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Preface

THE IDEA FOR THIS BOOK dates back to 20035 after a series of conversa-
tions with colleagues at Princeton, Cornell, and the University of Penn-
sylvania about the growing field of economic sociology and the direction,
or lack thereof, that its development was taking. Over the years, I have
published a series of essays on concepts and processes normally included
among those of interest to specialists in this area. It occurred to me that
assembling these in a single volume could be useful to those interested
in economic matters and may help advance the sociological perspective
on them. I also thought at the time that the project would not take too
much effort—a question of stitching together published materials and
highlighting the common threads among them.

Alas, that expectation proved to be most unwarranted. Reviewers of
the first version of the manuscript, while polite and complimentary, could
not see the common threads, nor figure out what the basic purpose of
the volume was. A textbook? A collection of essays? Their well-taken
critique forced me back to the writing table in an attempt to clarify the
purpose of the project: no textbook intended, but no collection of essays,
either. The motive for writing the book was grounded on the observa-
tion that contemporary economic sociology consists largely of exegeses
of the classics, repetition of one of the founding notions of the field, and
a growing number of individually valuable but disparate studies.

Earlier training in epistemology and the philosophy of science led me
to the conclusion that such a disheveled state of affairs could not lead to
sustained theoretical progress. Empirical studies in the field do not cumu-
late, in general, into new or refined theories and tend to conclude with a
reassertion of the field’s founding assumption: that sociability and social
ties significantly mold economic behavior. My philosophical roots led me
to a search for some order in this massed literature, seeking to identify
what other elements existing studies have in common, and in what ways
could they cumulate in theoretical progress beyond the classics. The read-
ers will judge whether the proposed framework meets the test; ultimately,
the success of this project will depend on whether other practitioners take
the goal of theoretical growth seriously, either by adopting the ideas put
forth in the coming chapters or proposing others to better fit the task.
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In order to avoid repetition, I will not go into the argument here since
it will be discussed in detail in the initial chapters and in the conclusion.
I will use the remaining lines of this preface to acknowledge those who
made this project possible. First, to my editors at Princeton University
Press, initially Peter Dougherty, then Tim Sullivan, and finally Chuck
Myers, who provided unwavering but critical support as the different
stages of writing unfolded, and who identified extraordinary reviewers
for successive versions of the manuscript.

To my Princeton colleagues, in particular Viviana Zelizer, Paul DiMag-
gio, and Martin Ruef, fellow economic sociologists, with whom I held
many discussions and whose ideas inspired a number of substantive pas-
sages. They have my gratitude but certainly do not bear responsibility for
any errors or for any polemical statements that others find objectionable.
Beyond Princeton, I have benefited from conversations with other promi-
nent colleagues, in particular Mauro Guillen at Penn and Victor Nee and
Richard Swedberg at Cornell. They are also absolved of any responsibil-
ity for the contents.

With my wife, Patricia Fernandez-Kelly, I had many talks at the din-
ner table, floating ideas past her and benefiting from her advice and most
valuable intuitions. With her, I shared the disappointments inevitable in
receiving less-than-glowing feedback on earlier drafts, and from her I
drew the emotional energy required to learn from these critiques and seek
to overcome them.

Finally, Barbara Lynch, my assistant, close collaborator, and friend of
many years, patiently typed the many versions of each chapter, rendered
the manuscript compliant with PUP requirements, and worked exten-
sively on the graphics and the bibliography. She has my gratitude for her
selfless dedication and my admiration for her multiple talents.

The substantive content, formatting, and organization of the book
would not have been possible without the assistance of these persons. To
all, once again, my thanks.

Alejandro Portes
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CHAPTER ONE

Economic Sociology

PAST ACHIEVEMENTS AND PRESENT CHALLENGES

EcoNoMmIc soc1oLOGY has experienced a remarkable rebirth. This trend
has been chronicled and celebrated in a number of publications and
reached its height with the appearance of two successive editions of a
massive Handbook, edited by Neil J. Smelser and Richard Swedberg.!
This feat, added to the influence achieved by Mark Granovetter’s article
on the social “embeddedness” of economic action, appeared to signal
that the field was well underway.? Yet, in more recent years, there seems
to have been a loss of direction. While purportedly sociological studies
of economic activity have proliferated, basic texts in the field continue to
chronicle its origins in the nineteenth century and to repeat notions that
have become widely familiar by now. Above all, there is a disturbing re-
turn to “embeddedness” as if it were everything that, by way of theoreti-
cal contribution, contemporary economic sociology has to offer.

This impasse is not due, in my view, to the absence of an overarch-
ing theoretical framework, but to the lack of a precise understanding of
the character and role that ideas at different levels of abstraction play in
the organization of a given field. Overarching frameworks can do more
harm than good, as sociology’s experience with structural-functionalism
and orthodox dialectical materialism can attest.? This is so because grand
narratives tend to become self-referential, to approach reality deduc-
tively, and to force events into procrustean theoretical categories rather
to than learn from them. Mercifully, economic sociology has no such
grand narrative, but it simultaneously lacks a clear understanding of its
constitutive elements.

In my view, these can be summarized into three broad categories: (1)
meta-theoretical principles, (2) explanatory mechanisms, and (3) strate-
gic sites of inquiry. The first component establishes the cognitive “lens”
through which a particular field sees the world. This lens is neither su-
perior nor inferior to others, it is simply distinct in privileging certain
areas of empirical reality as worth investigating and in orienting ways
of going about this enterprise. The second category includes ideas that
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can be invoked, in a variety of settings, to understand, clarify, and even
predict concrete events. They represent the tool kit that those embracing
a particular disciplinary perspective use to go about their work. Finally,
the third category comprises the chosen locations for investigation and
theoretical expansions of a particular field. Such sites are certainly not
selected at random, but reflect the guiding orientations, the lens through
which the field sees the world.

In current treatises in economic sociology, the three categories are mixed
together so that “embeddedness” (a meta-theoretical assumption) appears
right next to “firms” (a site for investigation) and “self-fulfilling prophe-
cies” (an explanatory mechanism). A perusal of the two editions of the
Handbook reveals that after its introductory section, labeled “General
Concerns,” it focuses mostly on sites of research such as firms, unions, the
state, and the global economy.* The sites are very diverse, encompassing a
wide variety of different topics and signaling that the field, at present, is
anything but coherent. More disciplined is Richard Swedberg’s Principles
of Economic Sociology, which, after making a plea for the concept of “in-
terest” as one such “principle” and chronicling the history of the field,
goes on to review a tighter selection of research sites, headed by firms and
markets.’

Strategic sites are not explanatory mechanisms, but rather instances
where the latter can be applied. Successful explanation cannot be accom-
plished, however, by the mere invocation of the meta-theoretical principles
because the latter are too abstract to provide sufficient causal guidance.
Affirming, for example, that market transactors behave in particular ways
because of their “social embeddedness” can be readily accepted without
advancing, in any way, our understanding of that specific market or those
particular transactions. For that, we need more proximate explanatory
mechanisms, assimilable to what Max Weber labeled in his time ideal
types.

The purpose of this book is to pursue this line of argument by first
considering the key underlying principles or assumptions that guide the
field and then examining a series of midlevel explanatory concepts that
can be applicable in a variety of concrete situations. Those selected trace
back to previously published work, which may convey the impression of
a mere collection of essays. I seek to overcome this impression by show-
ing how each chosen concept relates to the general assumptions of the
field and how, in turn, they are usable for explanation and prediction
in specific domains. Together they represent part, though not all, of the
tool kit available to economic sociologists today. While these explanatory
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concepts and research sites reflect my personal interests, each is impor-
tant enough to have spawned its own theoretical and research literatures,
to be reviewed in the coming chapters.

THE WEBERIAN IDEAL TYPE

Weber is commonly cited as one of the fathers of economic sociology
because of his substantive contributions, including his analyses of the
role of religion in the economy, of forms of economic organization, and
of the rise of modern rational capitalism.® Almost never discussed is his
methodology, despite the fact that it contains elements crucial for the
advancement of the field. A first such contribution is his skeptical stance
toward the quest for universal laws and toward grand narratives in gen-
eral and his emphasis on the fact that social science knowledge is histori-
cally bound. Happily, economic sociology has not been distracted by the
search for an all-encompassing framework, but any movement in that
direction should be finished off by Weber’s cautionary warning:

For the knowledge of historical phenomena in their concreteness, the most
general laws, because they are most devoid of content are also the least valu-
able. The more comprehensive the validity—or scope—of a term, the more it
leads us away from the richness of reality since, in order to include the com-
mon elements of the largest possible number of phenomena, it must necessarily
be as abstract as possible and hence devoid of content.”

