptom that formal institutions do not work well.’
To illustrate how this might impact statistical analysis, suppose we have data on labor
marketsin different countries and we seek to estimate whether the density of social net-
works raises the average quality of the match between workers and employers. Suppose
for the sake of argument that we have a convincing measure for the average quality of
the match. Regressing this measure against the density of social networks is likely to
yield incorrect results if the researcher does not control for differencesin formal insti-
tutions across the countries.

For instance, employment offices may play an active match-making role in some
countries. Failing to control for employment offices would underestimate the effect of
socia capital. In fact, if employment offices channel information more efficiently than
interpersonal networks and if these networks arise in response to the absence of em-
ployment offices, countries with more networks will have less efficient labor markets.

Studies of the effects of social capital on the delivery of public goods suffer from
other problems as well. Earlier in this section we have argued that social capital is dif-
ficult to disentangle from other group effects. One such group effect likely to influence

17 This does not imply that networks would never be observed in well-developed markets. Through interper-
sonal relationships, economic agents may form coalitionsto subvert the market equilibrium to their advantage.
Think of cartels, for instance. Clubs and networks can similarly be used to bias market outcomes, e.g., to ban
nonwhites or women from certain jobs. Political clientelism is another example [Bayart (1989)]. In all these
cases, socia capital actually reduces aggregate welfare.
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empirical work isthe role of leadership. Community |eaders often play acrucia rolein
fostering the creation of socia capital — e.g., membership drive — that they can harness
for aparticular goal. Observing arelationship between social capital and the presence of
apublic good may be due to the presence of athird, unobserved factor: leadership. The
distinction between the two effects is important for policy because good community
leaders are rare and leadership is much harder to replicate than groups.

5. Empirical studies of the effects of social capital

Following the econometric discussion, the literature on the effects of socia capital may
be divided into two types: individual and aggregate studies.

5.1. Individual-level studies

Individual-level studies of social capital may be divided into studies that focus on de-
veloping societies and studies that focus on OECD societies. This division reflectsmore
than data sets. Studies of social capital in devel oping societies are associated with some-
what different questions than their OECD (primarily United States-based) counterparts.
This division reflects differences in underlying concerns. Devel opment scholars are in-
terested in social capital as a mechanism to ameliorate society-wide problems whereas
interest in advanced societies tends to derive from concerns about the persistence of
socia exclusion and poverty in affluent societies.

A typical social capital study in this literature posits an individual outcome of the
form

w; =yX; + 1Y) + Iy + &is (11)

where, following previous notation, X; denotes a set of individual controls, Y, ;) de-
notes a set of group controls and SC, ;) denotes social capital. As such, Equation (11)
corresponds to the case of exogenous social capital discussed in Section 3. Evidence
for the relevance of socia capita is equated with the statistical significance of the co-
efficient J. In the various tables we have constructed to summarize various empirical
papers, we report dependent variables and social capital measures, as well as findings
based on the statistical significance standard.

5.1.1. Social capital and development

Links between social capital and development have been examined in a range of con-
texts. One reason for thisis that the failure of many developing economies to achieve
sustained growth hasled social scientiststo look for previously unexplored factorsin the
development process. Table 1 lists a number of studies of socia capital in developing
societies.
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As the table indicates, a range of aternative outcomes have been studied. Simi-
larly, a range of social capital measures have been employed. While these studies are
quite disparate, there are some commonalities. First, these development studies typi-
cally focus on measures describing the social networks in which individual s participate.
Fafchamps and Lund (2003), Fafchamps and Minten (2001, 2002), Grootaert (2000),
Isham (2002) and Narayan and Pritchett (1999) all give primary focus to the role of
membershipsin various organi zation and trading networks as determinants of economic
outcomes. The quite different socia capital measures used by Lee and Brinton (1996)
and Palloni et al. (2001) reflect the different outcomes they are measuring (immigration
and placement in elite firms.) Further, the studiesin Table 1 give primary focus to par-
ticipation in organizations that can provide economic benefits in terms of information
sharing and the production of collective goods. In this sense, these studies focus on eco-
nomic benefits to organizations as opposed to more tangible psychological and social
benefits.

From the perspective of the discussion of identification in Section 3, severa ques-
tions arise. First, how does one differentiate social capital effects from the presence of
other group effects such as information spillovers, or the presence of common factors
such as legal or palitical ingtitutions? In the papers discussed here, relatively little at-
tention has been paid to this question. Notice that the failure to consider this issue is
not necessarily a damning criticism, in the sense that one may have reasons to rule out
such effects in advance. However, these studies also typically fail to make good argu-
ments that alternative social determinants of outcomes can be ignored. This strikes us
as a more serious indictment in that social capital variables can easily proxy for such
factors. Put differently, we have argued that socia capital represents a new explanation
of individual and aggregate outcomes primarily to the extent that it embodies certain
types of informal norms. The empirical literature typically does not contrast this view
with alternative perspectives on social interactions.

In our judgment, the more successful studies of social capital and development are
those that have focused on specific phenomena that have been placed under the social
capital rubric. Unsurprisingly, Fafchamps and Minten (2002) isin our view a good ex-
ample of this approach. As indicated in the paper’s title, the focus of the analysis is
less on social capital per se than on the role of socia networks in affecting trader prof-
itability. This paper focuses on agricultural traders in Madagascar. These traders are
intermediaries between farmers and various markets in the country. Because the goods
they sell (staples such as rice, potatoes and beans) are well defined (the basic goods are
homogeneous and are distinguishable by observable features such as whether they have
been milled or converted to flour, etc.), it is relatively easy to measure the value added
associated with a trader’s activity. Fafchamps and Minten (2002) find that measures of
the size of an individual trader’s business network are positively associated with value
added and total sales. The paper argues that a relationship between networks and these
economic outcomes may be understood in the context of models of imperfect infor-
mation and monitoring, which provides a clear theoretical motivation for the empirical
framework aswell as a plausible theoretical interpretation for the various findings.



