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Social Capital at the Individual Level:
A Reduced Form Analysis

Abstract

This paper studies demographic variation in socagdital investment. A
specific focus is the effect of income on socigita. Findings show that
once the endogeneity of income is accounted falpds not seem to have

an independent effect on social capital investment.
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1. INTRODUCTION

Social Capital has been an active field of researdhe social sciences for quite some
time now. Among sociologists there is a greaterram@ass of the fact that in social sciences our
focus is overwhelmingly on, what Granovetter [198&lled, anundersocializedman.
Economists have been somewhat sluggish in appregitite social aspects of the economic
man. Recently, however, there has been a surdeeisd calledsocial economic$o address
social issues, and among them, social capital eas lone of the most talked about pair of
words.

One of the frequently discussed issues in socipitalaliterature is the relationship
between income and social capital. At the aggretptels, a number of papers studied this
relationship in the in the context of growth (Knaakd Keefer [1997]). Even at the individual
level — which is the focus of this study — therésexa substantial amount of research claiming
a variety of ways that income affects social caplitathis paper, social capital is defined such
that it is conducive to the neoclassical investnfesunework. The hypothesis that is being
tested is whether income affects social capitaéstiment. One limitation of the existing studies
is that they treat income as exogenous. This papevunts for the possibility that income is
endogenous. The findings show that once the eneédgesf income is accounted for, it does
not seem to have an independent effect on sogtiatanvestment.

Social capital — at the individual level, which eef to a system of interpersonal
networks [Dasgupta 2002] — enhances cooperatidfgbcoation, and coordination. Several
studies have found social capital to have real otgpan job search, entrepreneurship, and

creation of economic opportunities. People relysonial networks as informal insurance and



derive satisfaction from socializing [Lin et al. @) Dasgupta 2002, Durlauf and Fafchamps
2004].

The early research on social capital is somewhatedaby the lack of a precise
definition consistent with the mainstream theowmdtitraditions. Recent development in the
network literature has paved way for definitions swicial capital conducive to rigorous
theoretical treatment. Section 2 of this studyasated to a detailed discussion of the concept
of social capital that is well-defined and consisteith economic theories.

One of the reasons why social capital has generateéspread interest is that
researchers have been consistently documentingntpertance of social capital. From the
individual level to the aggregate economy, socegital matters in all walks of our lives.
Section 3 reviews some of these findings. This\stidwever, is focused on social capital at
the individual level. Apart from discussing the indual outcome of social capital, Section 3
also discusses the importance of studying socptalat the individual level.

Measurability of social capital is a contentiousuis in the social capital literature. The
tentativeness of the early research in clearlyndiadi social capital certainly contributed to this.
However, network definition of social capital, whigs the definition used in this study,
provides adequate guidance for empirical measufesocial capital. The General Social
Survey (GSS), 1972-2002, is a unique survey thaviges information about interpersonal
networks and socializing behaviors of the respotslefhis information is used to create
network measures of social capital. Section 4 dises the data in the GSS and these social
capital measures.

Section 5 carries out some descriptive analysistidy the demographic variation in

social capital investment. A specific focus of thaper is the effect of income on social capital.



To spend time with friends and neighbors, high meondividuals will have to give up more in
terms of earnings, i.e., high income people havegher opportunity cost of investment in
social capital (see Munasib [2005] for a detaillgsia of the opportunity cost of social capital
investment). There are some less obvious chaneelelh Higher income individuals are more
likely to have a home security system and thusima¢st in the alternative of having their
neighbors watch their house. Similarly the insueamsotive for bad times could be less
effective with higher income as better access andgssing capacity of information, it may be
cheaper to substitute for social capital with fiahinstruments.

Watkins (2003) study minority low income mothersl alaborates how they use social
capital forsupportandleverage As in the case of immigrants there is a population that
minorities have stronger intra community ties tinaay remain even after controlling for
income (or education in present study). There mlghta tendency to ‘stick together’ as a
defense against the general disadvantages of bamgyities in a segregated society. Thus, it
might be less costly for non-whites to make at tleaata community contacts. Boisjoly,
Duncan and Hofferth (1995) finds that families ligiin poor neighborhoods reported greater
access to social capital, primarily in friend-basetworks. Putnam (1995) presents a similar
case where church-going inner-city kids benefitrfrioigh levels of social capital.

Effect of income is likely to be positive on socgapital (one of the channels would be
education which is likely to yield high return oacsal capital). Once education is controlled
for the positive effect of income would be reduc@dother important aspect is age that is
often captured by income. So, the first economessce is whether sufficient controls have

been used in the study.



The second econometric issue is endogeneity omec@ plethora of studies find that
social capital matters in a wide range of econgsitications: This implies that we cannot treat
income as exogenous.

This study makes a number of contributions to tbeiad capital literature. It uses
measures of social capital that are precise antbigxpphe network information in the GSS.
The reduced form analysis using these social dapgasures sheds light on the demographic
variation of individual level social capital andntmadicts the importance of income in social

capital investment that was often claimed in thisteng literature.

2. SOCIAL CAPITAL DEFINED

2.1. Early Definitions: An Embarrassment of Riches

As Fukuyama [2000] aptly puts it about social capitthere are multiple alternative
understandings of this intellectually fashionablé blusive conceptGlenn Loury [1977] has
been one of the first to use the tesotial capital In Loury’s conceptualization, social capital
represents the consequences of social positioacifitating acquisition of the standard human
capital characteristics. It is much in the sameitsihiat George Borjas [1992] uses the concept,
although he calls Ethnic Capital His basic idea is that skills of the next generatiepend on
the quality of the ‘ethnic environment’. What thiencept appeals to is some kind of an

unobservable that is ‘social’ in nature; itsesmethingn the community or group or, perhaps,

! See section 3 for details. For instance, on aftedl example is Narayan and Pritchett [1996] wihd f
that, in a sample of Tanzanian villages, higheelewf associational memberships are related toehig
incomes.

2 Munasib [2005] uses these measures at the indiviguels. Costa and Kahn [2001] used the same
measures of social capital. However, they usetitheaaggregate level and not to study the indafidu
decision mechanism.



among people that is different from the other formhsapital and that it has nontrivial real
effects. Needless to say, this kind of a definiisrmuch less precise than what is needed to
make the concept operational.

Sociologists and political scientists have beenmmore enterprising in defining this
unobservable from many different angles. Some efwidely used definitions are presented
below.

“.... social capital refers to connections among iiddials — social networks and the norms
of reciprocity and trustworthiness that arise fritiem...”
RobBrtnam (2000)
“Social capital can be defined simply as an inst#edi set of informal values or norms
shared among members of a group that permits tlewooperate with one another. If
members of the group come to expect that othetdefilave reliably and honestly, then they
will come to trust one another. Trust acts like a lubricant that reak@y group or
organization run more efficiently.
Francis Fukuyama @09
“....a variety of different entities, with two elemenh common: they all consist of some
aspect of social structure, and they facilitataaieractions of actors—whether personal or
corporate actors—uwithin the structure.
James Colem&8@)
“Social capital is an attribute of an individual ansocial context. One can acquire social
capital through purposeful actions and can transf@ocial capital into conventional
economic gains. The ability to do so, however, depeon the nature of the social
obligations, connections, and networks availablgota”
Pierre Bourdid986)
Fukuyama’s definition represents view that usebedhe popular view of social capital

where social capital is characterized as the levefust within the group which promotes



cooperation. Nan Lin is generally opposed to idgimt social capital with trust.James
Coleman [1999], like Lin [2001a, 2001b] and BurD(®], uses concepts gbcial tiesand
social networkdut mostly to emphasize the importance of the onaspects of social capital;
Coleman’s notion of social capital, however, isdamentally different from that of Lin and
Burt.* Putnam generally mixed both the conceptsro$t and network without being very
precise or concrete about eitRelt is Bourdieu’s definition that is closest is spito an
individual based neoclassical treatmént.

This lack of a coherent set of definitions in tleglg years may have given rise to the
tendency among empirical researchers to label &vagy social as ‘social capital.” To quote
Serageldin and Grootaert [1999], “Examples of doc#gpital are easier to provide than one
specific definition.” This apparently paradoxicalatement actually highlights a lack of
guidelines as to what constitutes social capitafjeferal criticism by many of the researchers
comes in the forms of a point of contention to sawh€oleman’s remarks: “Social capital is
defined by its function.” “It is not a single idetyt but a variety of different entities having two
characteristics: they all consist of some aspeet sbcial structure, and they facilitate certain
actions of individuals who are within the structtire

This notion of social capital creates confusionadwuse the cause is defined by the
effect. Coleman’s examples of social capital waantdude trustworthiness in the closed Jewish
community of wholesale diamond sellers that de@ga®ed for elaborate insurance, bringing

customers to each other as a gesture of goodwilCaro’'s money exchange market,

% There is opposition to using the ‘Trust’ definitiamong economists as well. Durlauf [2000] expresse
concern about the intermixing of concepts suchmasms or reciprocity’ and ‘trustworthiness’.