Second, Weber also gave us the ideal type as a mental construct based
on past knowledge and designed to render meaningful specific areas of so-
cial reality. Grounded on past experience, ideal types describe how certain
processes or events relate to one another and thus serve as explanations
for specific historical phenomena: “[The ideal type] has the significance
of a purely ideal limiting concept with which the real situation or action
is compared and surveyed for the explication of certain of its significant
components. Such concepts are constructs in terms of which we formulate
relationships.”®

As this citation makes clear, ideal types are “rubbed” against empiri-
cal evidence to put order in actual experience, highlight its most salient
features, and establish whether theoretical expectations—implicit in the
concept—actually hold. Thus, the ideal type bureaucracy, one of the
most famous associated with Weber, can be compared with the ways par-
ticular states or corporations behave in order to clarify similarities and
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differences in probity, meritocracy, and esprit de corps from the expecta-
tions implicit in the concept.

Similarly, the ideal type informal economy, the subject of one of the
following chapters, can be applied to a wide range of economic phe-
nomena—from street vending in third world cities to complex chains of
subcontracting in the developed world—to make sense of commonalities
of what would initially appear as a Babel of disparate experiences.” Rub-
bing the ideal type against reality also leads to modifications, refinements,
and qualifications of the concept itself, which is how scientific knowledge
actually advances.

Weber’s methodology is relevant to economic sociology because the
field’s explanatory mechanisms and even research sites are ideal types;
that is, concepts at a midlevel of abstraction applicable to concrete
historical phenomena and modifiable by the latter. While Weber him-
self cites as examples of ideal types such things as “city economy” and
“handicraft system,” which are research sites, their description shows
that there are implicit causal propositions in each.!® By contrast, concepts
such as “inner-worldly asceticism” are explanatory mechanisms that can
be invoked in a variety of contexts to highlight certain aspects of real-
ity as causally relevant.'! For ideal types to play this role, they must be
neither too specific and tied to a particular time and place nor so general
that they cannot be compared properly to any concrete process or event.

Low-level notions are linked to particular findings in certain bound
localities and, while contributing to knowledge in such places, they do not
travel beyond them. Thus the finding that immigrants’ health deteriorates
the longer they have been living in the United States is valuable in and of
itself, but says nothing about what happens elsewhere or why the phenom-
enon occurs in the first place. Similarly the finding that, when confronted
with unemployment, British workers resort to “self-provisioning” rather
than informal trade is useful, but cannot be applied to other national con-
texts or historical periods.'?

At the opposite end of the spectrum, concepts like functional equilib-
rium, societal differentiation, and social systems are so broad as to lack
any clear empirical referent. When rubbed against reality, the common
result is that they are found to be applicable to each and all situations,
without advancing our understanding of any. Thus the statement that
social change “proceeds through a process of differentiation, followed
by integration” can be readily accepted without telling us anything about
how specific historical processes of change take place. At the height of
such theorizing in the United States, Robert K. Merton was one of the
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first to raise his voice against all-encompassing formulations. He pro-
posed theories of the midrange as a more fruitful way to articulate ideas
with empirical evidence.” In the context of his time, he contemporized
with his grand theory mentors by defining midrange concepts as a neces-
sary intermediate step for the formulation of broader systemic theories.
With the wisdom of hindsight, we can confidently note that this is not
the case. The midrange level of theoretical abstraction is the realm that
useful ideal types inhabit, and they are not “preliminary” to anything. In
my view, midrange ideal types represent the core of economic sociology.
The following chapters will be organized accordingly.

PLAN FOR THE Book

Based on the preceding discussion, I plan to examine the meta-assumptions
grounding economic sociology, some of its key explanatory mechanisms,
and a few strategic research sites. As it happens, this tripartite classifica-
tion also comes in threes: there are three general assumptions—socially
oriented economic action, unexpected consequences of purposive action,
and power. Selected explanatory mechanisms are also three: social capital,
social classes, and social institutions. This will be followed by an analysis
of three research sites: the informal economy, ethnic enclaves and middle-
man groups, and transnational communities. These sites have two char-
acteristics in common. First, they are distinct from those most frequently
discussed in the literature, such as firms and markets. Second, as ideal
types, they also embody explanatory mechanisms, although less encom-
passing and at a lower level of abstraction than the first three. Selected
explanatory mechanisms are not without their problems and these will be
dealt with in the corresponding chapters. To anticipate: social capital has
been intellectually “kidnapped” to play a role quite different from that
contemplated by its original sociological creators; social class has been
progressively abandoned as an explanatory tool in the wake of the gen-
eral decline of Marxist political economy as an overarching perspective;
by contrast, social institution has experienced a sudden rise of popular-
ity, but its definition has become so vague and diverse as to threaten its
heuristic value.

Finally, it may not be immediately obvious why the three cited meta-
assumptions are so, that is, why they are held to be exhaustive of those
grounding the field or why they are placed at a different level of ab-
straction than others mentioned. These questions will be addressed in the
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following chapters. For the time being, all that is asked from the reader is
his or her preliminary assent to two points: (a) no all-encompassing gen-
eral theory is necessary to move economic sociology forward; (b) to do
so, however, a clear distinction is required among the different concepts
that populate the field, their respective functions, and their relative levels
of abstraction.

Since the time of its founding in the texts of Weber, Joseph Schumpeter,
Thorstein Veblen, and others, economic sociology has shown enormous
promise, both on its own and as a corrective to the orthodox marginalist
tradition. Somehow that promise has never been quite fulfilled as texts in
the field return, time and again, to the founding notions, and as a grow-
ing number of empirical studies invoke them as mantras, but without
cumulating into theoretical advancement. To move us forward, empiri-
cal evidence should coalesce around a discrete set of midrange concepts,
refining them and teasing out their heuristic value. Concepts (ideal types)
are what we know and readily remember from our training and research
experience. It is on their basis that this field, like any other in social sci-
ence, can advance. Otherwise, we will be reduced to forever invoking the
founding principles. If the rosary of concepts discussed in the following
pages makes this argument persuasive, the goal of the book will have
been fulfilled.

EXPLANATION AND PREDICTION

Conventionally, the goals of science consist in the explanation and
prediction of phenomena in different areas of the world. The develop-
ment of a discrete set of concepts, as described previously, has the ex-
act purpose of facilitating these goals in the sociological study of the
economy. No one would contest the assertion that a central purpose of
the field is to render comprehensible the complexity of phenomena, past
and present. In other words, explaining and interpreting economic re-
ality is a major function to be met with the aid of a clear theoretical
framework.

More questionable is the predictive function. Can the meta-assumptions
and the set of ideal types so far developed in economic sociology predict
anything? Here opinions are divided. Some theorists like Randall Collins
have taken the bold position that the future, including major historical
events, is predictable with the guidance of the proper theoretical tools.
Collins offers as an example his own prediction of the demise of the
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Soviet Union based on geopolitical principles and detailed information of
the course of events in that country.'

A closer look at this assertion renders it questionable. While some
predictive successes, such as Collins, may occur, the use of a particular set
of theoretical principles does not guarantee this outcome in every case.
Thus, about the same time that Collins was formulating his argument,
another author using the same geopolitical principles plus “detailed in-
formation” predicted the likely demise of the United States. So far, that
dramatic outcome has not materialized."> Disparities such as these have
prompted authors like Charles Tilly to take the position that predicting
the future on the basis of general “laws” or theoretical principles is a
waste of time.!¢

Tilly’s critique is compelling and reproduces, in all its essentials, Weber’s
classic argument about the impossibility of constructing a social science
on the basis of universal laws. But before fully embracing this argument,
which would confine social scientists to the exclusive role of interpreters
of what has already happened, we should consider two issues: first, what
are the phenomena to be predicted; second, what tools can be used for
this task. There are, at least, three possible types of phenomena to be
predicted in economic sociology, as elsewhere in the discipline: trends,
steady states, and events.!”

Most of the debate on prediction revolves around the third type and,
especially, the subcategory of major, cataclysmic, and history-revamping
events. The Russian Revolution of 1917, as well as the demise of the
Soviet Union in the 1980s, would be good examples. Predicting such
events would be akin to predicting the next Great Depression or the rise
of Japan as the next hegemonic power in the capitalist world system.
There are good reasons to doubt that such feats are possible, as attested
by several recent attempts.'®

However, macrosocial events of this kind do not exhaust all that
there is to reality. With reasonable expectations of success, it is possible
to predict certain trends at different levels of abstraction—from local
communities to the world economy. It is hence feasible to transform the
causes of major economic depressions or the determinants of the de-
mise of core powers, as identified in the literature, into trends affecting
the present and future. The ultimate outcome, however, would remain
uncertain.