Table 1
Individual-level studies of social capital in developing countries

Study Agents Outcomes Social capital measures Findings
Carter and Maluccio Householdsin Child height for age Number of associations in community and  Social capital helpsameliorate
(2003) KwaZulu-Natal, interaction of family income with commu-  effects of individual-specific
South Africa nity income economic shocks
Fafchamps and Minten Food tradersin Value added and total Number of traders known, number of rela  Number of traders known and
(2002) M adagascar sales tives in agricultural trade, number of poten- number of potential informal
tial informal traders traders statistically significant
Grootaert (2000) Rural households Per capita household Number of membershipsin associations, di- Social capital index statisti-
in Indonesia expenditure versity of memberships, number of meetings  cally significant; number of
of associations, index of participation inde- memberships, internal hetero-
cision making, measure of cash contribution  geneity of associations and
to associations, measure of time contribu-  level of participation in deci-
tion to association, measure of orientation sionmaking appear most im-
towards community portant
Isham (2002) Householdsin Adoption of improved Village level measures of ethnic homogene-  Social capital measures are
rurd Tanzania fertilizer ity for organizationsin which householdsare  generally statistically signif-
members, levels of participation of house- icant predictors of adoption,
hold in organization decisionmaking, andex-  but some regiona differences
tent to which leaders of village organization — exist
have different livelihoods than village mem-
bers
Krishna (2001) Villagesin Performance with respect ~ Survey measures of participation in labor-  Efficacy of social capital isre-
Rajastan, India to common land devel- sharing groups, trust, solidarity, and reci- lated to strength of leaders of
opment, poverty reduc- procity associations, patron—client re-
tion, and employment lations, etc.
Krishna and Uphoff Villagesin Collective action to Social capital index based on survey answers  Index is a strong predictor of
(1999) Rajastan, India restore degraded or to questions on level of collective action in  better development outcomes

vulnerable common lands

village, village governance, village sense of
obligation, etc.
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Table 1
(Continued)

Study

Agents

Outcomes

Social capital measures

Findings

Lee and Brinton (1996)

Maluccio, Haddad and
May (2001)

Narayan and Pritchett
(1999)

Palloni et al. (2001)

Pargal, Hug and Gilligan
(1999)

Varughese and Ostrom
(2001)

Graduates of elite
collegesin South
Korea

Households in
KwaZulu-Natal,
South Africa

Householdsin
rural Tanzania

Sibling pairsin
Mexico
Householdsin

Dhaka,
Bangladesh

Groups of forest
usersin Nepal

Employment oppor-
tunities at large firms

Per capitatotal
expenditure

Per capita household
expenditure

Migration to the United
States

Establishment of
voluntary solid waste
management (VWSM)
systems for neighbor-
hoods

Level of collective activi-
ty, monitoring of forest
use, enforcement of
harvesting constraints,
€etc.

Private socia capital (family and friendship
ties) and institutional socia capital (socia
tiesprovided by university, e.g. introductions
to firms)

Index of individual memberships in groups,
reflecting number, gender heterogeneity, and
performance, based on survey responses.
Community social capital levels computed
as aggregates of individual indices

Socia capital indices constructed for both
households and villages. Indices based on
memberships in groups, characteristics of
the groups, and household values and atti-
tudes

Previous migration of one sibling

Indices of trust, reciprocity, and sharing for
neighborhoods

Homogeneity within group in weslth, caste,
ethnicity

Ingtitutional rather than pri-
vate social capital isimportant
in determining employment
opportunities

Individual and community so-
cial capita measures statisti-
caly significantly associated
with expenditure in 1998 but
not 1993

Village social capital domi-
natesindividual socia capital

Likelihood of migration isin-
creased if asibling has already
migrated

Reciprocity index is best pre-
dictor of likelihood that a
neighborhood has VWSM
system

No necessary relationship be-
tween homogeneity and level
of collective action; institu-
tional design is more impor-
tant
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Finaly, it should be noted that while the different studies in Table 1 consistently
support arole for social capital in facilitating various economic outcomes, two of the
studies, Krishna (2001) and Varughese and Ostrom (2001), argue that there are impor-
tant subtleties in this relationship that need to be accounted for. Krishna (2001) finds
that for villages in Rajastan India, the relationship between conventional social capital
measures and outcomes such as common land development and poverty reduction is
sensitive to a notion of effective governance Krishnacalls ‘ capable agency’. By capable
agency, Krishna refers to factors such as strong leadership in organizations, frequent
interactions between villagers and clients, etc. His argument is that the density of or-
ganizations, a variable often used to measure social capital, will be associated with
socially better outcomes only when capable agency is present. Varughese and Ostrom
(2001) find, based on a study of groups of forest usersin Nepal, that levels of collective
action are not well predicted by measures of ethnic, caste, and religious homogeneity
within these groups. These sorts of variables are often used to proxy for social cap-
ital. Varughese and Ostrom (2001) conclude that institutional design, how decisions
are made, etc., can overcome barriers to cooperation that are induced by heterogeneity.
Taken together, these studies illustrate that successful group activities depend on more
than the presence of social ties per se.

5.1.2. Social capital in OECD societies

Just as socia capital has been used to explain a range of outcomes in developing
economies, o it has been used to explain a range of US phenomena. Table 2 reports
anumber of such studies.

In comparing Tables 1 and 2, a number of differences may be identified. First, social
capital studies for affluent societies are far more heterogeneous than those which we
report for devel oping economies. Onefinds studies of socia capital for the United States
that explore outcomes ranging from mental health [Furstenberg and Hughes (1995)] to
dropping out of high school [ Teachman, Paasch and Carver (1997)] to criminal activity
[Hagan and McCarthy (1995)]. We do not believe thisreflects differencesin our choices
of what studies to report. Rather, interest in social capital in advanced societies has
been motivated by different phenomena than in the case of developing economies. In
particular, the focus on social capital appears to be motivated by a desire to understand
how some individuals avoid self-harming behaviors of various types.

Second, socia capital studies for affluent societies focus on somewhat different vari-
ablesto proxy for socia capita than their devel opment counterparts. This may be seen
in the frequent examination of parental influencesin Table 2. A common assumption in
studies for the US is that the parent, child, neighborhood and school relationships are a
primary form of social capital. McNeal (1999), for example, explicitly argues that par-
ent/child interactions closely correspond to what Coleman originally meant by social
capital.

Another feature that distinguishes the literature on OECD societies is its focus on
traditionally sociological concepts in construing socia capital. One important notion
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is intergenerational closure, which holds when parents of a given child know both his
friendsaswell ashisfriends' parents; both Morgan and Sorenson (1999a) and Sandefur,
Meier and Hernandez (1999) treat closure as an important aspect of social capital. This
variable arises because, as argued originally in Coleman (1988), control and monitoring
of children is sensitive to the ways that afamily is embedded in a community.