* Lin and Burt’s views will be discussed in the ne&ttion.

® In fact, Fukuyama [2000] criticizes Putnam’s tBeshowing that Putnam’s results are driven by
societal trust component and not the societal rtwomponent.

® Bourdieu’s conceptualization of social capitalyeser, is more in line with his theory of ‘cultural
capital’ that has not been a popular view in theaa@apital literature.



organizational power in diffusion of informationcdamobilization through social circles among
radical South Korean students, attitudes of regpoitg towards each other’s children in
Jerusalem, etc. Lin [2001a, 2001b] and Durlauf [BO@riticize it being a ‘functional
characterization. Trustworthiness may be considaréarm of social capital but then bringing
customers to each other as a gesture of goodwilaino’s money exchange market is a ‘norm
of reciprocity’. Trustworthiness and norms of reoigty are distinct concepts and may or may
not be lumped together under a common headingady $ome of the norms of reciprocities
may be viewed as effects of trust or social cajmtgeneral.

Coleman’s notion of social capital, therefore, niiglin the risk of allowing almost
everything ‘social’ to be identified as social dapiColeman [1999] argues, “The social capital
of the family is the relations between children gadents (and, when families include other
members, relationships with them as well).” Thesealso a view that suggests that social
capital includes the social and political enviromtn#hat enables norms to develop and shapes
social structure. This view accommodates formalimstitutional relationships and structures
such as governments, political regimes, the ruleawf court systems, and civil and political
liberties” If one looks at the list of examples of socialit#dn the literature it becomes clear
how all encompassing social capital is thoughtawehbeen. It is, therefore, important to use a
narrower and more precise definition of the conc&pich definitions are indeed available in
the recent literature as will be discussed in tlewing sections.

The first issue discussed in this study is the ephaalization of social capital where it
is more narrowly and sharply defined. Having s, tthe more pressing reason why a micro-

foundation is desirable, in fact, is because wednae explanation — and possibly an

" The impact of this more broadly defined concepsadial capital on macroeconomic outcomes has
been investigated by North [1990] and Olson [1982].



understanding of the mechanism — for endogenousaion of social capital. This will allow
us to formulate explicit models of individual belae (micro decision making) and examine
how they translate into the aggregate level (thermaariables). In this study, however, we
will concentrate exclusively on the individual amok address the aggregation issues.

An ‘individual’ is the focus of analysis here. Ogeoup of researchers is generally
opposed to characterizing social capital at theviddal level. Fukuyama [2000], for instance,
asserts that, “. . . social capital is a relatigoa@nomenon that can be the property of groups,
local communities, and nations, but not individu&& can be rich or poor in social capital, |
can’t”. Unfortunately, little theoretical basis haver been cited to support such claims.
Studying social capital at the individual level motly facilitates an optimization framewotk,
but also makes social capital analysis comparabted economic idea of capital. As we will
see in the following sections, social capital definn terms of social networks opens up
opportunities to discuss social capital at theviratlial level.

In general, definitions of social capital can bevidkkd into two groups:
trust/cooperation vievand theNetwork view |t is the latter view that has been adopted h&re.
discussion of the trust/cooperation view and a ammspn between the two views are in

Appendices Al and A2.

2.2. The Network Definition of Social Capital
Because the focus here is essentially on the itdialiwe concentrate on the individual

level definition. The essence of the so-called Nekwiew of social capital is that people who

8 Needless to say, optimization at the individualeleis the most common practice. In fact, it so
ubiquitous that Glaeser et al. [2002] argues, dptition and individual based analysis are sometimes
treated as synonymous. Glaeser et al. [2002] ssesustudying social capital at the individual ahd
the group level in some detail.



are better connected do better. Therefore, toifgesdcial capital of an individual, we look at a
person’s social relationships.
Definition 2.2.1: Network®
At any point in time t, an individual is variablpmnected to other individuals as a
function of prior contact, exchange, and attendamiotions. An individual’'s network
consists of all these connections.
Definition 2.2.2: Usefulness of Network
Information: Social ties and contacts (network) hebbtain access to useful
information.
Influence: Networks can be used to exert influemtether individuals. Suppose A
has a tie with B and B with C. A may be able tatexdéluence not only on B but,
perhaps, on C as well.
Insurance: Social ties and contacts can work aanaisce policies during bad times.
Non-economic aspects: Social ties and contacts haseciated with them returns of
a non-economic nature such as prestige, respeaogmtion of entitlement of
resources and other attributes, etc.
Direct utility: The activities of network buildirftave intrinsic values in the sense that
they may directly enter into individual’s utilityriction.
All forms of exchange are inherently embedded iciadaelationships. This concept is

similar to the concept aflosurein Burt [2001]. The closure argument is that sbcapital is

° This definition is constructed in light of Burtq@1].



created by a network of strongly interconnectedpfeo The remaining three definitions are
taken from Woolcock [19987
Definition 2.2.3: Embeddedness
For the individual, embeddedness refers to intrezouinity ties.
One clarification is in order here. First and foomt) what do we mean by a community
(or group) and what are the criteria for group fations? We can think of a Metropolitan
Statistical Area (MSA) or a neighborhood as therapenal concept of a community. In that
case geographical location is the criteria for gréarmation. One could also argue that one’s
economic activity should be the criteria for grotgrmation and a firm or a business
organization should be considered a gru@roups can be distinguished on many criteria.
Burt [2001] usesetwork criteriathat define information redundancy to distinguisbups. We
can also set up our own criteria and define grarpsommunities. As it turns out, due to data
limitations, we will not have to worry about thateria for group formation. We will remain
agnostic about the idea of a community (or a graum simply assume that there exist well-
defined criteria that label each individual intaieas groups.
Now, intra-community ties are not the only variefysocial ties that an individual has.

As in Burt [2001] there is also the argumentstiuctural holes This argument is that social

% Woolcock [1998] has a detailed discussion of tbecept of social capital and how it can be
addressed within the framework of mainstream ecdnomsearch. Although the definitions are
developed in the context of development issues; #te generalized enough to be used as a generic
definition.

' Mark Granovetter's notion oembeddedneshas been adopted here [Granovetter, 1985]. His
embeddedness hypothesis is a rather general aneldhmas that desired social and economic outcomes
are achieved through interaction between soci@n@wic, physical and environmental conditions. In
Granovetter's words, “Actors do not behave or de@d atoms outside a social context, nor do they
adhere slavishly to a script written for them bg trarticular intersection of social categories thay
happen to occupy. Their attempts at purposive mactie instead embedded in concrete, ongoing
systems of social relations.” [Granovetter 1985gepd87]. The crucial element of the concept of
embeddedness is its contextualization. This daimitlescribes the specific context in which Woolcoc
[1998] uses the concept.

12 Burt (2001) presents evidence of social capit#hiwibusiness organizations.
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capital could also be created by a network in wipelbple can broker connections between
otherwise disconnected segments. We, therefore,lats for autonomougelations that the
individual has.

Definition 2.2.4: Autonomy

For the individual the autonomous relationshipserefo extra-community ties or

linkages.

Cotmmunity 1

Cormrnunity 2

Figure 1: Networks of Individuals A, B and C
Figure 1 shows networks of individud) B andC. The thickness of the lines shows the
strength of ties while the positions of the ageintsthe boxes represent positions in the
economy. In the above ca8aloes not have extra community ties wiBlandC do. Networks
within the community have the usual network besefliut extra community ties open up
possibilities of different dimensionB.andC have some additional dimensions to their network
that A does not have. Tak® for instance. First of all, his connection withnemunity 2 gives

him an advantage with respect to information agasstsonly can he obtain a higher volume of

11



information because of his diverse contacts, tloairacy of his information is also likely to be
greater. Second\B is in a position to bring together otherwise drswected contacts, which
might give him a disproportionate say. And last bat the least, the fact that having an extra
community network yields such benefits malBea valuable contact in the networks of other
individuals (such as A or C).

Definition 2.2.5: Social Capital

Social capital at the individual (micro) level casts of all the social ties — intra and

extra community — that the individual possessesgint in time.

Although the focus in this study is entirely on theividual — for the sake of

completeness — the definition of social capitdhatmacro level is presented in Appendix B.

2.3. Characterization of Social Capital
To translate the above definition into the framekwvafr neoclassical economics we need
to take a closer look at the concept of capital erify whether and how the concept of social

capital can be addressed using the neoclassicdlctygory.