Marxist political economy made a specialty of predicting the end of
the capitalist system, or strategic parts of it, on the basis of key social
and economic indicators that should inevitably lead to its implosion. In
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The Fiscal Crisis of the State, for example, the political economist James
O’Connor predicted the financial breakdown of the American state un-
der the dual strains of its accumulation and legitimation functions for
sustaining advanced capitalism. This argument (which bears a close re-
semblance to Collins’s geopolitical principles) held true as a trend. How-
ever, as did other Marxist analysts of the period, O’Connor confused
trend with outcome. The strains were there and actually increased; the
predicted final crisis never materialized.”” The concept of social class,
currently in abeyance because of its failure to predict revolutionary ex-
plosions, can be quite useful, nonetheless, when confined to the less am-
bitious role of detecting long-term trends.

Since functionalism fell into disrepute, most sociologists have been
loath to focus on steady states and the processes contributing to their
stability. Social ecologists, whose training leads them to focus on insti-
tutional survival, represent a partial exception but, for the most part,
contemporary macrosociologists tend to avoid the issue. Although less
exciting than big revolutionary explosions and catastrophic economic
collapses, the continuity over time of normative structures and of institu-
tions such as markets and corporate firms offer fertile ground for socio-
logical inquiry. They also permit the formulation of predictions with a
reasonable degree of accuracy. Although stable structures are commonly
taken for granted, the question of how they arise and what keeps them
going provides at least as solid a basis for theoretical development as
the analysis of social change.?’ The concept of institutions is particularly
relevant in this regard.

Finally, events that take place in restricted spatiotemporal contexts are
also amenable to prediction. In a number of sociological fields, sufficient
knowledge has accumulated to make possible this kind of bounded pre-
diction. Theoretical advancements in economic sociology, for example,
allow us to advance fairly accurate predictions about the organizational
forms adopted by new corporations, the social consequences of industrial
downsizing, the behavior of consumers in impersonal versus “embedded”
transactions, the rise of entrepreneurial ethnic minorities, and employ-
ment decisions concerning different types of ethnically identified job ap-
plicants. The concept of social capital, as originally defined by Pierre
Bourdieu, is especially useful in this restricted predictive role.

The theoretical tools to accomplish these predictive tasks are at hand
and do not involve universal laws. Precisely because the midrange concepts
just cited are fashioned in confrontation with reality and are responsive
to its variations, they can be used with a measure of success to anticipate
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trends, steady states, and circumscribed events. While predicting the “big
bang” and discovering the general laws behind it will continue to titillate
the imagination and the ambition of scholars, progress in fulfilling the
predictive function of sociology in general and economic sociology in
particular will be achieved within those more restricted confines.



CHAPTER TWO

The Assumptions That Ground the Field

Five ExaMPLES

1. The operation of the Jewish informal economy in the former Soviet Re-
public of Georgia centered on the clandestine production and distribution of
consumer goods.! Production took place in state-owned factories and with
state-provided raw materials in direct violation of official rules. Heavy prison
sentences awaited those caught. Despite this threat, the system flourished and
functioned smoothly for years. It required securing low official production
targets and a high wastage allowance to accommodate clandestine production.
Bookkeeping was systematically altered. Production lines, for example, were
declared “in maintenance” at times of peak unofficial production. Substan-
dard parts and inputs were used to fulfill the official quota in order to increase
the supply of parts going into clandestine goods.

Georgian Jews could sustain this complex system only through the oper-
ation of strong networks cemented in a common culture and history. Jona-
than Altman, who studied the system, observed, “Trust is a fundamental re-
quirement in the operation of the second economy. . . . A man’s word has to
be his bond.” In case of trouble with the authorities, such as public raids,
the network bailed out, threatened members, and obliterated incriminating
evidence.?

2. In the indigenous villages surrounding the town of Otavalo in the Ecua-
doran Andes, male owners of garment and leather artisan shops are often Prot-
estant (or Evangelicals, as they are known locally) rather than Catholic. The
reason is not that the Protestant ethic spurred them to greater entrepreneurial
achievement, or that they found Evangelical doctrine to be more compatible
with their own beliefs, but a rather more instrumental one. By shifting reli-
gious allegiance, these entrepreneurs remove themselves from the host of social
obligations for male family heads associated with the Catholic Church and its
local organizations. The Evangelical convert becomes, in a sense, a stranger in
his own community, which insulates him from the religiously backed redistri-
butional demands of his Catholic neighbors.?

3. The famed Italian industrial district in the central region of Emilia-Romagna
is composed of small, highly dynamic firms, many of which started as informal
enterprises and continue to use informally produced inputs and labor. Accord-
ing to Vittorio Capecchi, who studied the system, relationships of complicity
rather than of exploitation or pure competition characterize the daily inter-
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actions between employers and workers and among owners of firms. Small
enterprises in textiles, ceramics, metallurgy, and others respond quickly to
market demand, specializing in particular market niches, cooperating with one
another in meeting sudden surges in demand, and resisting outside manipula-
tions to undercut prices.*

Workers are hired informally but are paid reliably and are treated as ap-
prentices eventually able to set up their own firms: “Many small firms concen-
trated on performing manufacturing operations or on producing certain parts
of the machine. . . . Thus a subsystem of enterprises gradually evolved in which
there was no leading firm. The factory that produced the final good did not
necessarily constitute the center of the system because its role was often only
that of assembling various parts produced by other firms.”’ This system of flex-
ible specialization was explicitly opposed to the regulatory dictates emanating
from the central government in Rome. The system was and is anchored in com-
munity networks identified with a common political culture. Emilia-Romagna
is the core of the Italian “red belt” that witnessed militant opposition to the
Fascist regime first and, subsequently, to the attempts by Christian Democratic
governments to industrialize the nation on the basis of large-scale corporations
concentrated in Turin, Milan, and other northern Italian cities. Instead, the
communist regional governments of Emilia-Romagna encouraged and spon-
sored skilled workers and artisans to develop their own firms as an alternative
to deskilling and mass migration north. The successful small firms thus cre-
ated were not isolated, but coalesced into a mutually supportive system. The
Emilian community of small producers promoted cooperative production and
marketing, while ostracizing those who behaved individualistically as “real”
market competitors.®
4. Chile has been hailed in recent years as the most successful Latin American
economy and as an example of what “freeing the markets” can accomplish
for a third world country. This much-touted success was the outcome of a
trial-and-error process that saw young economists inspired by the neoliberal
doctrines of Chicago professor Milton Friedman introduce radical reforms to
open markets and stimulate foreign investments, only to see them go down
into failure, producing economic stagnation and massive unemployment. Only
because these “freedom” policies were introduced under the Pinochet dicta-
torship and sustained by army bayonets could they endure massive popular
discontent.”

These failures led Pinochet to appoint a more pragmatic economy minister
from the army’s own ranks who took reform in a different direction. It con-
sisted of creating new entrepreneurial groups by divesting the state of its vast
industrial holdings. Chilean capitalism was not so much liberated by the Pino-
chet regime as created by it, through identification and sponsorship of selected
entrepreneurial cliques. Pinochet’s minister could undertake this massive divest-
ment program because of the concentration of industrial holdings in the hand
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of the state. This was, in turn, a consequence of the large-scale nationalization
program carried out by the previous socialist regime led by President Allende,
who Pinochet deposed.

The socialists confiscated private industry in a bid to bring about a state-led
model of development along the lines of Cuba and China. Little did they know
that by putting industrial resources under state control, they were creating the
means for neoliberal capitalism to finally take hold in the country. Without us-
ing these resources for empowering new and dynamic business elites, Pinochet
and his minister would have been unable to launch Chile’s economy into a
sustained growth path. As Chilean sociologist Alvaro Diaz noted subsequently,
“One never knows for whom, in the end, one works.”$
5. At XXX International, a large American manufacturing conglomerate spe-
cializing in electronic games, toys, and computers, the behavior of corporate
executives little resembles that of “economic man.” Calvin Morrill conducted
a study of corporate headquarters that revealed the development of an ad-
versarial culture among executives in response to outside takeover pressures
and managerial innovations. Public confrontations between executives became
commonplace and led to the creation of an elaborate ritual as well as a rich
imagery to describe these encounters. Executives engaged in “shootouts” and
entire departments “went to war,” with initial skirmishes followed by the toss-
ing of “hand grenades” toward the adversary camp.’

In this highly competitive environment, opportunistic behavior—known as
“ambushing” or “flying low” to avoid open confrontation—was possible, but
only at the cost of serious status loss. “Honor” became the executives most
prized good and was earned through straight conduct, making strong presen-
tations in public debates, and learning how to win or lose with grace. Those
who adhered to this normative code became “white knights” or “white hats.”
Less honorable executives could earn a skirmish or a duel through guile, but
were promptly dubbed “black hats” and were often forced to move to a differ-
ent department or resign from the company—*“jump ship.”