While OECD social capital studiestypically are based on richer data sets than those
available for developing countries, these studies often suffer from serious flaws. One
problem is that little discipline has been imposed on the empirical proxies used for so-
cial capital, which makes many of the empirical claimsin this literature incredible. For
example, authors such as Furstenberg and Hughes (1995), McNeal (1999) and Sandefur,
Meier and Hernandez (1999) treat the number of family moves as a measure of social
capital for youths. The ideais that the more a family moves, the weaker the social ties
between the youth and his community. This is certainly a plausible claim. However,
it does not suffice to make family moves a valid social capital measure. Since moves
are endogenous, the variable in essence provides an indictor for those characteristics
that determine the moves. Such characteristics can be associated with different youth
outcomes for reasons that have nothing to do with social capital. For example, families
who make more moves plausibly contain parents who are less interested in their chil-
dren than those who make fewer, since such parents may be putting less weight on the
costs to children of changing neighborhoods. Parents with less interest in their children
[which can be formalized by using Loury’s (1981) model of intergenerational mobility
and allowing for heterogeneity in the rates at which parents discount offspring utility]
will presumably invest lessin their children, atering their outcomes in ways similar to
the purported effects of lower socia capital. Our point is not that one explanation or the
other is correct, but rather that neither is identified from the data. Put differently, there
are good reasonsto believe that there are systematic differencesin the unexplained com-
ponents of individual behavior that render standard estimation methods inconsistent;
specifically, families asserted to posses high levels of socia capital, from the perspec-
tive of the estimated model, may be expected to be associated with higher levels of
parental interest in children, which means the residual s in the associated regressions no
longer have conditional expectations of 0. As such, this discussion is an illustration of
an exchangeability violation of the type discussed in Section 3; Furstenberg and Hughes
(1995) are especially susceptible to this criticism due to the lack of attention to control
variables.

Similarly, little attention is typically given to the identification problem of distin-
guishing social capital from endogenous or other group effects. This failure derives
from the flexibility of the social capital definitions that are employed. Is a psychologi-
cal propensity to behave similarly to one’s peers a form of socia capital? The answer
to this question is unclear from the literature, since such a propensity could easily count
as atype of social norm.

While none of the studiesin Table 2 can be said to fully address these general statis-
tical questions, some of the studies are nevertheless clearly valuable contributions. One
paper we would identify is Morgan and Sorenson (1999a). This paper is noteworthy for



Table2
Individual-level studies of social capital: OECD countries

Study Actors Outcomes Social capital measures Findings

Costaand Kahn Union soldiersin ~ Performance over course of Homogeneity of companies of soldiers More homogeneous companies are

(2003b) the US Civil War  war in terms of promotions, with respect to ethnicity, occupation, and associated with more promotions and
desertion, etc. age lower rates of desertion

Fernandez, Castilla Phone center Returns to investments Use of employees social networksin mak- Investment in use of employee refer-

and Moore (2000) employers ing new hires ralsis shown to be quite profitable

Frank and Yasumoto
(1996)

Furstenberg and
Hughes (1995)

Guiso, Sapienzaand
Zingales (2004a)

Hagan, MacMillan and
Wheaton (1996)

French financial
elite; i.e. prominent
individuals
associated with
financia
institutions

Children of
teenage mothers
inUS

Householdsin Italy

Teenagersin
Toronto

Business dealings with one
another

Graduation from high schooal,
college enrollment, economic
status, avoidance of live birth,
avoidance of criminal activity,
mental health

Financial activities such as use
of formal credit, portfolio
behavior

Level of educational
attainment, occupationa status

Reciprocity, trust. Actors are organized
into subgroups based on friendship ties.
Trust, equated with absence of hos-
tile business actions, such as a hostile
takeover, is expected to be higher be-
tween members of common subgroup.
Reciprocity, defined as supportive actions
such as helping a firm fend off a hostile
takeover is expected to be higher between
subgroups

Within family social capital (presence of
father in home, parents’ expectations for
school performance, etc.), family links to
community (religious involvement, help
network, neighborhood quality, etc.)
Electoral participation and blood donation
and province level

Parental involvement with children, fam-
ily moves across neighborhoods

Basic predictions confirmed

Various outcomes and socia capi-
tal measures statistically significantly
associated, even controlling for some
human capital measures

Social capital measures for both cur-
rent location and place of birth pre-
dict use of formal credit, and invest-
ment in stocks rather than cash. Ef-
fects stronger for the poorer and less
educated

Both types of social capita statis-
tically significant in predicting out-
comes

8/9T

sdureyofe ‘| pue jnepng ‘N's



Table2

(Continued)
Study Actors Qutcomes Social capital measures Findings
Hagan and McCarthy Teenagersin Various forms of criminal Social variables such as criminal mentors Social variables predict criminality
(1995) Canada behavior and criminal socia networks
McNeal (1999) TeenagersinUS  Academic achievement in Parental interactions with child and with Favorable social capital effects on
science, truancy, staying in school child outcomes seem only to apply to
school white students from middle and upper
class backgrounds
Morgan and Sorenson ~ Teenagersin US ~ Test scoresin mathematics Social closure around school, parental in- Social closure is negatively associ-
(1999a) volvement in school, parental knowledge ated with test scores, in contradiction
of friends to standard predictions of social capi-
tal analyses
Parcel and Menaghan Childrenin US Index of child behavioral Miscellaneous measures of family struc- Role of family social capital gener-
(1993) problems ture, parents working conditions, and ally confirmed through statistical sig-
parents’ personal resources, such as sense nificance
of self-estimation
Sandefur, Meier and TeenagersinUS  Intergenerational closure, Family structure, number of times child Various social capital measures are
Hernandez (1999) parent/child interactions, high  changed schools, Catholic High school at- associated with outcomes in ways
school graduation, tendance predicted by theory
post-secondary enrollment,
enrolling in afour-year college
Sun (1999) TeenagersinUS  Academic performance Structural measures (number of school Various process variables associated
measured by test scores changes, family structure) and process with test scores
variables (parent child interactions, par-
ticipation in activities, number of parents
known)
Teachman, Paaschand  TeenagersinUS  Dropping out of high school Family social capital (living arrangements Attending a Catholic school and fam-

Carver (1997)

with parents, intensity of interactionswith
parents), community social capital (at-
tendance in Catholic school, number of
changes in school, measures of interac-
tions of parents with schools and friends)

ily structure robustly statistically sig-
nificant across aternative specifica-
tions
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its careful attention to different causal mechanisms by which social capital may matter
and by the care with which empirical proxies are constructed. We would also note that
the paper focuses on a very specific issue, namely why Catholic schools appear to out-
perform their public counterparts, where there are good prior reasons to believe social
factors matter.18 Palloni et al. (2001) isin many ways a very different study, yet is also
very admirable. Thisanalysisfocuses on avery simple notion of social capital, in study-
ing the effect on an individual’s migration decision of prior migration by asibling. What
commends this study is the immense care taken to deal with questions of unobserved
heterogeneity and common factors between siblings unrelated to social capital.