2.3.1. Fitting into the Mainstream Investment Framevork
One of the reasons why many social characteriatidstraits are often considered forms
of social capital is that they fit the followingmgral characteristics of capital.
Definition 2.3.1: Characteristics (C)
(C1) Stock-flow concept: Social capital is a stog&nerated by a flow. This

emphasizes a feature of accumulation or decumuatar, in other words, an
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evolution over time. In the long run it is endoges, but almost exogenous
(predetermined) in the short run.

(C2) It is useful, and

(C3) It can be destroyed or reduced abruptly.

These characteristics allow for a large numberoaiad attributes to be labeled social
capital. For instance, some researchers have ataedultural aspects such as ‘nationalism’
or individual characteristics such as ‘status’ @xamples of social capital. The argument for
nationalism brings up the issue of the so-calledstEAsian miracle’ where nationalism has
arguably been a contributor in the production fiorctlt can certainly be destroyed or reduced
abruptly, and perhaps, it may even be viewed asck-glow concept. Similar arguments are
applicable for status to establish that it alsasBas (C1)-(C3) However, if we want to use a
neoclassical capital theory, it would be necessarynpose the following general structure on
top of the above-mentioned characteristics.

Definition 2.3.2: Structure (S)

(S1) The individual is the smallest denominatiothmanalysis.

(S2) The individual takes purposeful actions (ibweits) to maximize her rewards.
(S3) At each point in time these actions (which ffoes) cause accumulation of
‘stock’ (of social capital).

(S4) There is a return on social capital stocksd(difow) which constitutes an
incentive mechanism for the individual’'s decisicakimg.

Needless to say, neither nationalism nor statudduMaunto Structure (S)Nationalism
would not satisfy(S2) it is difficult to think of nationalism arisingdm a typical individual’'s

optimum decision making. Nationalism may also ratis$y (S1)in the sense that it may just be

13 Capital should have the property that it can kstrdged or reduced abruptly with a shock (or shpcks

13



a cultural phenomena or a background variableuStain the other hand, may be considered a
‘return on social capital’ and not a form of soaabital itself.

The remainder of this section discusses the imgphica of Definitions 2.2.1-2.2.5,
(C1)-(C3) and (S1)-(S4) Before that, however, a qualification must be enaly imposing
Characteristics (C)and Structure (S),it is not being argued that there are no signitican
differences between social capital and other foohgapital, namely, physical and human
capital. In fact, social capital is different fraitme other forms of capital in substantive ways.
These differences are discussed in section 2.3.2.

Arrow [1999] argues thatocial capital does not require material sacrifiGhis is true
under the notion where inherent social qualitiegndfviduals such as charisma are viewed as
forms of social capital. In fact, charisma is ianate ability that is comparable toultural
capital, a concept promoted by Pierre Bourdieu. Cultgeglital includes language, accent,
manner, familiarity with religious rituals etc. Tieeare other references of these attributes that
are often cited in the literature (Loury [1977]Bwrjas [1992], for instance). Bourdieu himself
includes in the category of social capital attrdsusuch as titles. Now, all these attributes are
not always subject to choice and are often obtawidltbut sacrificing an alternative. And this
does not meet the qualifications of a ‘purposefttioan’. The definition used in this paper,
therefore, is more precise. It is important to mestourselves to attributes that individuals
acquire with purposeful actions. Charisma, titlepoe’s ethnic heredity may influence these
actions and their results. But they should be vieaginnate ability of the individual and not
their stock of social capital. What needs to beemscbred is that when we emphasize
purposeful actions that individuals take to makeaaelationships, there arise the question of

making real sacrifices of resources such as tindenaoney.
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The question of identifying returns from the forrh @apital, in fact, brings up an
important issue, namely, that of the ‘functionatiacacterization of social capital. In many
studies the distinctions among flows of investmstdcks and returns are not explicitly made.
In the definitions above the idea is to restriatgmsive actions only to the actions that are taken
to create and maintain social ties and contact® dljective behind this is to avoid the
problem of a ‘functional’ characterization wheree tHistinction between cause and effect is
often blurred. As a result, according to this débin, status — an attribute Glaeser et al. [2002]
view as a form of social capital — would, in fdog, treated as a ‘return’ to investments in social
capital and not a form of social capital itself.

(C1)-(C3) and (S1)-(S4)sharpens the concept of social capital. In mangiss the
distinctions among flow, stock, and returns are exqtlicitty made. In the definitions above
there is an emphasis to restrict the actions tg thrse that are taken purposefully and the
objective behind these actions is to create andtanai social ties and contacts. To see why this
is crucial, we can focus on an argument put forwiardslaeser et al. [2002]. They define
individual social capital as a person’s social aelteristics including social skills, charisma,
and the size of the Rolodex. Their underlying agstion, therefore, is that social capital
incorporates purely intrinsic ability such as chara, attributes obtained by purposeful actions
such as the Rolodex, and social skills which ceaalsily be considered a form of human capital
obtained, at least in part, from schooling. Thaypuall these together because they argue that
these attributes are practically indistinguishallae of the reasons behind this confusion is a
lack of careful and formal definition of social dzbh Under definitions 2.2.1-2.2.%C1)-(C3)
and(S1)-(S4)the emphasis is on identifying clearly what st@ck, what is a flow, and what is

a return. This view would consider a large Rolotlee a large (stock) of social capital and

15



rule out charisma, popularity, and various socldllss Charisma — it has been argued - is
primarily an innate ability and social skills cowddsily be considered a form of human capital
obtained, at least in part, from schooling. Anibittire such as popularity could be viewed as a
return on investment in social capital. In factpplarity is probably a result of a combination
of charisma, social skills, and investment in socégital
Definitions 2.2.1-2.2.5,(C1)-(C3) and (S1)-(S4) help avoid the problem of a

‘functional’ characterization where the distinctibetween cause and effect is blurred. Social
capital should not be defined by what it does. Maagms of reciprocity are often considered
social capital. Social norms are results of a cemphix of history and social interaction. Some
social norms could be influential in governing sba@apital investments while in some other
cases social capital can affect shaping of somexfe norms. Thus, by the definitions used

here, norms of reciprocity are not social caphahiselves.

2.3.2. Social Capital is Different from Other Formsof Capital

Social capital may not be fungible. Arrow [1999%@ds, one cannot transfer his social
capital to someone else (nontransferabld)sual notion of borrowing and lending may not
apply to social capital. The contribution of so@apital to production may not be as direct as
the other forms of capital. Another crucial diffece is that social capital may also have some

intrinsic or direct consumption value, in which ea®cial capital becomes a consumption good

14 A person can have a lot of charisma and a highl lef social skills, but if he does not take the
initiative to mingle with others and take the pwsipe action of connecting with people, it is ob\styu
impossible to acquire popularity.

!> The same, however, also apply to most forms ofdrunapital. Furthermore, some social capital may
in fact be transferred. For example, father’'s bessnnetwork may be readily available to the son for
assuming fathers business.

16



and an investment good at the same time. This makiesduals motivation for investment in
social capital far more complex.

Solow [1999] points out that physical capital hasate of return and can be readily
measured by summing past investments net of dgpi@tj which is not necessarily true of
social capital. In fact, Ostrom [1999] points ohatt social capital need not even depreciate
with use the way physical capital does. In impdriastances, making use of social capital
increases the stock of social capital availablefiture use. Models of incomplete information
help explain how bonds strengthen with use and, tlaegiving a favor can strengthen a bond.
The notion that owing someone a favor may be adg@aus is not counterintuitive in strategic
models where receiving a favor signals the avditglmf a compatible trading partner. Using
social capital also has posititleird party effectsExpanding your network indirectly increases
social capital of your associates by giving thermeas to a larger network.

How does social capital differ from human capitdl?fact, some researchers have
called social capital the ‘social part of humanitap The fundamental differences come from
what constitutes social capital. The conceptuabpadf both forms of capital may be close, but
what constitutes stocks, flows and returns areeqditferent. However, the philosophical
debate as to whether social capital should be dersil a separate form of capital or just
another dimension of human capital is not terribdyevant for this study. Whatever the
nomenclature may be, the fact remains that peopleeraocial ties and contacts and we want to
study the systematic patterns of this behavior.

Social capital doesn’t have to be benign. To qudauf [2000], “To the extent that

social capital constitutes a set of mechanisms lwikiescribe how intra-group relationships

17



reinforce certain types of behaviors, one canneoickkme that any presumption exists as to
whether this enforcement is or is not desirable.”

Social capital among the members of organized cranarguably, rather high, which
could be quite detrimental to people outside thiganization. Social capital could also be
viewed as one of the reasons for racial isolatmrpérpetuate, at least during segregation.
While a white individual who violated segregatioarms could be subject to sanctions, by
upholding racist ideology the same person can aeqnd maintain a large amount of social
capital. Thus, each individual in the white groumpay have high levels of social capital but at

the aggregate level one of the embodiments of thiggelevels of social ties is a social ill.