The pursuit of honor in corporate joustings became so dominant that the sub-
stance of debates commonly took a backseat to the etiquette of the encounter:

challenges and counterchallenges indicated that a “duel” would occur at
the next team meeting. Besides carefully preparing their presentations, each
of the principals prepared themselves through rituals common in such situ-
ations. All of the principals wore their lucky ties and “flack vests” to fend
off “bullets” from the opposition. . . . As was customary, an uninvolved
team member spun a gold ballpoint pen flat on the meeting table; the prin-
cipal to whom the ink end pointed was allowed to choose the order of
presentation. '

The sociological study of the economy has evolved rapidly in recent years en-
compassing both exotic and unique phenomena and those at the very center of
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the capitalist system. The apparently disparate examples just summarized play
a role as illustrations of this diversity, as well as examples of a distinct point of
view on economic trends and events. The point of view that these examples,
each in its own way, illustrate is formed by five orientations:

e A skeptical stance toward the notion that legally regulated exchanges
and markets comprise all that there is, or even the principal part of real
economic activity.

* An equally skeptical eye to the idea that unbridled self-interest is the sole
or the primary motivator of economic action.

e A general recognition that economic transactions do not occur in a vac-
uum but are inserted into cultural systems and webs of sociability.

* An appreciation of the fact that rational means directed toward explicit
goals frequently end up producing consequences different or even op-
posite to those originally intended.

* An overall rejection of the image of the economy as a level laying field
and an emphasis on the role of power.

The first two orientations differentiate the analytic point of departure
of economic sociology from economics proper, particularly its neoclassi-
cal version. The last three define the key meta-assumptions from which
the sociological study of the economy departs: the social embeddedness
of the economy, the unexpected consequences of purposive action, and
the pervasive influence of power.

In the remainder of this chapter, I consider these assumptions as they
set the framework for the emergence of more specific explanatory mecha-
nisms and the identification of relevant sites for investigation. The choice
of meta-assumptions differs from those conventionally presented in texts
on the “new” economic sociology that identify only the first as its point
of departure. Although embeddedness is certainly important, it does not
exhaust all that there is in the way of orienting strategies for this field.
As we shall see, all three assumptions possess a common status because
of their high level of abstraction and general unfalsifiability. They are not
hypotheses to be tested, but “lenses” through which reality is grasped
and explored.

SociAaLLy ORIENTED EcoNoOMIC ACTION

Economists and sociologists agree that economic action refers to the
acquisition and use of scarce means. All activities required for the pro-
duction, distribution, and consumption of scarce goods and services are
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conventionally characterized as economic. There is less agreement, how-
ever, on the array of motives of economic actors and on the socially pat-
terned influence of others upon their activities. The triumph of the neo-
classical perspective in economics hinged on the adoption of a set of
simplifying assumptions about human nature that allowed the construc-
tion of complex mathematical models. Rationality in this system is defined
as the unimpeded pursuit of gain by economic actors, be they individual
or collective. Many neoclassical economists are aware that these are only
heuristic assumptions that, they argue, lead to internally consistent and
predictively powerful models of economic events. While agreeing that this
is the case, other social scientists have observed that there are many situa-
tions where these assumptions neither hold nor lead to accurate prediction.
The field of behavioral economics has focused on the assumption of indi-
vidual rationality and has shown its untenability in a number of contexts.
Most of this work has been conducted from the standpoint of individual
psychology."!

Economic sociology has been less concerned with psychological con-
straints on individual self-centered rationality than with those created by
the social environment. Research in this field has focused on the ways in
which external influences modify the assumed maximizing behavior of
individuals and lead to predictions different from those of conventional
economic models. This perspective assumes that actors are rational, in
the sense of pursuing goals through deliberately selected means, but that
they are not socially atomized. On the contrary, relationships enter at
every stage of the process, from the selection of economic goals to the
organization of relevant means to achieve them.

The most succinct classical formulation of this approach is found in
Max Weber. In Economy and Society, as is well known, Weber distin-
guished three types of action: those guided by habit, by emotion, and
by the deliberate pursuit of certain goals. The last type, described as
“rational” action, is differentiated by whether its means-end structure
is oriented toward the pursuit of individual ends (zweckrational) or the
pursuit of some transcendental value (wertrational). These distinctions
identified the type of action assumed by neoclassical theory as simply one
ideal construction among several, all of equal stature. Moreover, Weber
also assumed that rational instrumental action is socially oriented in the
sense that “it takes into account the behavior of others” and is thereby
oriented in its course.!?

“Taking account of others” is not meant by Weber solely in the sense
of formal considerations attending market transactions but, more impor-
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tantly, in the sense of substantive expectations linked to sociability. By
virtue of membership in human groups—from families to churches and
associations—individuals acquire a set of privileges and associated obli-
gations that simultaneously further and constrain their selfish pursuits.
Even more importantly, every interaction, including market interaction,
creates sociability in the sense of generating over time a complex set of
stable expectations, status rankings, and emotions.

The postulate of socially oriented economic action, therefore, is not
simple but contains several related subarguments. For the sake of clarity,
it is convenient to list them as separate forms, although this does some
violence to reality:

1. Economic action is socially oriented in the sense that it can be governed, in
whole or part, by value introjection. Included in this category is not only the
type of behavior dealt with in economics and sociology under the label “altru-
ism” but also, and more generally, every action guided by moral considerations.
Morality, or the acting out of collectively held values, may influence both the
character of personal goals and the selection of means to attain them.

2. Economic action is also socially oriented in the sense that the pursuit of
material gain interacts with other self-centered goals such as the quest for
approval, status, and power, all of which depend on the opinions of others.
Wholly unrestricted maximizing behavior meets with disapproval by others in
the same social milieu, especially if it is pursued without regard to their own
interests.

The accumulation of the valued goal, wealth, may thus come into con-
flict with the realization of another valued goal, social status, and with the
unhampered exercise of the power that wealth itself confers. The accumula-
tion of material means compels others to do one’s bidding, but it does not
by itself create the auctoritas that lead others to do so willingly. The Webe-
rian distinction between power and authority thus bears directly on how
economic action is conducted, insofar as authority is guided by concerns for
legitimacy.'?

3. Finally, economic action is socially oriented in the sense that even the unre-
stricted pursuit of gain is constrained by reciprocity expectations built up in
the course of social interaction. The accumulation of social “chits” is central
to the pursuit of economic advantage insofar as they facilitate access to infor-
mation, capital, and other scarce resources. By the same token, such access
is granted in the course of everyday transactions with full expectation that it
will be reciprocated. Over time, each economic actor becomes surrounded by
a dense web of expectations built in this manner. Nonobservance of reciproc-
ity expectations carries the threat of immediate or delayed retribution, either
by the aggrieved party or by his/her associates. The existence of such social
obligations does not guarantee that economic actors will not pursue their own
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self-interests, but it insures that they will conceal, as much as possible, those
aspects of their actions that carry the threat of sanctions. Their behavior will
be modified accordingly.'

The various forms of social influence on economic action, of course,
combine in a multiplicity of ways in concrete situations. Their analytic
separation remains useful, however, both because of their implications
for the prediction of actual behavior and because they help identify dif-
ferent stages of sociological theorizing about the economy. An “over-
socialized” conception of action in which individual conduct is guided
primarily by value introjection was the focus of functionalist economic
sociology. As elaborated by Talcott Parsons and Neil Smelser, the econ-
omy was portrayed as existing to fulfill one of the key functional prereq-
uisites of society, with economic actors oriented fundamentally by moral
imperatives.'s

This conceptualization did not prosper because its theoretical catego-
ries were so abstract and its implications for individual action so stereo-
typed. Critics had no trouble pointing out systematic deviations from the
expected behavioral patterns, and many lost no time in debunking what
they saw as sociologists’
field of economic sociology has not abandoned moral considerations as
an aspect of social influence on economic behavior but has focused, to
a greater extent than earlier schools of thought, on the remaining forms
described above, both of which assume self-interested actors. It has
thus paid closer attention to criteria for social approval and reciprocity
expectations.

Socially oriented economic action is not an explanatory mechanism
but an orienting strategy—a meta-assumption. Like all concepts at a simi-
lar level of abstraction, it is unfalsifiable and vacuously applicable to a
number of settings. Its value consists in calling attention to features of
economic structure and exchange that otherwise may pass unnoticed and
to their potential effects in the behavior of relevant actors. The concept
of socially oriented economic action leads naturally to that of embed-
dedness of the economy. The latter was pioneered by Karl Polanyi in
his efforts to demonstrate that markets were neither natural creations
nor omnipresent. Instead, the road to markets had been opened and kept
open by deliberate governmental intervention.'® Polanyi emphasized, in
addition, that there were forms other than markets to organize the econ-
omy, including reciprocity and redistribution. However, once the road to
markets was opened, he acknowledged that market actors tended to op-

naive” view of human nature. The reemergent
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erate according to the rational maximizing logic assumed by mainstream
€Cconomics.