Before leaving this section, we draw attention to Costa and Kahn (2003b), which
provides an historical perspective on social capital. In this paper, the behavior of union
soldiersin the Civil War is examined, with particular attention to rates of promotion and
desertion across different companies of soldiers. Costa and Kahn find that ethnic and
occupational homogeneity of companies was conducive to braver conduct by soldiers.
While far removed from the types of behaviors that are usually studied using social
capital, the behavior of soldiersisin fact an excellent phenomenon to examine, given
the well documented role of social factorsin battlefield conduct.’® We believe creative
exploration of data sets like this can add a great deal to the understanding of social
capital.

5.2. Aggregate studies

At the beginning of Section 3, we outlined the difficulty of estimating the beneficial
effects of socia capital from individua data. We now turn to empirical studies that
rely on aggregate data and examine whether they provide more convincing evidence
of socia capital. Table 3 reports a number of socia capital studies that employ such
data. Asthetableindicates, alarge number of aggregate level social capital studies have
focused on the relationship between social capital and per capita output growth at a
high level of aggregation, such as a country or region. As such, most of the studies of
this type are variants on empirical growth regressions that have become a workhorse
of modern growth economics.?> An assessment of the aggregate studies using social

18 Morgan and Sorenson (1999a) has in fact engendered some controversy, see Carbonaro (1999) and
Hallinan and Kubitschek (1999). The main thrust of these criticisms concerns the extent to which the so-
cia closure measures used by Morgan and Sorenson fully capture the relevant social dynamics. We believe
that the rejoinder Morgan and Sorenson (1999b) effectively answers these objections; equally important, these
objections do not mitigate the reasons we admire the study. The level at which debate on this paper occurred
isfar deeper than the great majority of effortsto link social capital conceptsto data.

19 To beclear, social factors can play anegativerolein military behavior, such asin violence against civilians.
See Aaronson (1999) for discussion of the social dynamicsthat occurred among US soldiersduring the My Lai
massacre of Vietnamese civilians.

20 see Durlauf and Quah (1999) and Temple (1999) for surveys of the methods and findings of the empirical
growth literature.
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capital istherefore essentially equivalent to an assessment of a set of growth regressions
designed to establish that a particular variableis causally related to growth.

Growth regressions of the type found in the studies of Table 3 have been subjected to
very serious methodological criticisms; examples include Brock and Durlauf (2001b),
Durlauf (2000), Durlauf and Quah (1999) and Temple (2000). Asargued in these papers,
growth regressions suffer from several fundamental problemsthat make implausible the
types of causal inferences one typically finds in the empirical literature. First, there is
the problem of the choice of control variables. Growth theories are open-ended, which
means that one growth theory does not have any logical implications for the truth or
falsity of another. Hence, thereisno natural way, when one wishesto test theimportance
of agiven theory, to identify the appropriate set of theories to incorporate in a correctly
specified structural growth model. As Durlauf and Quah (1999) indicate, there are in
fact more extant growth theories than there are countries to which they are supposed to
apply. As aresult, any given growth regression may be subjected to the criticism that
relevant control variables have been omitted. While there are some possible ways to
deal with this problem, see Fernandez, Ley and Steel (2001), this problem has not been
addressed in any socia capital and growth studies, as far as we know.

Second, growth regressions typically fail to account properly for parameter hetero-
geneity across countries. Evidence of such heterogeneity may be found in Desdoigts
(2999), Durlauf and Johnson (1995) and Durlauf, Kourtellos and Minkin (2001); the-
oretical models that imply heterogeneous growth processes for different groups of
countries include Azariadis and Drazen (1990) and Howitt and Mayer-Foulkes (2002).
Failureto account for parameter heterogeneity callsinto question the structural interpre-
tation of a social capital variable as it may be proxying for this form of heterogeneity.
One example that is suggestive of this possibility concerns the role of ethnic hetero-
geneity in growth, a question studied by Easterly and Levine (1997).2% In this paper,
the authors argue that ethnic conflict inhibits public good creation and so actsas an im-
pediment to growth. Ethnic conflict is instrumented with a measure of ethnolinguistic
diversity which proves to be strongly negatively associated with growth. Since Sub-
Saharan Africa has exceptionally high levels of ethnolinguistic diversity, the authors
conclude that this is an important mechanism in understanding Africa's growth prob-
lems. Brock and Durlauf (2001a) reexamine this study, alowing for various types of
exchangeability violations due to parameter heterogeneity, and find that the relation-
ship between ethnolinguistic diversity and growth appears only for Sub-Saharan Africa;
this variable does not help explain growth patterns in the rest of the world. Brock and
Durlauf’s finding illustrates how growth explanations may well not be constant across
countries. And for the African case, it is unclear whether the growth findings are causal
or whether ethnolinguistic diversity simply proxies for some other form of ‘African
exceptionalism’.

21 1t should be noted that Easterly and Levine (1997) does not explicitly focus on social capital; however, the
mechanisms by which ethnic heterogeneity can affect economic performance are in many cases the same as
have been proposed in the social capital literature.