3. WHY IS SOCIAL CAPITAL IMPORTANT?

Studies demonstrated that social capital can expdaibroad range of social and
economic phenomena. It has been treated as thengask in a variety of social science
research. Unfortunately, there has also been &teydo overuse the concept of social capital;
it has been called upon to explain just about angthThe range of circumstances in which
social capital is brought up as an explanationrugy tremarkable. In what follows a brief
literature review illustrates some of the conjeetuand findings about the effects of social
capital. It shows that social capital is such aseasial and integral part of the social and
economic mechanisms that it can, by no means, passgd. But, at the same time, it also
demonstrates widespread abuse of the conceptll Ibaviargued later in this chapter that the

source of this abuse is primarily an absence atiafactory micro-foundation.
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3.1. Social Capital and the Economy
Putnam (1993, 1995, 2000)
Putnam has been the most influential in socialtebpesearch with his boolkdaking
Democracies WorK1993), Turning In Turning Out(1995), and, the most widely
guotedBowling Alone(2000). Three core claims that Putham made createdhe
one hand, widespread interest about social cajbita),on the other hand, extensive
criticism from various corners. First — and it leeen argued by many others as well
— that social capital matters for societal coopenatcoordination, and collaboration.
For instance, the labor market for the poor mayche&racterized by the absence of
social capital (labor market connections) or thengwof church-going may be an
explanation for success of some of the inner-caytlgs. The second claim is that
social capital may have significant political copsences. Social capital, defined as
social network and cultural norms, is believeddoailitate political participation and
good governance. And finally, the third, and thestrmntentious claim is that, social
capital has declined in post-war America. The deseein social capital is a reason
behind the increased crime rate, decreased vogetigipation rate, and long period
of decreased philanthropy in the U.S. Helliwell ggtnam [1995] measure ‘civic
community’ by a composite index of newspaper restupr the density of sports and
cultural associations, turnout in referenda, areititidence of performance voting.
They show that, holding initial income constantgioas of Italy with a more
developed civic community had higher growth rate®grothe 1950-1990 period.
Putnam [2000] presents a variety of summary siegisind anecdotal evidence to

describe social capital incidences and trendsens.
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Fukuyama [1995, 2000]

Fukuyama claims that the differences between cmsnin their social capital (in this
case, trust) can explain the differences in thieilitg to create new corporations and
associations. He also supports some of Putnamisglabout the connection between
societal trust and democracy and good governamsiagheWorld Values Survelge
carries out a cross country comparison using piiynaorrelation analysis and
summary statistics to demonstrate the basic cléioutathe positive effect of social
capital on a civic society.

Knack and Keefer [1997]

Knack and Keefer treats societal trust and civiomeoas social capital, which they
actually consider to be mirror images of each othbeir claim is that social capital
matters for measurable economic performance. UbadVorld Values Surveys for a
sample of 29 market economies, they carry out atyais in the spirit of growth
regression$ to show that social capital variables exhibit eorsj and significant
relationship to growth. Although they do not firlcht memberships in formal groups,
which is Putnam's measure of social capital, is@ased with trust or with improved
economic performance, they do find evidence thattand civic norms are stronger
in nations with higher and more equal incomes, witktitutions that restrain
predatory actions of chief executives, and withtdvedducated and ethnically
homogeneous populations.

Serageldin and Grootaert [1999]

They argue that social capital is the missing Imkhe explanation for the East Asian

economic miracle. Social capital is the underlyipgenomena in the economic

'® Besides OLS they sometimes use 2SLS to minimidegeneity problems.

20



disparity between northern and southern lItaly amel riecent economic upturn in
Somalia. Besides the subsequent land productivityrease social capital is
responsible for the mobilization of communities afamation of joint forest
management that led to cessation of violence betiasal people and government
officials over forest management in Gujarat, India.
Paldam and Svendsen (2000)
They claim that social capital led to successfudpmrative movements in Denmark
between 1850 and 1900, in Tanzania during the allaays, and in Bangladesh in
recent years. Social capital is responsible fored&alization and cooperation that
takes place within successful firms. In their vieelements in the society that
facilitate institution building, especially in thddCs, represent social capital and, the
implication is that the lack of social capital iseoof the reasons behind the collapse
of the socialist soviet system.
Others
Coleman [1999] claims that social capital is anlaxation for children’s school drop
out rate (social capital within the family). In Btenberg and Hughes [1995],
Coleman’s concept of social capital is argued wehaayed a part in enabling youth
at risk to negotiate their way out of disadvantadgarayan and Pritchett [1996] find
that, in a sample of Tanzanian villages, higheelewf associational memberships
are related to higher incomes. Goldin and Katz §198how that social capital
facilitated the rise of high school in the Midwe$the USA.

Most empirical researchers who studied the effésboial capital used various proxies

of social capital and tried to relate them to asestred outcome. This approach has been
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criticized heavily by many’ In general, there is a lack of appropriate andqadee micro-
foundation in social capital research. As DurlaR®(0] emphasizes, there is a “... lack of
attention to the nature of individual decision-nmaki An understanding of the purposeful
behavior requires an “... explicit formulation of tleenstraints, preferences and beliefs that
determine an individual’s choice. This choice-bapetspective can then be used to ask how
individuals are influenced by the choices of oth@rshe past behaviors of a given individual.
Without going through this type of analytical exee; one cannot develop a satisfactory causal
theory of the relationship between social capital abserved behavioral patterns.” Therefore,
a researcher of social capital must address thwidluél’s decision mechanism in a direct
manner. Neoclassical capital theory has been axtnsised to address issues of physical and
human capital [Lucas 1978, Ben-Porath 1967, Heck@r86]. Studying social capital using

the same framework is a natural extension.

3.2. Social Capital at the Individual Level

3.2.1. Review of Literature

Social capital at the individual level refers te ocial connectedness of the individual;
it is a system of interpersonal networks [Dasgug82]. These networks influence market
outcomes through the channeling of information aeduction of search costs. In a large
number of instances, mutually beneficial trade® tplkace not through the market but due to

these interpersonal relationships.

" See Durlauf [2000, 2002] and Sobel [2002] for safithese criticisms.

22



Diverse areas of research emphasize the benefisipects of social network’.
Networks serve to channel information about newhnietogy, employment, and market
opportunities. Networks of businessmen help citeuiaformation about breach of contract in
the business community and thereby enabling busigiesips to penalize and exclude cheaters.
Social capital reduces incentive problems in tedyscirculating information about effort
levels. In the literature on knowledge spillovescial ties and contacts play a crucial role not
only in dissemination of ideas but also in the srbeeeding of ideas through social interaction
[Jacobs 1969, Krugman 1991].

Role of social capital in entrepreneurship is wkltumentedBosma, Praag, Thurik,
and Wit [2004] show that on a sample of Dutch gwereurs, higher levels of a business
founder's social capital are associated with gregirformance of the firmFigueiredo,
Guimaraes, and Woodward [2002] show that socialvods may play a role in location
preferences of the entrepreneurs. They argue #grabpal ties and friendships attach investors
to their existing business locality.

In the context of search costs, the most widetgussed outcome of social networks is
in the labor market where interpersonal relatiopsiprocess information about jobs and job
applicants [Granovetter, 1995]. Labor economistgeHang recognized that workers find jobs
through social networks. Personnel researcherseatigat employee referrals are a useful
device for screening job applicants. Montgomery9[J9uses an adverse selection model to
show that workers who are well connected might faetter in getting a job than poorly

connected workers and that firms hiring througlemeafis might earn higher profits. Based on a

18 Barr [2000], Fafchamps and Minten [1999], Granteref1975, 1995], Montgomery [1991], Rauch
and Casella [2001], Fafchamps [2004], Greif [199B)hnson, McMillan and Woodruff [2000],
Kandori [1992] and McMillan and Woodruff [2000], \Wa [1987, 1988].
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number of studies, he finds that approximately &fcent of all workers employed at the time
found their jobs through social networks.

A number of studies show that social networks ptaycial roles in creation of
economic opportunities. Utilizing data on resegsobposals submitted to the National Science
Foundation (NSF) Economics Program over a 5-yedogeFeinberg and Price [2004] argue
that socialcapital stock of grant applicants enhance theiresgdo research resources by
increasing the probability of being awarded a redegrant. Social capital has been argued to
be a crucial ingredient in the functioning of swssfal cooperative movements in Denmark
between 1850 and 1900, in Tanzania during the @llatays, and in Bangladesh in recent
years [Paldam and Svendsen, 2000]. Furstenbergdagtes [1995] argue that social capital
plays a positive role in the individual outcomepessally in case of disadvantaged youths.

Networks also deliver several non-market benefitey often work as insurance during
bad times as people can fall back on personal atiems for financial as well as other
supports. Carter and Maluccio [2003] in a studySaofuth African households showed that
households with more social capital seemed beltierta weather shocks. Social networks are
an integral part of everyday life where people @cheother favors such as baby sitting or
airport drop-off in situations where the marketioptis not immediately available (or costly).
Social ties and contacts have other non-economign® such as prestige, respect, and social
recognition of wealth and other attributes [Lin,cRpand Burt, 2001].