The concept of embeddedness was redefined by Mark Granovetter in
the article responsible, in large part, for the rebirth of the sociological
study of the economy.!” Granovetter was not ready to concede that, once
established, markets operated autonomously, as at least tacitly conceded
by Polanyi. Instead, he emphasized that markets are themselves social
entities and that recurrent interactions by market actors create networks,
reciprocity expectations, sympathies, and aversions that consistently
modify what are supposed to be economically “rational” actions. Not
only markets but also hierarchical corporate structures are subject to the
same problem. In a sustained dialogue with economist Oliver Williamson,
Granovetter emphasized that corporate structures constructed to inter-
nalize market operations and thus reduce “transaction costs” are them-
selves subject to the perennial influence of sociability. Formal hierarchies
are not what they seem, and orders coming from the top are not always
executed as intended. Instead, informal status systems emerge, based on
the differential levels of approval and respect granted to various actors,
and hierarchical commands are followed, modified, or ignored, according
to this alternative logic.'®

Granovetter’s reworking of Polanyi thus extended the sway of social
influence to all areas of economic life and opened them to sociological
analysis based on the embeddedness argument. Several of the examples
that open this chapter illustrate, in different ways, the nature of the
forces at play: the direct contravening of Soviet economic directives by
Georgian Jewish managers and operators; the alternative logic guiding
central Italian informal entrepreneurs successfully resisting capture by
larger northern firms; and the social games engaged in by New York
corporate executives obsessed with “honor” are all instances of the mo-
bilization of socially grounded resources and the power of status consid-
erations, altering predictions about the expected behavior of economic
actors.

For additional empirical support, Granovetter turns toward examples
drawn from observational studies of managerial behavior in American
industry. Among others, he cites the classic study by Melville Dalton of
the ways in which departmental heads in a large industrial corporation
tipped one another in advance of the “surprise” visits of central auditing
staff and helped one another conceal what they did not want auditors to
see or count: “Notice that a count of parts was to begin provoked a flurry
of activity among the executives to hide certain parts and equipment. . . .
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As the practice developed, cooperation among the chiefs to use each oth-
er’s storage areas and available pits became well organized and smoothly
functioning. Joint action of a kind rarely, if ever, shown in carrying on of-
ficial directives enabled the relatively easy passage of laborers and truckers
from one work area to another.”"’

For a contemporary illustration, drawn from the core of the capitalist
market economy, I turn to Mitchell Abolafia’s study of traders on Wall

Street:

Opportunism on the trading floor, like all other economic behaviors, is embed-
ded in a specific social and cultural milieu. This perspective explicitly rejects
the dominant economic notion that levels of opportunism are nothing more
than the sum of individual actors’ independent preferences. Market makers,
stock and futures exchange officials, and regulators at all levels are embedded
in cultures that define tolerance levels for opportunism and for restraint.

Recruits to investment banks receive very different socialization than do
recruits to the New York Stock Exchange. As a result, social relationships and
cultural definitions differ from trading floor to trading floor and the levels of
opportunism differ in relationship to them.?

The different cultural expectations in which economic actors are so-
cialized, the need for sociability and the quest for approval, the webs
of reciprocity expectations created by repeated interaction are all fac-
tors that affect not only the social framework within which economic
transactions occur, but also the very nature of the latter. Through this
analytic lens, the level market field of neoclassical economics becomes
much “bumpier” and the behavior to be expected from presumable util-
ity maximizers more problematic.

UNANTICIPATED CONSEQUENCES OF RATIONAL ACTION

The second orientation underlying modern economic sociology is a skep-
tical stance toward the notion that individual or collective action involv-
ing the purposive selection of means leads normally to the desired goals.
Precisely because such actions are socially embedded, the end point may
be quite different from that originally anticipated. Efforts to build sys-
tems of sociology have a history of almost two centuries; for the most
part, early system builders grounded their treatises in a linear logic that
identified certain master principles from which a series of predictable
consequences would follow.
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But along with these efforts, there has always been an alternative tra-
dition that questions the validity of explicitly stated intentions and of lin-
ear predictions. This alternative camp has always been heterogeneous—
ranging from theorists who gave primacy to nonrational and charismatic
factors to those who elevated conflict to the motor of history. This second
and diverse tradition encompasses Marx and Engels’s materialist dialec-
tic and Georg Simmel’s analysis of the functions of social conflict, all the
way to C. Wright Mills’s critique of the Parsonian system.?!

Written more than sixty years ago, Robert Merton’s article, “The Un-
anticipated Consequence of Purposive Social Action” synthesizes the core
of this skeptical perspective. That article accomplished two things: first, it
summarized the tradition of sociological skepticism from the classics to its
time; second, it drove a wedge into the ambitions of sociological system
builders who were grounded on the assumption of linear purposive action.
By so doing, the essay opened the door to a number of modern concepts,
all highlighting the paradoxical nature of social life. Merton himself was a
prime contributor to this literature, adding the “self-fulfilling prophecy,”
“latent functions and dysfunctions,” and “the serendipity pattern” to this
literature.?

Unlike Granovetter’s, Merton’s article did not relaunch economic so-
ciology, becoming incorporated instead into the framework of general
sociological theory. It is invoked as a guiding perspective for this field
because of its singular affinity with the concept of socially oriented eco-
nomic action and the related fact that a number of prominent studies
in the field conclude by highlighting how embeddedness leads to unex-
pected consequences of the most diverse sorts.?*> Among our opening sto-
ries, the link is illustrated, at the microlevel, by the religious conversion
of Andean entrepreneurs the better to escape the host of onerous obliga-
tions associated with the Catholic Church; and, at the macrolevel, by the
mass industrial confiscations in socialist Chile, paving the way for state-
sponsored, liberal capitalism under the new regime.

“Unexpected consequences” is a meta-assumption because it cannot
be tested directly due both to its generality and to the very condition of
uncertainty that it highlights. Possible alternative outcomes to purposive
action can be systematized, however, in ways that bring the concept closer
to explanatory mechanisms and, hence, empirically testable propositions.
If we think of purposive action as represented by a straight arrow between
the explicit goal of actors—individual or collective—and the achieved end
state, it is possible to identify five different alternatives to this rational
schema:
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. The announced goal is not what it seems—that is, it is not what the actor

or those in authority in a collectivity actually intend.

. The announced goal is intended by the actors, but their actions have other

real consequences of which they are unaware.

. The goal is what it seems—but the intervention of outside forces transforms

it midcourse into a qualitatively different one.

. The goal is what it seems—but the intervention of outside forces produces

unexpected consequences different and sometimes contrary to those in-
tended.

. The goal is what it seems—but its achievement depends on fortuitous

events, entirely outside the original plans.

summary form, these alternatives represent different end states from

those assumed by a purposive logic as follows: (1) the real goal is not the
apparent one; (2) the real goal is not what the actors actually achieve;
(3) the real goal emerges from the situation itself; (4) the original goal is
real, but the end state is contrary to its intent; (5) the original goal is real,
but it is achieved by an unexpected combination of events. Figure 2.1
summarizes this typology, and the examples that follow illustrate each

type.

1. Marxist and neo-Marxist analyses of social structure made a specialty of un-
earthing the real ends of capitalism behind its political facade and cultural su-
perstructure. This is the “hidden abode” that Marx described in such poignant
detail and that Richard Edwards documented a century later in his analysis of
labor market segmentation.?* More recent Marxist analyses of the cultural su-
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perstructures of advanced capitalism portray them either as a deliberate tool
for legitimating the existing class structure or as having an autonomous ori-
gin, but unwittingly serving that end. Thus, David Harvey’s The Condition of
Postmodernity sometimes depicts postmodern cultural forms as the deliber-
ate creation of advanced capitalism in its latest incarnation—that of “flexible
specialization”—but at other times presents them as an autonomous growth
that functions the same way that superstructures have always done, namely
to mystify the economic realities underneath.? Outside the orthodox Marxist
camp, Bourdieu’s study of cultural “distinction” and the consumption of high
art goes beyond the apparent enjoyment of such activities to unearth their real
significance as markers of status and symbolic dividers between the masses and
the elites.?®

2. Consequences that are not recognized but are real find their classical ex-
pression in Emile Durkheim. Religious rituals organized to propitiate the di-
vinities have the real, albeit unrecognized, consequence of strengthening col-
lective solidarity. Marriage and extended families organized around various
manifest goals actually function to protect individuals from the destructive
consequences of anomie. An entire school of anthropology operated on these
theoretical premises, seeking to uncover the unrecognized functions of primi-
tive cultural practices.?”