Table3

Aggregate-level studies of social capital

Study Units Outcomes Social capital measures Findings
Beugelsdijk and van Schalk ~ European regions Per capita output growth Trust, group participation Group participation helps explain
(2001) growth, but not trust
Easterly and Levine (1997) Nations Per capita output growth Ethnic heterogeneity measured by Per capita growth negatively as-
ethnolinguistic diversity within a sociated with ethnolinguistic het-
country erogeneity; important in explaining
poor performance of Sub-Saharan
Africa
Goldin and Katz (1999) lowa counties High school attendance Population size of towns, density of ~ Small towns led expansion of high
in 1915 religious organizations, percentage school attendance. Positive rela-
of population that is native born tionship with other possible socia
capital variables
Guiso, Sapienza and Nations Trade and investment Trust Inter-country trade and investment
Zingales (2004b) across countries positively associated with trust to-
wards country, even after control-
ling for arange of factors
Helliwell (1996) Asian nations Per capita output growth Participation in associations, trust Social capital measures contribute
little once other factors such as
openness are accounted for
Helliwell and Putnam Regionsin Italy Per capita output growth Measure of civic community (index  For the various measures, higher so-
(2000) of associations, newspaper reader- cia capital associated with higher
ship, and political behavior), insti-  growth
tutional performance, citizen satis-
faction with government
Knack and Keefer (1997) Nations Per capita output growth Indices of civic cooperation (mea-  Socia capital measures help predict

suring questions such as whether it
is ever justified to cheat on taxes)
and trust (percentage of individuals
who say most people can be trusted)

growth
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Table 3
(Continued)
Study Units QOutcomes Social capital measures Findings
LaPortaet a. (1997) Nations Government efficiency Trust Trust generally statistically signifi-
(level of corruption, etc.), cant
participation in politics
and associations, social
efficiency (infrastructure
quality, infant mortality,
educational level, etc.)
Lochner et a. (2003) Chicago Aggregate and Measures of trust, reciprocity, Socia capital measures help to pre-
neighborhoods disease-specific mortality ~ group participation dict white mortality; relationship
rates for neighborhoods with mortality of blacksis weaker
and gender and ethnic
groups within
neighborhoods
Paxton (2002) Nations Index of liberal Number and types of interna= Democracy and social capital recip-
democracy tional nongovernment organization rocally related; number of trade
in country, trust unions, sport associations and reli-
gious organizations negatively as-
sociated with democracy, number
of others positively associated
Robison and Siles (1999) US states Means and coefficientsof ~ Measures of family structure, edu-  Higher social capital proxies gener-
variation for household cational achievement, crimeand la-  aly associated with higher means
income bor force participation and lower dispersion in household
income
Zak and Knack (2001) Nations Per capita output growth Trust Trust predicts growth even when

factors such as property rights are
controlled for
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Taken as awhole, these argumentsimply that the social capital/growth studies do not
meet the exchangeability requirementsthat we discussed in Section 3. Whilethisreflects
more general failings of the empirical growth literature [Brock and Durlauf (2001b)],
it is also the case that growth studies using social capital have been quite insensitive to
effortsin the growth literature to address these problems.

Beyond questions concerning the comparability of observations, there are unresolved
issues concerning causal interpretation of growth regressions that apply to the social
capital case. Thisis especialy important given the endogeneity of aggregate measures
of social capital. We are unaware of any social capital study using aggregate data that
addresses causality versus correlation for socia capital and growth in a persuasive way.
While this is a broad brush with which to tar this empirical literature, we believe it is
valid. A related problem isthat we are unaware of any compelling instrumental variables
for socia capital in these regressions. This failure is a corollary of the absence of any
strong theories of aggregate social capital determination in the social science literature
that would allow one to characterize appropriate instruments.

When one turns from national-level growth studies to other aggregate studies, the
plausibility of claims concerning socia capital becomes stronger in some cases. Guiso,
Sapienza and Zingales (2004b) find evidence that trust helps explains trading and in-
vestment patterns between countries. An interesting feature of their analysisis that the
correlation between levels of trade and trust cannot be explained by measurable factors
such as quality of legal systems. A recent study by Goldin and Katz (1999) is partic-
ularly interesting in its focus on the sources for the rise of high school attendance in
lowain the early part of the twentieth century. By focusing on characteristics of lowa
counties, they are able to avoid some of the clear problems of exchangeahility that
plague studies using coarser levels of aggregation. But even here, other problems arise:
more important, the data available are quite weak in the sense that the variables which
suggest the presence of socia capital effects could equally well suggest alternative ex-
planations. The specific variables that seem most suggestive of social capital effectsare
the percentage of native born citizens and the popul ation of towns; high percentages of
native born and low population sizes are each associated with higher high school atten-
dance. Clearly, linking these correlations to a causal role for social capital or other type
of social influenceis speculative. To befair, Goldin and Katz (1999) point out that there
may be aternative explanations, such as the smaller towns having fewer opportunities
for those without high school educations.??

Overall, we conclude that aggregate social capital studies have not been successful in
providing compelling empirical evidence on the effects of social capital. These studies
require identifying assumptions that are incredible by conventional social science rea-
soning. We believe that research efforts should be directed towards micro-level studies

22 At the other extreme, the effort by Robison and Siles (1999) to link aspects of state level income distrib-
utions to various socia capital proxies fails to make any serious effort to ensure exchangeability; in addition
the variables used to measure socia capital, such as labor force participation, render the claims made about
social capital untenable.
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as the problems with country-wide studies seem too intractable to overcome. Data at
lower levels of aggregation, such as county data for a homogeneous place like 1915
lowa, are likely to be more amenable to persuasive analysis, provided the issues of ex-
changeability and identification can be addressed adequately.

6. Empirical studies of thelevel and deter minants of social capital

Interest in the effects of social capital has spawned a related literature of the level of
social capital and how thislevel is determined. Table 4 lists arange of studiesthat have
explored this issue. It is worth noting that while attention has been given to questions
of model specification and identification for models in which socia capital is a causal
determinant of various outcomes, we are unaware of any formal analysisthat have been
applied to models of social capital formation. Our conjecture is that the arguments ap-
plied to models of social capital effects can be extended in a straightforward fashion to
models of social capital determinants, but this remains to be done.