Social networks have implications in personal vibeling. An important motivation for
individuals to engage in socializing is the satiitsn from interacting with others [Durlauf and
Fafchamps 2004]. Dasgupta [2002] describes soriglias ‘pleasurable activity’. In the

General Social Survey, when asked how importans ifor close friend to be enjoyable
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company, 48 percent responded that it is ‘extrenmalyortant’, 40 percent responded ‘very

important,” and 10 percent responded ‘fairly impaitt.

3.2.2. Theoretical Approach to Analyzing social catal formation: Literature Review

One type of literature where social ties and aoistbecome relevant is the social
interaction literature. As Blume and Durlauf [19@8hphasize, the basic issue in this literature
is the collective behavior of a group of interagtiheterogeneous agents. In terms of
substantive departures from other types of economoideling, the interaction-based approach
focuses on direct interdependencies that ariseigfir¢the joint participation of economic actors
in a set of markets. Thus, this literature apptathe embeddedness hypothesis of Granovetter
[1985] in a more direct way. The various typesnpéiactions that have been the primary area
of study in this literature are generally the iat#ions that are not mediated by market
structures. Standard examples include peer grodpa@ model effects or interdependent
preferences.

The approach taken in this study to investigateas@apital diverges from the social
interaction literature in a fundamental way. Wetstath the premise that the focus is on the
individual; what we want to examine is how the indual behaves to create and maintain
social contacts over her lifecycle where her olbjecis to maximize lifetime net returns.
Having said that, there is no denying that comnyurével variables are influential
determinants of social capital formation of theiwdual and that there are intricate issues
involved that the interaction literature emphasizBl®wever, individual decision making

regarding social capital merits attention in itsnovight!® The objective of this paper is

19 Glaseser et al. [2002] emphasizes this point.
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studying the mechanism of the individual’'s socigital formation and its lifecycle issues. For
simplicity, various neighborhood effects and redatemplexities are assumed away.

There are two parallel literatures on groups antivoeks that are relevant for the
concept of social capital. The first one is therhture on cooperation, while the other is the
literature on networks. The issues they addressvarg similar but how they look at the
problems is rather different. The research on cadjm® is more in line with the
trust/cooperation view of social capital. The basigtivation of that research stems from the
fundamental principles of repeated games whereearatipn is easier when individuals expect
to interact more often in the future. In this lgare, the concept of networks is more closely
related to the idea of groups.

The conceptualization of social capital in thigigture is different from that described
in section 2. Following Annen [2003], social capmadefined as a player’s (a person or an
organization) reputation for being cooperative isogial network where a social network is a
set of players and a pattern of information andtmds among these players. The issues in this
literature are different too. First of all, a largart of the debates involve the sustainability of
cooperation, punishment and community enforcemamd, search for conditions under which
cooperative strategies are evolutionary stable tfiN¢1991], Kandori [1992], Nowak and
Sigmund [1998], Boyd and Richerson [1989]). Issoésggroup formation are also widely
discussed; Landa [1981], Carr and Landa [1983],@oaoter and Landa [1984] discuss optimal
club formation. There is also the consideratiomefwork exchange and relative efficiency
between network exchange and impersonal marketegeh(Kranton [1996], Kali [1999]).

The network approach to social capital is closesh theoretical attempt at analyzing

social capital at the individual level. Lin [200Burt [2001] and Woolcock [1998] discuss this
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approach. In chapter 2, this is the approach thstbeen adopted to define social capital. In the
network literature, it is the sociologists that eel$ the particular problem of social capital
while the economists are more concerned with therttical foundation of networks.

The social network literature is quite mature amg flourished in a big way in the
recent year&® This predominantly theoretical literature concates on formalizing networks.
The focus in this literature is on outcomes of reks, network formation, stability and
efficiency of networks, network values and thelo@tion, etc. As tools these theories borrow
heavily from cooperative game theory. The dynamadets in this literature (Watts [1997],
Jackson and Watts [2002]) address questions sustialaiity of networks.

Although this research is careful with the conaapzation of social capital, there is an
absence of formal modeling of the evolution of abcapital over an individual’s lifecycle that
can be tested using data. That is exactly whatesngted here. In doing so, we’ll appeal to the
standard dynamic model of investment in the practié neoclassical economics. In the
network approach — although not among economistsatmong sociologists — quite a large
amount of empirical research exiétddowever, none of them attempted structural estonat

The model that is presented in the next sectiomsigired by Glaeser et al. [2002] where
a dynamic programming framework is used with theividual as the decision maker who
takes the environment around him as given. Howeagmyill be discussed in the subsequent
sections, Glaeser et al. [2002] model is a ratbstrictive special case of the more generalized
model presented below. The most important depaftore Glaeser et al. [2002], however, is

in the conceptualization of social capital. Firdtadl, a very different definition has been

2 A great reference is a survey by Mathew Jacks683p
%L Lin, Cook and Burt (eds.) [2008ocial Capital: Theory and Researptesents a number of empirical
research papers.
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adopted here and, secondly, Glaeser et al. [2002Jodl adequately address the fact that social

capital is different in some substantial ways fribve other forms of capital.

5. EMPIRICAL MEASURES OF SOCIAL CAPITAL AND SOME D ESCRIPTIVE ANALYSIS

This chapter describes the General Social Sur&SS5), 1972-2002, which is the data
source in this study. The latter part of this ckaps devoted to some reduced form analysis

focusing on demographic variations in social capiteestment.

5.1. The General Social Survey

The General Social Survey (GSS), 1972-2002, ispaated annual cross-section of
1372 to 2992 adult respondents (between age 1888mhdThis survey has demographic
information, information on education and so on.atVimakes this survey unique and the

preferred data source for this paper is that isadikect and specific questions about social

networks.

5.1.1. Network Measures of Social Capital

A number of simplifying assumptions have been madarder to utilize the data from
the GSS that would make the network definition otial capital presented in chapter 2
operational for the lifecycle model of chapter flythe 0-1 links are considered here. A 0-1
link refers to network links where all that mattesshe existence of a link and not the intensity
of the links. In many situations, especially whetk$ represent friendships, intensities of links

may be important. This restriction is motivated dgta constraints. The GSS does not have
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information about the intensities of links. Muchtbé literature on network formation has dealt
with links that are either present or absent withimtensities associated with them [Jackson,
2003]. The estimation that follows focuses onlytbea number of links that each respondent
has and is not concerned with the entire netwoltholgh both intra and extra community ties
are considered, no distinction is made betweemvwbdypes of ties.

The GSS reports “the number of close friends thatréspondent has” at the time of the
interview?? These variables measure accumulated social capitae individual at a point in
the individual’s lifecycle. This information is alable for years 1986, 1998 and 2002. Pooling
all these years we have multiple observations aflyer of friends for each age between 22 and
80. This allows for a lifecycle of 59 years to hadsed?® This variable is labeledtock of
friends

Flows of investment measure the actions that tivinhual takes to build up a stock of
friends. The GSS asks “how frequently the respondeends an evening with friends and
neighbors™* The frequency of meeting friends and meeting ri®gh are combined together

to construct a total investment measure for eachope It is the ‘number of meetings a year

with friends and neighbors (who are friends)’. Timrmation is available for years 1974-75,

22 Notice that this information only counts the numbgfriends and thereby measures the number of 0-
1 links. It does not contain information about g8eeial characteristics of friends, and the natum@ a
intensity of ties.

2 As explained earlier, the horizon has been chaséight of the estimates of National Vital Staitist
Reports. The reason observations are started fgen22 is because there are no college graduatis in
GSS who are less than 22 years old.

* These variables have been used by other resesrsihen as Costa and Kahn [2001]. However, they
used these variables for aggregate as opposediitadmal level analysis. The variables take values
from {0,1, . .,6} where, 6 = almost daily, 5 = sealetimes a week, 4 = several times a month, 3ceon

a month, 2 = several times a year, 1 = once a W¥arever. In this paper these variables have been
converted to ‘number of meetings a year’ with thkofving assumptions: 6 = 365 times a year, 5 = 156
times a year (i.e. 3 times a week), 4 = 60 timgsax (5 times a month), 3 = 12 times a year, 2im6s

a year, 1 = once a year, 0 = never. Experiments different assumptions such as 6 = 312 times a yea
(i.e. 6 times a week), 5 = 104 times a year (i.em2s a week) and so on do not change the rdsults
any significant way.
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1978, 1982-83, 1985-86, 1988-91, 1993, 1994, 19968, 2000, and 2002. The years have
been pooled yielding multiple observations of thenber of meetings for each age between 22
and 80 (again, over a 59-year lifecycle). The ratlagarithm of this variable is labeldnoy of

the number of meetingisat is the investment flow in social capital.