The study of modern organizational forms has also been based on looking

for real outcomes underneath formal announced goals. The research program
of John Meyer and his associates suggests, for example, that modern institu-
tional structures, like research institutes and programs of advanced education
transplanted to the remote confines of the less developed world have the mani-
fest goal of promoting scientific advancement, but the latent one of serving as
symbols of the country’s modernity and, hence, relative parity with the ad-
vanced nations.?
3. The third departure from linear purposive action in figure 2.1 has to do less
with the existence of concealed or latent ends beneath manifest ones than with
the actual shift of goals in the course of a given activity. Weber’s classic thesis
of the role of Puritanism on economic behavior derives its appeal precisely
from this type of account, namely how “preferences” are not stable at all but
can change under the press of events. In Weber’s account, actions originally
intended to bring about certainty of otherworldly salvation end up reoriented,
by the power of external forces, into a search for business success and wealth
accumulation. The analysis of this midcourse shift—from the ascetic puritan
to the rational capitalist entrepreneur—remains one of the most intellectually
appealing arguments left from sociology’s classic period.?’

Nor is it the only one. Robert Michels’s Iron Law of Oligarchies is grounded
on a similar process. This is the logic that prompts idealistic bands of reformers
and revolutionaries to shift goals over time: from the single-minded pursuit of
altruistic aims to the selfish defense of privileges acquired in the course of the
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struggle. If for Pareto history is but a cemetery of elites, for Michels it is the sce-
nario for the continuous degeneration of lofty undertakings into selfish material
pursuits.3

4. The next departure from linear purposive action is arguably the most im-
portant. It involves end states that are qualitatively distinct, if not opposite to,
those originally intended. The concept of cumulative consequences finds in this
fourth family of events its exact opposite. Instead of the past leading in linear
incremental steps to the present, events take unexpected turns, sometimes com-
ing full circle. Among sociological classics, Simmel displayed the keenest eye
for this type of outcome.

For Simmel, the formal facts of numbers and space play havoc with purpo-
sive action leading to multiple unexpected forms. Thus, the peaceful assembly
turns into the violent mob under the influence of numbers and contagion; and
the success of a religious sect in recruiting new members leads necessarily to
dilution of its original radicalism, under the influence of dispersion and grow-
ing heterogeneity. For Simmel social conflict is not the unmitigated disaster
that it seems because it possesses certain emergent and positive consequences,
a theme recovered for contemporary theory in Lewis Coser’s The Functions of
Social Conflict.’!

This fourth type comes closest to Merton’s original treatment of unin-
tended effects. In his article, Merton stressed the role of the paradoxical in
social life, a perspective that came into full bloom in his subsequent analy-
ses of self-fulfilling prophecies and the clash between cultural ends and struc-
tural opportunities to attain them.3? The influence of the original concept is
pervasive in modern economic sociology, even among those who endorse a
rational means-ends paradigm. Thus, James Coleman notes that when a num-
ber of actors pursue their goals without institutional restraints, their actions
often lead to consequences that are exactly the opposite of those intended.
He offers market “bubbles,” “stampedes,” and “panics,” as examples of such
events.>

A final example comes from Manuel Castells’s analysis of how, in its quest
for military parity with the United States, the former Soviet Union ended up
deeply dependent on its rival’s technological capacity. As the pace of innova-
tion in electronics accelerated, Soviet military planners became increasingly
worried that their scientific establishment would miss a crucial step, leaving
the country behind in the arms race. Hence, they opted for the safer approach
of copying the latest Western computer equipment, bought or stolen by KGB
agents. In the process, the Soviet government succeeded in hollowing out their
country’s own autonomous technological capacity. Castells puts their reason-
ing as follows:

let us have the same machines as “they” have, even if we take some extra time
to reproduce their computers. After all, to activate Armageddon, a few years’
technological gap in electronic circuitry would not really be relevant. . . .
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Thus the superior military interests of the Soviet state led to the paradox
of making the Soviet Union dependent on the United States in [this] crucial

field.3*

5. This example also helps introduce the fifth departure from linear purpo-
sive action in Figure 2.1. Tilly introduced this type, illustrating it with a vivid
example from eighteenth-century France.*® He tells us how, by the end of
his long reign, Louis XIV was able to reflect on his achievements in bring-
ing peace and internal order to the realm. With the wisdom of hindsight, he
presented his achievement as the outcome of a foresighted, well-thought-out
plan. Closer scrutiny reveals, however, that it was nothing of the kind. In-
stead the king and his minister, Colbert, engaged in “determined, but often
desperate improvisation in the face of unexpected reactions—both popular
and elite—to royally sanctioned initiatives.”3¢ As is still common today, his-
tory was reconstructed in neat means-ends narratives when the actual process
required on-the-spot decisions, sudden improvisation, and numerous depar-
tures from the intended course. To the Smithian faith in the “Hidden Hand”
of the market, Tilly opposes the “Hidden Elbow” of adaptive intuition and
improvisation.>’

This also happened to Colonel Jimmy Doolittle and his “marauders” as their
aircraft carrier, the Hornet, approached Tokyo Bay in 1942. After Pearl Harbor,
the United States stood in dire need of a psychological uplift and this is what
Doolittle and his men intended to deliver by bombing the Japanese capital.
The raid was scheduled to take place at night and was meticulously planned.
Unfortunately, hundreds of miles before the planned takeoff, the Hornet was
spotted by Japanese fishing trawlers, destroying the key element of surprise.
Doolittle decided to attack immediately to prevent the Japanese from strength-
ening their defenses. The raid took place in broad daylight, starting at great
distance from its target. Against all odds, it was successful because the trawlers
never actually alerted Japanese air defenses and because, by an extraordinary
coincidence, that day had been singled out in Japan for civil defense exercises
against the very threat that Doolittle’s planes posed. The planes reached their
target undetected in part because they were initially assumed to be part of the
fake maneuvers.?

The analysis of latent consequences, midcourse shifts, unexpected effects,
and improvised means are part of a disciplinary tradition unique among the
social sciences. It represents one of sociology’s distinct contributions and
grounds its contemporary approach toward the analysis of economic events
and processes. Placed next to each other in a typology of alternatives to the
rational means-ends paradigm, they serve to flesh out the concept of unex-
pected consequences and facilitate the formulation of propositions of the sort:
Given determinants A or B, outcome types X or Y outcomes can be expected,
These outcomes may include the fulfillment of manifest goals by the intended
means, but also any of the other five alternatives described. The assumption of
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unexpected consequences orients the sociologist to look for conditions leading
to these alternatives, rather than simply being taken by surprise by them, as it
occurs regularly among adherents of the rational linear paradigm.

PowEer

The third general assumption grounding economic sociology is that
power represents an omnipresent factor in economic transactions and or-
ganizations. This assumption negates the classical economic view of mar-
kets as level playing fields and its general neglect of the role of coercive
arrangements capable of imposing their logic on individuals. Power may
be defined as one component of embeddedness, that is, of the social struc-
tures that frame and constrain economic action. However, the concept of
power is qualitatively distinct from the networks, values, and reciproc-
ity expectations that normally comprise discussions of embeddedness.
Indeed, some authors have faulted the “new” economic sociology and
specifically the school of neoinstitutionalism for its relative neglect of
this last dimension.?* The desire to establish a dialogue with mainstream
economists may have led to this neglect, which necessarily entails dis-
tancing the field from political economy, especially the Marxist-inspired
kind.

As we will see in a subsequent chapter, there is no contradiction be-
tween the analysis of embeddedness focused on social networks and reci-
procity and the investigation of power differentials. The two can be actu-
ally located within the same conceptual schema.*’ For the time being, the
crucial point is that restoring power to the status of a core assumption
prevents this unnecessary split and allows the field to retain and benefit
from key insights in the classical sociological tradition.

Power is defined by Weber as the relative ability of individuals or as-
sociations of individuals to impose their will on others “despite resis-
tance.”*! The term impose in this definition is crucial for it underlies the
nonconsensual, coercive nature of this element of social life. Power that
depends on the consent or agreement of those subject to it is meaning]less.
While its use may be masked by a consensual veneer, it must ultimately
be able to force compliance on individuals and groups.*?