One important question in the literature on the formation of socia capital has been
whether the extremely prominent claims by Putnam (1995, 2000) that social capital in
the US has experienced a mgjor decline are correct, and if so, whether this decline can
be attributed to those factors he has described, namely, increased watching of televi-
sion and the passing of the World War |1 generation. It appears that many of Putnam'’s
claims have not withstood careful scrutiny. Paxton (1999) shows that there is little ev-
idence of secular declines of trust or overall associationa activity in the US. Bianchi
and Robinson (1997) find little evidence that patterns of television viewing have much
relationship to maternal employment status or other family factors often asserted to lead
to lower social capital. Costa and Kahn (2003a), using more disaggregated measures of
associational activity, find declinesin social capital measuresthat are qualitatively sim-
ilar to what Putnam has claimed. However, they find rather different explanations. Their
analysis concludesthat the declinein social capital produced ‘ outside the home' such as
volunteering is explained to alarge extent by the rise in female labor force participation
inthelast 4 decades. This study also findsthat declinesin social capital produced ‘inside
the home’ such as frequency of socializing is strongly related to increases in neighbor-
hood heterogeneity. Oneimportant implication of thiswork isthat it places claims about
adeclinein US socia capital in a different normative light. If increasing female labor
force participation is due to the breakdown of discriminatory barriers against women in
labor markets and if increasing neighborhood heterogeneity reflects a breakdown of the
levels of social and ethnic segregation in the US, then perhaps declinesin social capital
are best thought of as an unfortunate but necessary side effect of a movement towards a
more just society and so should not be mourned.

One important aspect of this research is the move towards a causal understanding of
the processes by which socia capital isformed. Oneinteresting example of suchwork is
Brehm and Rahn (1997) who employ Genera Social Survey datato study the reciprocal
interaction of community involvement and trust in others. Their analysisfinds astronger



Table 4

Studies of social capital formation and the level of social capital

Study Agents Social capital measures Potential determinants Findings
Alesinaand AdultsinUS  Trust Miscellaneous personal and com- Low social capital measures for individuals are
LaFerrara (2002) munity characteristics associated with membership in groups that have
experienced discrimination (e.g. being African
American), lack of economic success, community
heterogeneity, experience of personal trauma
Bianchi and Robinson Pre-teenagers ~ Time spent on studyingand ~ Family structure, parental charac- Study is higher and television watching lower
(1997) in Cdlifornia  activities other than watching teristics, mother’s labor force sta= among children of better educated; children of
television tus working mothers watch less television than others
Brehm and Rahn AdultsinUS  Civic engagement and civic ~ Reciprocal relationship between Participation strongly affects trust, each positively
(1997) trust engagement and trust, confidence associated with socioeconomic status, confidence,
in inditutions, life satisfaction, negatively associated with being black
ethnicity, socioeconomic status,
and many others
Charles and Kline AdultsinUS  Carpooling Ethnicity of neighbors Ethnic heterogeneity reduces social capital forma-
(2002) tion for some pairings, notably whites and blacks
and whites and Hispanics
Costa and Kahn AdultsinUS  Volunteering, socializing, Gender, community characteristics Declines in socia capital produced outside the
(2003q) nonchurch memberships (race and income heterogeneity)  home such as volunteering are strongly related to
higher female labor force participation; declining
social capital within home such as frequency of so-
cializing is strongly related to higher community
heterogeneity
DiPasguale and AdultsinUS  Citizenship (voting in local Home ownership Homeownership helps predict arange of citizenship
Glaeser (1999) elections, helping solve local variables
problems, knows school head,
etc.)
Fafchamps (2003) Tradersin Trust in trading relationships  Ethnicity and religious similarity, Ethnicity, religion and gender appear to have little
Benin, gender, network effects effect on trust. Individuals possessing large numbers
M adagascar of business contacts give and receive more trust
and Malawi
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Table4
(Continued)

Study

Agents

Socia capital measures

Potential determinants

Findings

Gugerty and Kremer
(2002)

Hofferth, Boisjoly
and Duncan (1999)

Miguel, Gertler and
Levine (2001)

Oliver (1999)

Paxton (1999)

Rahn and Rudolph
(2002)

Sampson, Morenoff
and Earls (1999)

Women's
groups and
school
development
projectsin
western Kenya

Adultsin US

Digtrictsin

Indonesia

Adultsin US

Adultsin US

Adultsin US

Adultsin
Chicago

For women's groups, group
size, attendance, financial

status and level of interactions

with other groups and
individuals; For schools,
participation in school
development projects
Access to time and financial
assistance from relatives and
friends

Density of community
organizations

Local civic participation

Trust, participation in various
associations
Trust in local government

Intergenerational closure,
reciprocal social exchange,
and shared expectations for
informal social control

Funding of groups and funding of
school textbooks

Previous provision of time and fi-
nancia assistance to those same
relatives and friends

Rapid industrialization within dis-
trict

Community affluence and associ-
ated levels of social needs, com-
petition for resources induced by
population heterogeneity

Time

Measures of political institutions,
political culture, income inequal-
ity, ethnic fractionalization, ideo-
logical polarization, controls for
individual characteristics
Miscellaneous neighborhood char-
acteristics

Grants to women’s groups appear to have had little
effect on the capacities or size of women’s groups,
grants to governing committees of schools and in-
creases in textbook funding were associated with
increased participation of parents in school devel-
opment; additional effects were found for textbook
funding

Time and assistance from friends is predicted by
past provision, but not time and assistance by rel-
atives

Industrialization, if anything was associated with
rising density of organizations. Districts that neigh-
bored districts experiencing rapid industrializa-
tion exhibited some declines, possibly due to
out-migration

Heterogeneous, middle income cities exhibit higher
levels of civic participation than heterogeneous, af-
fluent cities

No strong evidence of declines in socia capital in
the US since the 1970s

Ideological polarization, income inequality, and po-
litical culture are more important than political in-
stitutions in explaining variation in trust

Residential stability and relative affluence predict
intergenerational social closure and reciprocal ex-
change, whereas neighborhood disadvantage pre-
dicts low expectations of shared child control
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causal relationship between community participation to trust than the converse. This
finding is indicative of the empirical importance of Dasgupta’s (2003) argument that
social capital should be modeled as a network.

Other studies have focused on identifying predictors of trust. For the US, Alesina
and La Ferrara (2002) find that trust in others is negatively associated with community
heterogeneity. Rahn and Rudolph (2002) extend work of thistype in an analysis of the
determinants of trust in local government. This paper finds that political culture and
community heterogeneity play an important role in explaining trust. Interestingly, trust
does not appear to be influenced by the form of local government as trust levels are not
predicted by whether acommunity has amayor or city manager (the latter implying less
popular control of local government). These studies are best regarded as reduced form
analysesin that issues of causality are not specifically addressed.