These measures of social capital focus on the girosocial’ aspects of the social
networks. They do not include networks at the wtake. Under the assumption that
networking activities in the work-place are workated activities, networks at the work-place
are kept aside in this study. For analysis of wailkted networks see Borghans, Weel, and

Weinberg and [2005].

5.2. Demographic and Neighborhood Variables

Table 1 is a description of the demographic andhi®mrhood variables. Not all the
information is available for all the years. Theléabelow presents a subset of the data for
which all the variables are non-missfigAll the monetary variables are deflated by Consume

Price Index (CPI) to year 2000 dollars.

5.3. Demographic and Neighborhood Characteristicdlypothesis
The next order of business is to examine the détamis of social capital investment.

Some of the demographic and neighborhood variakik$¥e considered potential candidates.

% In chapter 6 when structural parameters are beistimated the number of observations is

significantly increased because fewer covariateseguired for that estimation.
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Table 1: Descriptive Statistics

Variable N Mean St.dev Min Max
Log number of meetings 17775 3.90 1.51 0.00 6.60
Proportion of sample from 1977 17775 0.07 0.26 0.00 1.00
Proportion of sample from 1978 17775 0.07 0.26 0.00 1.00
Proportion of sample from 1982 17775 0.08 0.28 0.00 1.00
Proportion of sample from 1983 17775 0.07 0.26 0.00 1.00
Proportion of sample from 1985 17775 0.07 0.26 0.00 1.00
Proportion of sample from 1986 17775 0.07 0.25 0.00 1.00
Proportion of sample from 1988 17775 0.04 0.21 0.00 1.00
Proportion of sample from 1989 17775 0.04 0.20 0.00 1.00
Proportion of sample from 1990 17775 0.04 0.20 0.00 1.00
Proportion of sample from 1991 17775 0.05 0.21 0.00 1.00
Proportion of sample from 1993 17775 0.05 0.22 0.00 1.00
Proportion of sample from 1994 17775 0.09 0.28 0.00 1.00
Proportion of sample from 1996 17775 0.09 0.28 0.00 1.00
Male 17775 0.44 0.50 0.00 1.00
Black 17775 0.13 0.34 0.00 1.00
Other race 17775 0.03 0.18 0.00 1.00
Age 21-29 17775 0.21 041 0.00 1.00
Age 30-39 17775 0.25 0.43 0.00 1.00
Age 40-49 17775 0.19 040 0.00 1.00
Age 50-59 17775 0.14 0.35 0.00 1.00
Age 60-69 17775 0.12 0.32 0.00 1.00
Age 70-80 17775 0.09 0.28 0.00 1.00
Married 17775 0.57 049 0.00 1.00
First generation 17775 0.06 0.24 0.00 1.00
Second generation 17775 0.13 0.34 0.00 1.00
Third or older generation 17775 0.81 0.39 0.00 1.00
College graduate 17775 0.23 0.42 0.00 1.00
College dropout 17775 0.24 0.43 0.00 1.00
High school or less 17775 0.53 0.50 0.00 1.00
Population (100,000) 17775 3.48 11.86 0.00 78.95
Real household income ($10,000) 177755.27 4.62 0.06 27.30
Regional income ($10,000) 17775 4.21 047 299 5.08
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5.3.1. Gender

Since we are dealing with individual's behavior asting social ties there are many
reasons why males and females might differ in thetlmavior in terms of the social ties they
make and maintain. One source of these differewoesd be purely historical and cultural that
determines how men and women pursue social ties@mcts. Historical and cultural factors
also determine economic aspects of interactions &tudy on business start-ups and gender
differences Renzulli and Moody [2000] show thatighhproportion of females in the network
or being female are critical disadvantages faciogmtial small business owners. This implies
that it could be costlier for a woman to build netks. Gender is generally controlled for in
studies where determinants of social capital ar@méxed (for example, Lindstrom et al.

[2002], Subramanian, Lochner and Kawachi [2002]).

5.3.2. Immigration Status

It is generally argued that mobility and distancenf previous social capital stocks
would negatively affect investment in social capifammigrants, by this notion, would have a
natural disadvantage in social capital investmémty have moved to a place where most
things are unfamiliar and their previous social reeetions are at a prohibitive physical
distance. Furthermore, immigrants may be subjedigorimination and alienation that could
hinder their social capital investments. WoolcotR98], however, introduces an interesting
twist on the issue. Initially immigrants are prdezt by their closed community, but as they

move out of their closed community they are expasediscrimination and alienation. This

% DiPasquale and Glaeser [1999] argue that homewhigeby way of reducing mobility) raises
investments in social capital. Physical distance @mavel costs reduce social connection and thereby
investments and stocks of social capital [Glaesdr@acerdote 1999, Putnam 2000].
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would suggest that being a first generation immngraay be advantageous vis-a-vis a second
generation immigrant.

On the other hand, Stanton-Salazar and Dornbuse®5]1 studying Mexican-origin
students, argue that bilingual students may haveuen advantages in acquiring the
institutional support that is needed for successcimol and social mobility/. In other words,
there could be certain advantages of being an ali@tquiring social capital. This, in a way,
indicates to the popular notion that immigrantsenstronger intra community tiéSThese ties

arise partly form cultural familiarities and parthpm insurance motives.

5.3.3. Education and Income

The connection between human capital and sociatatap much discussed in the
social capital literature. There can be a numbesoofrces through which education can affect
social capital investment. Buerkle and Guseva [200®ws that the social component of
education — friends, acquaintances and other cdionscaccumulated while in school — is
nontrivial and significant’ People who have spent more time in school madeaf# contacts
relatively easily; it will be much more costly farperson to acquire similar contacts without
going to school. Given that the schooling decisi®rgenerally considered a self selection
[Cameron and Heckman 2001], one can argue thatlgpedpo stay in school longer have a

lower cost of investment in social capital. Glaeseal. [2002] points out another connection:

%" Stanton-Salazar and Dornbusch [1995] study datsherinformation networks of Mexican-origin
high school students. They find that there existaes evidence of the relationship between grades and
status expectations, and measures of social capitialthe language measures yield the strongest
associations.

2 \Woolcock [1998] elaborates upon this with example€hinese and Korean communities.

29 Using data from Czech and Polish samples ofdbeial Stratification in Eastern Europe after 1989
General Population Surveyhey show that social capital accumulated in stheduce the uncertainty
inherently present in the hiring process and ealyttranslates into higher income.
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individuals with higher levels of human capital magve better communication skills and
exposures making it easier for them to make cositddte reduced form regressions in Glaeser
et al. [2002] show that education has a positifecton social capital formation.

At the same time, given the strong correlation leetwvincome and education, there is
an opportunity cost channel that would have a damngeeffect; a better home security system
can substitute for one’s time spent getting to kroowe’s neighbors better. Another reason for
higher opportunity cost for people with higher lisvef human capital is insurance; it may be
cheaper for them to substitute social capital witme other instruments as insurance for bad

times.

5.3.4. Race

It is often argued in the literature that racensraportant determinant of social capital
formation® Whether race matters or not is obviously importautt what is a more pertaining
qguestion is the underlying social and economicoigcthat race embodies. Using trust as a
social capital proxy, researchers have found thetkis are more likely to report mistrdStA
symmetric result may not hold while using the netwoneasures of friendship related
variables. In fact, it is quite possible that thgpaosite is true. Dominguez and Watkins [2003]
study minority low income mothers and elaborates Hwey use social capital for ‘support’ and
‘leverage’. As in the case of immigrants there geaeral notion that minorities have stronger
intra community ties that may remain even afterticdiing for income (or education in the

present study). There might be a tendency to ‘dbgether’ as a reaction against the general

%0 Using theMulti-City Study of Urban Inequalitmith [2003] shows that white men are likely to
mobilize extra-community, white, male, and influahtontacts.
%1 See Subramanian, Lochner and Kawachi [2002], twaPa [2000].
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disadvantages of being minorities in a stratifiedisty. Thus, it might be less costly for non-

whites to make non-white contacts.

5.3.5. City Size

When people decide how to behave, they take intowatt the social, economic and
legal implications of their action (which is part the ebbeddedness thesid Granovetter
[1985]). These implications depend on the enviromnie which the decision is being made.
Social capital is also subject to strong interpeat@omplementarities in investment; having a
friend could be more useful if that friend has mérends. Glaeser et al. [2002] argue that
people who belong to an environment with more daagpital will tend to invest more in social
capital themselves. Subramanian, Lochner and Kawa602], using trust perception as the
social capital variable, show that there is siguifit variation across neighborhod8s.