Among the classics, Durkheim emphasized the external and coer-
cive character of social phenomena that compel actors to follow certain
paths of action and not others, despite their own wishes or inclinations.
Durkheim located the source of this power in a diffuse “collective will”
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whose origin and modus operandi were never fully clarified.*> Marx and
his followers sought to tear this conceptual veil by locating the posses-
sion of power in the capitalist bourgeoisie and its source in the effec-
tive control of the means of production. For Marx, “collective will” and
similar “laws” of society claimed as scientific discoveries by many of
his nineteenth-century contemporaries were just fantasies. They simply
masked the reality underneath—the “hidden abode”—where holders of
wealth compelled not only the workers but also the rest of society to do
their bidding.**

Weber essentially accepted Marx’s definition of power, but extended
its sources beyond the means of production to the possession of scarce
skills that confer differential levels of “market power.”* Weber also em-
phasized that dominant elites seek to veil and legitimize their control over
the levers of power in order to persuade the masses to acquiesce to their
situation. Power thus legitimized becomes “authority,” which is the form
in which most actors in normal times perceive its effects. Not inciden-
tally, mainstream economists who have chosen to venture into this realm
generally go no further than “authority” in their own analyses. This is,
for instance, the case of Oliver Williamson’s well-known discussion of
corporate “hierarchies.”*

In modern sociology, Bourdieu has arguably been the most prominent
follower of this tradition by distinguishing sources of power attached to
various forms of “capital.” Bourdieu’s main emphasis is on the “fungibil-
ity” of these various sources—material, cultural, and social—as they re-
inforce one another to consolidate the dominance of elites and the stable
subordination of the masses.*” In the Marxist camp, Antonio Gramsci
and his followers have gone furthest in exploring the crucial antinomy
between “power” and “authority”—the latter relabeled “hegemony”—
as it explained the political stability of modern capitalist society, but also
identified potential sources of revolutionary change.*®

Like the two preceding assumptions, the concept of power inhabits
a high level of abstraction, rendering general assertions about its exis-
tence and importance unfalsifiable. As such, it also possesses the status
of a guiding perspective, a lens through which reality can be perceived.
An emphasis on the significance of power in society leads logically to a
search for its sources and its effects. As in Weber and Bourdieu, sources
are identified with different forms of capital; consequences are reflected
in durable and patterned inequalities crystallized in social classes and
the class structure. Such lower-level concepts—social capital and social
classes, among them—become, in turn, explanatory mechanisms for
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investigating a number of economic phenomena. These will be explored
in subsequent chapters.

Jointly, socially embedded economic exchange, social power, and un-
expected consequences of purposive action comprise, in my view, the
three conceptual pillars of economic sociology. Their influence is perva-
sive, being present in various degrees, in all or most empirical studies in
this field. Jointly, they produce a distinct point of view for the analysis
of economic phenomena. As noted previously, they also lead into a series
of lower-level concepts that represent explanatory mechanisms, as well
as into a series of strategic research sites. Several of these are examined
next.



CHAPTER THREE

Social Capital

THE CONCEPT of social capital and the related one of social networks
have become key explanatory mechanisms in the field of economic so-
ciology, fleshing out the implications of its meta-theoretical assump-
tions.! It is in networks that much (although not all) economic action
is socially embedded, and one of the most important outcomes of that
embeddedness is social capital. A commonly accepted sociological defi-
nition of social capital is the ability to gain access to resources by vir-
tue of membership in networks or larger social structures.? Clearly, such
ability flows out of embeddedness, becoming one of its most tangible
manifestations.

Similarly, unexpected consequences of rational purposive action are
commonly provoked by social capital because it gives rise to a number
of commitments and loyalties running parallel to formal blueprints. The
sequence is graphically portrayed, in stylized form, in figure 3.1. While for-
mal economic enterprise usually develops mechanisms to police and con-
trol the unpredictable effects of networks and sociability, these controls are
not always effective, faced with the pervasiveness of these phenomena.

As seen in the previous chapter, social capital is also a power-
conferring resource “fungible” (in Bourdieu’s terminology) with other

1. Economic II. Regular III. Informal IV. Reciprocity V. Social
organization is interactions bonds, expectations capital
established among sympathies, and grounded on
to occupants and other reciprocity
achieve of roles enmities emerge informal alters
explicitly stated within the among commitments original
goals organization role lead to organizational
and with its occupants behavior hierarchy
outside unanticipated and goals,
counterparts and leading
possibly to
contrary to unexpected
formal consequences
organizational
blueprints

Figure 3.1 Social Capital and Unexpected Consequences in Economic
Organizations
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Figure 3.2 Social Capital and Working-Class Mobilization

resources. Unlike wealth, however, social capital is within reach of every-
one, becoming, theoretically, one of the means by which subordinate
classes can resist the coercive power of elites. This is what Marx and
Engels had in mind when they invoked a proletarian “class for itself” in
which consciousness of a common fate led to solidarity bonds and collec-
tive action.’ Those bonds were indeed the proletariat’s “social capital,”
conferring upon it a form of power beyond the reach of its individual
members. Figure 3.2 graphically portrays this sequence.

Unlike the meta-assumptions discussed in the previous chapter, social
capital, as defined, is measurable and its consequences are testable. As
such, it can become a major tool for theoretical advancement in economic
sociology, provided that it can overcome a powerful attempt at intellectual
kidnapping. This attempt and its consequences are discussed next.

THE Two MEANINGS OF SOCIAL CAPITAL

Social capital is arguably one of the most successful exports from so-
ciology to other social sciences and to public discourse during the last
two decades. It has been used to explain the differential performance of
children raised in intact versus broken families, the success of housing
programs in some communities but not others; and the economic devel-
opment and government efficiency of cities and even entire nations. That
success has come at a price, however, since the original meaning of the
concept was subverted, as pundits and politicians effectively kidnapped
it to their own ends.

Much of the controversy surrounding social capital has to do with its
application to different types of problems and its use in theories involv-
ing different units of analysis. The original development of the concept



Social Capital o 29

by the French sociologist Pierre Bourdieu and the American sociologist
James Coleman centered on individuals or small groups as the units of
analysis. With some significant variations, both scholars focused on the
benefits accruing to individuals or families by virtue of their ties with oth-
ers.* Bourdieu’s treatment of the concept, in particular, was instrumental,
going as far as noting that people intentionally built their relations for the
benefits that they would bring later on. In a few brilliant pages, the French
sociologist dealt with the interaction between money capital, social capi-
tal, and cultural capital, the latter defined as the formal educational cre-
dentials that an individual possesses and the more intangible complex of
values and knowledge of cultural forms in his or her demeanor.’

The subsequent research literature followed, for the most part, these
theoretical guidelines focusing on the types of resources that accrue to
persons by virtue of their social ties. In sociology, in particular, a tri-
partite family of effects evolved as researchers explored the implications
of the concept. Social capital became defined as: (1) a source of social
control, (2) a source of family mediated benefits, and (3) a source of
resources mediated by nonfamily networks.® The latter usage, exempli-
fied by personal connections that facilitate access to jobs, market tips,
or loans, comes closest to Bourdieu’s original definition of the concept.
By contrast, family-mediated benefits approach his analysis of “cultural
capital” since what families do, above all, is to facilitate children’s access
to education and transmit a set of values and outlooks, variously classi-
fied as “low” to “high-brow” culture.

On his part, Coleman paid particular attention to the first usage of
the term, that is, as a source of control. He became preoccupied by the
disintegration of what he called “primordial” social ties guaranteeing the
observance of norms. A whole gamut of pathologies followed from this
state of affairs—from crime and insecurity in the streets to freeloading by
teachers and students in American public schools. In seeking remedies to
these ills, Coleman pursued a double path: first, he wrote in defense and
celebration of the community ties that still remained in place; second, he
advocated the replacement of primordial social structures that had disap-
peared elsewhere with “purposively constructed” organizations where
economic incentives took the place of vanishing social capital. Thus, he
devised a whole series of schemes through which parents and teachers
would be economically rewarded for the “value added” to society pro-
duced by their child-rearing and educational efforts.”

But it was the celebration of community that caught the eye of schol-
ars in other disciplines. For Coleman, community ties were important
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for the benefits they yielded to individuals. Old people could walk the
streets at night without fear, and children could be sent to play outside
because tight community controls guaranteed their personal safety. A
subtle but major transition took place as the concept was exported into
other disciplines, primarily political science, where social capital became
an attribute of the community itself. In this new garb, its benefits accrued
not so much to individuals as to the collectivity as a whole in the form
of reduced crime rates, lower official corruption, and better governance.
Social capital became synonymous with “civicness” and, thus redefined,
emerged as the new darling of a popularized literature bemoaning the
loss of civic spirit in modern society, particularly in America.

This conceptual stretch was initiated by the political scientist Robert
Putnam. It made possible to speak of the “stock” of social capital pos-
sessed by cities and even nations and the consequent structural effects on
their development.® To be sure, individual and collective benefits derived
from social ties are not necessarily incompatible, and, perhaps for this rea-
son, Coleman never openly challenged the new use of the term by Putnam.
But social capital as a property of cities or nations is quite distinct from its
original definition. In effect, the concept was kidnapped for its rhetorical
value and public appeal in metaphors such as “bowling alone.”’