An especially important effort to understand the formation of social capital is the
Project on Human Development in Chicago Neighborhoods (PHDCN). This is a re-
markably detailed data collection project that covers several hundred neighborhoods
in Chicago. These data are proving to be very useful in delineating the detailed so-
cia structure of neighborhoods. As described in Sampson, Morenoff and Earls (1999,
p. 639), the available data include responses to questions such as “About how often do
you and people in your neighborhood do favors for each other?’ and the likelihood that
one's neighbors would intervene if one's child were observed skipping school.

Sampson, Morenoff and Earls (1999) use the PHDCN to study a range of social
aspects of neighborhoods. In particular, they distinguish the socia capital of a neigh-
borhood as “the resource potential of personal and organizational networks’ (p. 635)
from the collective efficacy of a neighborhood, “a task-specific construct that relates
to the shared expectations and mutual engagement by adults in the active support and
social control of children.” (p. 635). The purpose of this distinction is to differentiate
general notions of neighborhood socia resources from the use of these resources. By
delineating how neighborhood members help one another, for example through moni-
toring one another’s children, Sampson, Morenoff and Earls (1999) give arich portrait
of how neighborhoods benefit their members, illustrating how help in childrearing or
trust among neighbors are important mediating variables in understanding why poor
neighborhoods have adverse effects on their members. By uncovering specific mech-
anisms by which neighborhoods matter, this study moves beyond the common use of
social capital variablesin which the link between the variable and a behavioral outcome
is metaphorical and all too often a black box.

7. Suggestionsfor future research

As our discussion suggests, we believe that social capital studies have very often been
unpersuasive. We make the following suggestions as to how one can improve this liter-
ature.
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First, empirical analyses need to step back from grandiose approaches to social cap-
ital and focus on the more mundane but potentially far more fruitful task of analyzing
specific socia components to individual behavior. This does not require abandonment
of social capital asageneral organizing idea or metaphor, but rather meansthat evidence
in favor of social capital should be derived from specific claims about social influences
on individuals.

A useful contrast may be made between the Helliwell and Putnam (2000) paper, the
study of regional differencesin growth ratesin Italy that we have criticized earlier, and
a recent study by Glaeser et al. (2000) that explores the determinants of trust. Rather
than run regressions that make incredible assumptions about the exchangeability of re-
gional growth rates, Glaeser et a. employ well crafted experimentsto see how attitudes
and background characteristics influence the choice of strategies in various economic
experiments. In the context of these experiments, notions such astrust are quite well de-
fined since it amounts to expectations about the play of other agents in the game. This
well-defined environment provides much more compelling evidence of how trust influ-
ences behavior than can be obtained from ad hoc regressions. The use of experiments
to understand socia capital is further developed in Carter and Castillo (2003, 2004),
who consider how variation in roles by players in economic experiments can allow for
differentiation between altruism and trust as determinants of behaviors.

The importance of experimental evidence should not be exaggerated. Economic ex-
periments are not a panacea for the limits of inference with observational data. One
problem is generalizability; it is far from clear how behavior in economic experiments
maps into behavior in the larger economy and society, although Glaeser et al. make an
important advance in thisregard by attempting to correl ate behavior in experimentswith
behavior in the “real world” by participants. Further, as discussed by Manski (2002) in
an important recent paper, there are identification problemsin experiments asit is often
difficult to distinguish behavior that is driven by altruistic preferences from behavior
driven by selfish preferences but with expectations of trustworthy behavior by others.
Nevertheless, Glagser et al. and Carter and Castillo represent a style of research that is
an important advance in the socia capital literature.

In addition, moving the discussion of social capital away from generalitiesto specific
mechanisms in the way we suggest will allow one to deal with issues of endogeneity
and exchangeability more effectively, since it will facilitate more precise and compre-
hensive modeling of causal mechanisms than one finds in the socia capital literature.
While the great majority of social capital studies include numerous control variables,
the choice of these variablesis rarely determined by careful delineation of the determi-
nants of behavior of the agents under study. In addition, there has been little attention to
guestions of parameter heterogeneity.

A concrete implication of this discussion is that future research on social capital by
the World Bank, for example, should be careful about the use of highly aggregated data.
It is difficult to make compelling exchangeability arguments for data sets in which the
observations are countries or regions. Ad hoc assumptions concerning the legitimacy
of instrumental variables have plagued thisliterature for good reason: theories of social
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capital formation are underdeveloped so that it is difficult for researchers to sensibly
construct aggregate measures of social capital.

Second, we believe that future data collection exercises must explicitly attempt to
gather information on group-level influences, rather than on social capital alone. This
should include measures of the quality of leadership. At the core of virtually all micro-
economic reasoning isthe general ideathat decisions are purposeful outcomes based on
anindividua’s preferences over outcomes, constraints on what actions are feasible, and
beliefs over the consequences of those actions. The new social economics [cf. Durlauf
and Young (2001)], is based upon the recognition that these three components to de-
cisions are deeply influenced by social factors. A data collection exercise designed to
explain agiven set of outcomes should therefore be based on the devel opment of atypol -
ogy of what sorts of social factors affect each of the components and the development
of plausible empirical analogs to these social factors.3

The sorts of detailed data collection we advocate are in fact underway in some cases.
In particular, the Project on Human Devel opment in Chicago Neighborhoods and data
collection based on the World Bank Social Capital Assessment Tool are exemplary. In
each case, the levels of specificity in terms of uncovering how individuals interact in
villages, communities and socia networks is a great advance over the crude measures
often used in social capital studies. The most obvious suggestion in terms of the design
of these studies would be the exploration of the extent to which the existing survey ques-
tions are adequate in terms of dealing with the specification and identification problems
we discussin Section 3. There is no quick answer to this asit would require integrating
some theoretical modeling with the survey design. Nevertheless, the payoffs to such an
endeavor could be quite high.