Social capital is generally considered to be hganmifluenced the population size of a
neighborhood. Hofferth and Iceland [1998] show tbatial capital is more common among
families in rural communities than urban commusifie There could also be population
composition effectwhereby lower income inequality and higher ethhiemogeneity is
associated with higher levels of social capital rftbership in particulari? The reduced form

equation tests for these neighborhood differences.

% They use1994-95 Community Survey of the Project on HumarveDpment in Chicago
Neighborhood¢PHDCN).

3 Using data from the 1988 wave of the Panel Stddgamme Dynamics, they find that families living
in rural areas are more likely to exchange exctlgiwith relatives.

% See Alesina and La Ferrara [2000], Knack and Kd&®&97], Costa and Kahn [2001].
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Table 2: Reduced Form Regressions

Dependant variabtdog of number of meetings

OoLS 2SLS
Explanatory variables Coefficient p-value  Coefficient p-value
Constant 4.6462 0.0000 4.6509 0.0000
Year dummy for 1977 0.1948 0.0000 0.1933 0.0000
Year dummy for 1978 0.1549 0.0010 0.1551 0.0010
Year dummy for 1982 0.0911 0.0400 0.0956 0.0470
Year dummy for 1983 0.0934 0.0460 0.0905 0.0480
Year dummy for 1985 0.0844 0.0740 0.0820 0.0770
Year dummy for 1986 0.1428 0.0030 0.1438 0.0030
Year dummy for 1988 0.0335 0.5510 0.0343 0.5370
Year dummy for 1989 -0.0541 0.3370 -0.0541 0.3400
Year dummy for 1990 0.0315 0.5860 0.0261 0.6560
Year dummy for 1991 0.0607 0.2740 0.0651 0.2690
Year dummy for 1993 0.0741 0.1720 0.0713 0.1780
Year dummy for 1994 0.0146 0.7380 0.0130 0.7610
Male 0.0700 0.0020 0.0657 0.0090
Black -0.0392 0.2490 -0.0308 0.5000
Other race -0.0787 0.2210 -0.0702 0.3140
Age 30-39 -0.4428 0.0000 -0.4517  0.0000
Age 40-49 -0.6674 0.0000 -0.6855  0.0000
Age 50-59 -0.8155 0.0000 -0.8337  0.0000
Age 60-69 -0.8003 0.0000 -0.8027  0.0000
Age 70-80 -0.8725 0.0000 -0.8679  0.0000
Married -0.5581 0.0000 -0.5861  0.0000
First generation -0.0836 0.0910 -0.0816  0.1230
Second generation 0.0844 0.0130 0.0815 0.0230
College graduate 0.0149 0.6450 -0.0040 0.9470
High school or less -0.1287 0.0000 -0.1126  0.0420
Population (100,000) 0.0020 0.0420 0.0019 0.0500
Real household income ($10,000) 0.0059.0450 0.0157 0.5930
Regional income ($10,000) 0.00890.7210 (Instrument)
No. of observation 17775 17775
R? 0.0843 0.0850
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5.4. Reduced Form Analysis

Table 2 presents reduced form regressions in ting gpan exploratory analysis. Two
regressions are reported. The dependent variableeidog of the number of meetings with
friends and neighbors, which measures the soaalikehavior of the respondents. Among the
explanatory variables, the omitted categories ase gummy for 1996, white, age group 21-29,
third or older generation immigrants, and collegapdouts.

In the OLS regression, household real income isifsggnt. However, because of well
documented economic benefits of social capitalirstrumental variable regression is also
reported where household real income is instrundenti¢h regional real income (9 regional
categories). The discussion below is in terms efitfstrumental variable regression (the first
stage of the 2SLS regression is reported in Appe@Gili

In the instrumental variable regression real incormdonger matters. Variables that do
matter are: year, sex of the respondent, age, ahatatus, education, and population size of
residential location. The year dummies show thahmared to the early years in the survey,
socializing has declined in the later years. Theffa@ents of the age spline show a steady
decline in socializing over age. Males socializerenthen women, singles socialize more than
married people, second generation Americans speiafiore than first generation immigrants
as well as those who are third generation or olc@iege graduates socialize more than those
who did not attend college. And, finally, sociahgi increases with size of the residential

location.
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6. SUMMARY AND CONCLUSION

This paper studies social capital accumulationhat individual level. It adopts the
network view of social capital that is conducive &0 individual-based treatment. The
definition fits the concept of social capital inlee investment framework. This allows us to
study the stock and flow of social capital sepdyatehis paper also studies the determinants of
social capital investment. In particular, it loaksincome as a determinant. The findings show

that income ceases to matter once the fact tikahibe endogenous is accounted for.
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APPENDIX A: THE TWO VIEWS OF SOCIAL CAPITAL

Al. The Trust/Cooperation View

Trust/cooperation view is the more popular view smicial capital. A number of
celebrated empirical studies adopted this view ta&a [1993, 1995, 2000], Furstenberg and
Hughes [1995], Knack and Keefer [1997], and Naragad Pritchett [1999], to name a few.
The trust/cooperation view takes more of an instihal approach. It emphasizes the existence
and functioning of informal relations and non-mark#eractions. Paldam [2000] makes an
attempt to organize all these considerations inderges of coherent steps that clarify much of

the ambiguities that arise whenever a concept takaaterdisciplinary trip from Sociology to

Economics.

Definition Al: Trust/cooperation Definition of social capital

(1) Ease of Cooperation definition of SK: Agentsility to work voluntarily together with

others in his group.

(2) Trust: Mutual expectation that arises withincammunity based on common shared

norms.
(3) Assumption: Trust- Ease of Cooperation + errot

(4) Trust definition of SK: Amount of trust the aggdas in others and the amount of

goodwill the agent possesses with others.

% This is not a mathematical relation. The ideairsilar to approximating functiofi with a Taylor
expansiong that gives an error tere: for instance, f Cg < f=g+e. Furthermore, the word

‘trust’ as such doesn't restrict itself to a pogtiinterpretation such as trust between friende €an
‘trust’ a burglar to rob him. However, we shallewut such confusions arising from semantics amg on
allow for ‘positive’ trust as defined by this assution.
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[Trust Payoff definition — amount of benefits agea draw on his goodwif]]

(5) Social capital of the group: Some weighted agersocial capital of all agents within
the group.
(6) Measurement/Proxy: Density of a variable peartag to social capital.

Example: Putnam’s instrument.

[Putnam’s Instrument — A measure of assooratiwith voluntary organizations is a

proxy for individual social capital while the detysiof voluntary organizations in the

group is a proxy for group social capit].

Paldam [2000] emphasizes that ‘trust’ can hawdtiple dimensions. Two important
dimensions of trust areegeralized trusandspecial trust Generalized trust is defined as ‘trust
towards people in general’, while special trusthe ‘trust in known people or in particular
institution(s)’. Suppose that trust at the indiatllevel is the proxy for micro social capital
while trust at the societal level is the proxy foacro social capital. Also suppose that within
the group, people know each other or are able &xlcleach other’s trustworthiness at a
negligible cost from people they already trust. Mha# trust within the group takes the form of
special trust. However, at the macro level trusttoaake the form of generalized trust.

To measure trust, a number of stutfidsave used the question “Generally speaking,
would you say that most people can be trusted airytbu can’t be too careful in dealing with

people?” This is a question about individual’'s estpgon of trustworthiness averaged over a

% It is generally a monetary question such as “Houcimmoney do you think you can borrow from
your friends” or “How much money will you be wilinto lend your friend”. As such there is always a
problem of truthful revelation with this approach.

3" Because organizations differ in terms of the isiignof contacts the individual has, appropriate
intensity weightsire required to calculate this measure.

% Glaeser, Laibson, Scheinkman, and Soutter [198§lehard et al. [1998], Fukuyama [2000].
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number of situationd’ It does not measure the quantity of trust the abas in others in her
group. It also does not say anything about henwashiness with the others in her group.
Therefore, it may be a proxy for generalized ttust cannot be a proxy for special trust. To
calculate trust at the micro level we need to &skimdividual “How many people (within the
groups that you belong to) do you trust and howyrmeople in these groups trust you?” Then,
to examine how micro trust gets translated into nmdoust, we need a theory that tells us
exactly how answers to these two questions aréeceld3here is n@ priori reason why they
should be related. One piece of evidence that esipdmthis point is the following.

The most widely used proxy in the social capitderture has been Putnam’s
instrument. It is generally used as a macro prdixiPutnam’s instrument shows a high score,
we should expect a high level of generalized trhstwever, as Paldam [2000] argues, some
studies have found areas with low generalized taustave high special trust in some fields. It
has been consistently documented that Latin leselal@ed countries, despite having some
high special trust measures, have lower generalingst measures than Germanic/British
developed countries. We, therefore, cannot overtbekneed for a plausible theory to describe
the relationship between generalized trust andigbeast before we start using them as macro
and micro proxies, respectively.