How does our admittedly very general advice differ from the way in which data col-
lection on social capital is typically done? We have aready discussed one difference,
namely, the effectiveness of data collection is augmented when attention is paid to the
uses to which the data will be applied. To repeat, the analysis of potential identification
problems should inform data collection and not just define limits to which a data set
may be used. Another important difference is that this approach avoids privileging so-
cial factorsthat can be construed as ‘ social capital’ over others. Aswe have argued, the
failureto consider alternative social explanationsto social capital isan important source
of skepticism with respect to existing studies. More importantly, thereisno apriori rea-
son to assume that social capital is a more likely source of important effects than other

23 sandefur and Laumann (1998) argue in favor of understanding social capital in terms of its benefits,
identifying these as provision of information, influence and control in dealing with others, and socia sol-
idarity between individuals. These types of benefits represent combinations of the preferences, constraints,
and beliefs we advocate employing. An advantage of our approach is that our categories represent empiri-
cally meaningful differences in the determinants of individual behavior whereas the Sandefur and Laumann
categories are necessarily interdependent and do not correspond to any ‘natural kinds' in terms of either in-
dividual activity or collective action, at least as far as we can tell. For example, trust will affect information
transmission.
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social factors. Another difference is that our proposed approach, by separating social
factors as concepts from empirical measurement, will avoid conflating the two, as often
occurs. Finaly, the exercise of modeling individual choice in order to determine what
is meant by socia factors should provide some guidance as to the appropriate levels at
which these factors should be measured. Does an individual’s or asociety’slevel of trust
matter for individual conduct? The appropriate answer to aquestion like this should de-
rive from the decision problem at hand. Empirical studies of socia capital have largely
not addressed this question.

Third, there needs to be greater recognition of the limitsto statistical analysisin con-
texts such as the evaluation of social capital. This is partly a restatement of the first
suggestion in that there simply do not exist any available data or methodology that can
allow an assessment of the broad claims of the sort one finds in the social capital liter-
ature. But beyond this, we believe economists need to be more receptive to the sorts of
evidence found in other disciplines beyond the quantitative analyses that are standard
in economics. For example, sustained descriptive histories can teach us much about the
ways that social structures influence individual conduct even if they are not constructed
in the form of claims about F-statistics and the like. At the other extreme, there is a
wealth of information in the social psychology literature that addresses in precise ways
the inchoate ideas about individual behavior that underlie the social capital literature.
This suggestion requires greater openmindedness on the part of economists to nonsta-
tistical sources of information. But the payoffs can be high both in terms of substantive
understanding as well asin facilitating quantitative analyses. Asthe discussion of iden-
tification argued, social capital effects can only be revealed if one has prior information
on what group effects do not directly influence individuals. This is information that
nonstatistical studies may be able to provide.?*

Infact, it isreasonabl e to argue that some aspects of the question of how social capital
has facilitated socioeconomic or political development should be treated in the same
spirit as questions such as what led to the emergence of democracy in ancient Athens
versusamartial culturein ancient Spartaor what were the causes of World War 1. These
are not meaningless questions; but it is necessary to accept limits as to the quantitative
precision with which such questions can be answered and what it means to say the
guestion has been answered. Nor isthere any reason to believe that persuasive evidence
on socia capital cannot be marshaled using narrative methods. Ogilvie (2004a, 2004b)
does precisely this in her historical investigations of the role of social capital in early
modern Germany for understanding questions concerning both economic development
and the status of women respectively.

None of this suggests that statistical analysis should play anything other than a pri-
mary role in socia capital studies; our argument is that the credibility of the social
capital literature will be augmented when nonstatistical evidence is better used to moti-
vate assumptions and suggest appropriate ways for formulating hypotheses.

24 Of course, qualitative studies are not immune to the overinterpretation (due to ignoring identification prob-
lems) and overclaiming (due to exaggeration of the import of statistical findings taken on their own terms)
that we have criticized in quantitative studies. See Tarrow (1996) for criticisms along these lines.
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8. Conclusions

In this chapter we have tried to provide an overview of the state of social capital research
by both describing the state of the conceptual, theoretical and econometric literatures on
social capital and by surveying a number of empirical studies. Our overall assessment
of the socia capital research is quite mixed. In terms of conceptual and theoretical
studies of socia capital, there is a considerable amount of ambiguity and confusion as
to what socia capital means. One conclusion we draw from our survey is that the most
successful theoretical work on social capita is that which, following Dasgupta (2003),
models social capital asaform of social network structure and uses the presence of that
structure to understand how individual outcomes are affected in equilibrium. From the
empirical perspective, the role of networks in facilitating exchange is one of the most
compelling empirical findings in the social capital literature [cf. Fafchamps (2004)],
so a more narrow focus on this type will likely not diminish the importance of social
capital as aconcept.

With respect to empirical work in general, social capital research has led to the de-
velopment of a number of interesting data sets as well as the devel opment of a number
of provocative hypotheses, much of the empirical literature is at best suggestive and at
worst easy to discount. So while one can point to no end of studiesin which avariable
that is asserted to proxy for social capital has some effect on individuals or groups, it is
usually very difficult to treat the finding as establishing a causal role for social capital.
We have highlighted anumber of studies that we think are particularly strong, but those
studies we find persuasive are relatively exceptional . The defects of the empirical social
capital literature are unfortunate, since the work on social capital isan active front along
which the * undersocialized conception of man’ for which economics has been criticized
[Granovetter (1985)] is being addressed.

One recommendation we make in regard to empirica studiesisthat the social capital
literature pay far more attention to formal issues of identification, self-selection and
unobserved group characteristics. These issues have been extensively studied in the
closely related context of social interactions [cf. Brock and Durlauf (2001c)] and many
ideas from that literature may be applied to social capital. In addition, we believe that
empirical social capital studies must do a much better job of differentiating between
social capital effectsand alternative types of group effects. One possibility in developing
more persuasive evidence of social capital effectsisthe broader use of survey data. Such
an approach has proven quite successful in recent efforts to understand how individual
wellbeing, i.e. happiness, is affected by socioeconomic outcomes.?

Attempts to provide socia richness to economic analysis will only succeed if the
theoretical and empirical work that accompanies this effort is subjected to the same
rigorous standards that are required of other analyses in economics. In contrast, the

25 gee Blanchflower and Oswald (2004) and Graham and Pettinato (2001) for excellent examples of thistype
of work.
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extravagant claims so often found in this literature [the most prominent example of
which is Putnam (2000)] are easy to undermine when these standards are applied and so
will not contribute to social science in the long run.28 Beyond the failure to contribute
to the social science enterprise, there is a legitimate concern that studies which make
excessive claims and unsupported assertions can have the long run effect of discrediting
socia capital asanidea. In conclusion, what the social capital literature ultimately needs
is more matter and less art.
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