The other aspect of trust/cooperation definitioat tthe above argument emphasizes is
that we also need a justification for using Putremstrument. The following section discusses

the limitations of Putnam’s instrument.

% Glaeser, Laibson, Scheinkman, and Soutter [1999].
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Al.1. Criticism of Putnam’s Instrument as a SocialCapital Proxy

Membership in voluntary organizations is the solechl‘Putnam’s Instrument’.
Putnam’s instrument is vulnerable to the followkrgicisms raised in Paldam [2000], Sobel
[2002], and Fukuyama [2000].

Although a relationship might exist between thesiiynof voluntary organizations and
trust among people, no theoretical attempt has bege in the current body of social capital
literature to show exactly where this relationsiBpcoming from or how it fits into the
decision-making process of the rational, self-$¢maximizing individual.

The dividing lines between voluntary organizatiorigjsinesses and government
organizations are not as obvious as calculationButham’s instruments require them to be.
Voluntary organizations and government organizaticare often closely linked. While
sometimes voluntary organizations may be instruma@it some government organizations
operations (ministries may create voluntary orgatinins to obtain a pressure group), in other
times government organizations may turn into vamntorganizations (Bolivian ‘agricultural
syndicate’). Businesses often hide behind frontat tmake them look like voluntary
organizations. Voluntary organizations may turnoinbusinesses over time. Sometime
businesses and voluntary organizations are cldstdgd. AOL is a business but various chat
groups or newsgroups are voluntary organizatiohss @lso raises the question whether online
voluntary organizations should be included, angaf how would they be measured since
internet activities are so difficult to identify dukeep track of.

Memberships in voluntary organizations with weatemsity could also be difficult to
keep track of. Especially in developed countriegluntary organizations exist with

memberships that cost little and demand little aontSuch voluntary organizations may claim
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a large membership while many people do not everengber that they are members. The
justification for using intensity weights come frothe fact that, while such voluntary
organizations exist, there are voluntary organiretithat are very demanding and come to
dominate lives of it's members (church affiliatipner instance). However, the practical
problems of choosing these weights are going toigfe and subject to heavy value judgments.
The fact that social capital does not have to beigme also creates a conceptual
problem. Many of these organizations are crimiretjst and violedf and should be assigned
negative weights. However, the malign voluntaryamigations, more often than not, operate
under a clandestine existence and hence would pnditlh zero weight in most practical

purposes.

A2: Trust/Cooperation Versus The Network View

Whenever a question of comparison arises it is napb to be clear about the criteria
that are being used; in the present case, the edippradigm is neoclassical investment theory.

As a starting point, we need an individual-baseshtment of the problem. This
facilitates tracking down causalities and the peald of ‘functional’ characterization aradi
hoc proxies do not arise. Neoclassical capital thedligws for an individual-based treatment. It
also has the advantage of clearly identifying stspdlows, and returns. This could effectively
reduce the tendency to label everything ‘sociabasial capital.

However, as we try to fit trust/cooperation viewoirthe same framework, the first

problem we face is the idea of ‘group’. The concepgroup is essential for the logic and

*9Klu Klux Klan, Michigan Militia, etc.
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mechanism of the formation of social capital undbe trust/cooperation view. The
fundamental logic behind the trust/cooperation viswthat memberswithin a group are
interacting with each other, which creates trust emoperation; and that trust and cooperation
are useful in a ‘production’ sense. Under the netwiew, we look at each individual and her
own network. Each individual has an incentive arefgrence to create a network because it is
useful; the concept of group is no longer operatlignmportant.

It might be possible to use the concept of trustthe individual-based network
framework. We can think of investment in socialitago be actions that build trustworthiness
and finding people who can be trusted. The stockamfial capital could be the number of
people the individual trusts and the number of peapho trust him. Returns on these
investments, then, can be viewed as cooperatidrthibandividual can create out of his ‘trust
network’. Another argument is that trust should dmnsidered acontextual variablethat
affects social capital formation where social capis defined by the network view. This is a
line of argument that Subramanian, Lochner and Kawf002] put forward. They suggest
that “trust can be seen more as a predisposedr fdzbleads to the creation of social capital
rather than being a component of social capitalfits

One common criticism of social capital researctha social capital is a byproduct of
‘other’ activities and that it is not the resultadnscious efforts by the individual. People make
friends because making friends increases theityytiocial ties that are created because of that
are externalities. A more realistic view would leecbnsider the action of making friends to
have a two-fold motive — having a good time as vesl making useful contacts to reap
economic and non-economic returns. Adopting thevod view this study makes an attempt

to resolve this issue by emphasizing the intrinsicie of social capital investment.
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In terms of measurability, the networks of an indinal may be observed under the
definitions used in this study, whereas ‘trust’, ansense, is a fundamentally an abstract
concept. For the former we found a direct meastom fthe GSS, but for the latter various
indirect proxies will have to be used. The problenth any proxy is that it needs some
gualification. Most studies that adopt the trustfperation view use generalized trust and/or
Putnam’s instrument. One might want to demand ar#teal justification for using those
variables as proxies. As mentioned in Appendix &fere are not obvious proxies of the
trust/cooperation view of social capital.

Some limitations of the trust/cooperation view, leeer, may carry over to network
view as well. Aggregation problems arise from sbcipital externalities and the fact that
social capital does not have to be benign. Unden#twork view, if we calculate naive density
functions over the stocks and flows of the indidtduto calculate the aggregate social capital
of a community, we remain agnostic about the exldres they generate and whether they are

benign or not.

APPENDIX B: SOCIAL CAPITAL AT THE MACRO LEVEL *

Definition B.1: Embeddedness

For the economy as a whole, embeddedness reféne &iate-society relationship.
Definition B.2: Autonomy

At the economy level, autonomy refers to orgaromnadiintegrity such as institutional

coherence, competence, and capacity.

* These definitions are reproduced from Wookcoclogl9

45



Definition B.3: Social Capital (SK)
SK at the economy (macro) level consists of thde-staciety relations and
organizational integrity.

Note that, it is not obvious from the above deiamtwhether the macro concept of
social capital is some sort of aggregation overnatocapital of all the individuals in the
economy. Theoretically, the macro level of socigpital should besome sort of aggregation
calculated across all the individuals in that comityu However, social capital is unique, and
serious conceptual and practical problems exist.wheomes to the issue of aggregation. The
definition above basically suggests the usemixiesto identify social capital at the macro
level. It remains to be seen exactly what mecharnramslates social capital from individual
level as described in chapter 2 to the notion otnmdevel of social capital as defined in
definitions B.1-B.3.

It is beyond the scope of this study to addressatfgregation issues. However, just to
get a flavor of the obstacles that aggregation,faegecan think of the following features that
social capital has. First, social capital is assteci with very high levels of externalities; when
an individual joins a network other members of tie@work benefit. Secondly, a source of
potential complexity would come from the fact tsatial capital is not necessarily benign, as
discussed in section 2.3.2. This implies that goknaggregation would not result in the true
measure of aggregated social capital. Thirdly, nb&t social capital is subject to very high
level of interpersonal complementarities -Aimakes friends wittB, B has made a friend iA
with very little investment (may be by simply ackvledging A’s initiatives). These
complementarities imply large social multipliersig€ser et al. 1999, Glaeser et al. 2002,

Glaeser and Scheinkman 2000].
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APPENDIX C:FIRST STAGE ESTIMATES OF THE 2SLS REGRESSION

Table 3: First Stage Estimates of the 2SLS RegrBssi
Dependant Variable: Real household income ($10,000)

Coefficient p-value

Constant -0.4641 0.1420
Year dummy for 1977 0.1493 0.2430
Year dummy for 1978 -0.0241 0.8510
Year dummy for 1982 -0.4350 0.0000
Year dummy for 1983 0.2772 0.0310
Year dummy for 1985 0.2318 0.0740
Year dummy for 1986 -0.1018 0.4360
Year dummy for 1988 -0.0723 0.6390
Year dummy for 1989 0.0082 0.9580
Year dummy for 1990 0.5279 0.0010
Year dummy for 1991 -0.4308 0.0050
Year dummy for 1993 0.2729 0.0670
Year dummy for 1994 0.1562 0.1920
Male 0.4238 0.0000
Black -0.8251 0.0000
Other race -0.8222 0.0000
Age 30-39 0.8649 0.0000
Age 40-49 1.7620 0.0000
Age 50-59 1.7732 0.0000
Age 60-69 0.2299 0.0390
Age 70-80 -0.4480 0.0000
Married 2.7400 0.0000
First generation -0.2013 0.1380
Second generation 0.2886 0.0020
College graduate 1.8448 0.0000
High school or less -1.5769 0.0000
Population (100,000) 0.0025 0.3500
Regional income ($10,000) 0.8719 0.0000
No. of observation 17775

RZ

0.3
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