This redefinition of the concept gave rise to the present state of con-
fusion about the meaning of the term. In one sentence, social capital is
an asset of children in intact families; in the next, it is an attribute of
networks of traders; and in the following, it becomes the explanation of
why entire cities are well-governed and economically flourishing, while
others stagnate. The heuristic value of the concept disappears as it ceases
to be an explanatory mechanism to become a value, a synonym of all that
is positive and good in social life. The confusion becomes evident when
we realize that the two definitions of the concept, though compatible in
some instances, are at odds in many others. For instance, the right con-
nections allow certain persons to gain access to profitable public contracts
and bypass regulations binding on others. “Individual” social capital in
such instances consists precisely in the ability to undermine “collective”
social capital—defined as civic spirit grounded on impartial application
of the law.

Causes and effects of social capital as a public value were never dis-
entangled, giving rise to much circular reasoning. The theoretical spade-
work done by Bourdieu and his successors prevented this from happening
to the original version of the concept. At this level, the sources of social
capital were clearly associated with a person’s networks, including those
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that she explicitly constructed for that purpose, while effects were linked
to an array of material and informational benefits. These were separate
and distinct from the social structures that produced them.?

The ideologized version of the concept lacks this distinct separation.
As a property of cities and nations, measurable in “stocks,” social capital
is said to lead to better governance and more effective policies, and its
existence is simultaneously inferred from the same outcomes. When not
entirely circular, the argument takes the form of a truism:

For every political system (city, nation, etc. . . .),

If authorities and the population at large are imbued with a sense of collective
responsibility and honesty;

Then, the system will be better governed and its policies will be more effective.

It is difficult on the one hand to see how it could be otherwise. In-
deed, it would be extraordinary if the opposite turned out to be the case.
On the other hand, this self-evident character of the argument led to its
growing popularity in policy circles. The truth that such statements con-
vey is immediately graspable without need for additional explanation:
Why are some cities better governed and richer than others? Because
they are “blessed” with substantial stocks of social capital. Why does
democracy work in Western European countries, but not in East Euro-
pean countries? Because the first possess the requisite “stocks,” while the
second have not acquired them. This intuitive appeal of social capital as
a public value conceals but does not remove its basic circularity.

Whatever its current popularity among pundits and the public at large,
the important fact is that social capital defined as “civic spirit” and as a
property of cities and nations takes it away from the realm of economic
sociology and into that of political ideology. For this reason, we will not
concern ourselves further with this definitional strand. While remaining
skeptical about its alleged blessings, we will leave the ideologized version
of social capital to follow its fate and return to its original meaning and
its bearing on economic sociology. This will be done by examining the
sources of social capital as a property of individuals and small groups
and its consequences at this level.

SOURCES OF SocIAL CAPITAL

In its original version, social capital embodies an analytic distinction
of potential importance in determining individual and group economic
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outcomes. Both Bourdieu and Coleman emphasize the intangible charac-
ter of social capital relative to other forms. Whereas economic capital is
in people’s bank accounts and human capital is inside their heads, social
capital inheres in the structure of their relationships. To possess social
capital, a person must be related to others, and it is those others, not
herself, who are the actual source of advantage. As mentioned before,
the motivation of others to make resources available on concessionary
terms is not uniform. At the broadest level, one may distinguish between
consummatory versus instrumental motivations to do so.

As examples of the first, people may pay their debts in time, give
alms to charity, and obey traffic rules because they feel an obligation
to behave in this manner. The internalized norms that make such be-
haviors possible are then appropriable by others as a resource. In this
instance, the holders of social capital are other members of the com-
munity who can extend loans without fear of nonpayment, benefit from
private charity, or send their kids to play in the street without concern.
Coleman refers to this source in his analysis of norms and sanctions:
“Effective norms that inhibit crime make it possible to walk freely out-
side at night in a city and enable old persons to leave their houses with-
out fear for their safety.”!! As is well known, an excessive emphasis on
this process of norm internalization led to the “oversocialized” concep-
tion of human action in sociology so trenchantly criticized by Dennis
Wrong.!2

An approach closer to the “undersocialized” view of human nature
in modern economics sees social capital as primarily the accumulation
of obligations from others according to the norm of reciprocity. In this
version, donors provide privileged access to resources in the expectation
that they will be fully repaid in the future. This accumulation of “social
chits” differs from purely economic exchange in two respects. First, the
currency with which obligations are repaid may be different from that
in which they were incurred and may be as intangible as the granting of
approval or allegiance. Second, the timing of the repayment is unspeci-
fied. Indeed, if a schedule of repayments exists, the transaction is more
appropriately defined as market exchange than as one mediated by social
capital. This instrumental treatment of the term is quite familiar in soci-
ology, dating back to the classical analyses of social exchange by Simmel,
more recent ones by George Homans and Peter Blau, and extensive work
on the sources and dynamics of reciprocity by authors of the rational ac-
tion school.’®
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Two other sources of social capital exist that fit the consummatory
versus instrumental dichotomy, but in a different way. The first finds
its theoretical underpinnings in Marx’s analysis of emergent class con-
sciousness in the industrial proletariat, as described in figure 3.2 above.
By being thrown together in a common situation, workers learn to iden-
tify with one another and support one another’s initiatives. This solidar-
ity is not the result of norm introjection during childhood, but repre-
sents an emergent product of a common situation. For this reason, the
altruistic dispositions of actors in this case are not universal, but are
bounded by the limits of their community. Other members of the same
community can then appropriate such dispositions as “their” source of
social capital.

Bounded solidarity is the term used in the recent literature to refer to
this mechanism. It is the source that leads wealthy members of a church
to anonymously endow church schools and hospitals; members of a sup-
pressed nationality to voluntarily join life-threatening military activities
in its defense; and industrial workers to take part in protest marches or
sympathy strikes in support of their fellows. Identification with one’s
own group, sect, or community can be a powerful motivational force.
Coleman refers to extreme forms of this mechanism as “zeal” and de-
fines them as an effective antidote to free riding by others in collective
mobilizations.™

The final source of social capital finds its classical roots in Durkheim’s
theory of social integration and the sanctioning capacity of group ritu-
als.’ As in the case of reciprocity exchanges, the motivation of donors of
these gifts is instrumental, but in this case the expectation of repayment
is not based on knowledge of the recipient, but on the insertion of both
actors in a common social structure. The embedding of a transaction into
such structure has two consequences. First, the donor’s return may not
come directly from the recipient, but from the collectivity as a whole in
the form of status honor or approval. Second, the collectivity itself acts
as guarantor that debts incurred will be repaid.

As an example of the first consequence, a member of an ethnic group
may endow a scholarship for young coethnic students, not expecting
repayment from the direct beneficiaries, but rather approval and status
in the collectivity. The students’ social capital is not contingent on direct
knowledge of their benefactor, but on membership in the same group. As
an example of the second effect, a banker may extend a loan without col-
lateral to a member of the same religious community in full expectation
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of repayment because of the threat of community ostracism. In other
works, trust exists in this situation precisely because obligations are en-
forceable, not through recourse to law or violence but through the sanc-
tioning power of the community.

In practice, these two effects of enforceable trust are commonly mixed,
as when someone extends a favor to a fellow member in expectation of
both guaranteed repayment and group approval. As a source of social
capital, enforceable trust is, hence, appropriable by both donors and re-
cipients: for recipients, it obviously facilitates access to resources; for do-
nors, it yields approval and expedites transactions because it guarantees
against malfeasance. No lawyer need apply for transactions underwritten
by this source of social capital.

The left side of figure 3.3 summarizes this discussion. It is worth not-
ing again how the various sources of social capital flesh out the meta-
assumptions of economic sociology and allow them to be put to use in
testable propositions. Reciprocity expectations and enforceable trust
flow out of the embeddedness of transactions into dyadic relationships or
larger social structures. Value introjection and, especially, bounded soli-
darity can be transformed into power insofar as they compel members of
a population to act selflessly and even sacrifice for the collective good. Fi-
nally, as illustrated in figure 3.1, the development of reciprocity expecta-
tions and emergence of bounded solidarity among subordinates in formal
organizations can play havoc with their original blueprints and goals.

Sources: Definition Consequences
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Figure 3.3 Sources and Effects of Social Capital
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CONSEQUENCES OF SOCIAL CAPITAL

Just as the sources of social capital are plural, so are its consequences.
A review of the relevant sociological literature points toward three gen-
eral consequences of the phenomenon. As seen previously, they include:
(a) social control, (b) family support, and (c) nonfamily benefits. As ex-
amples of the first function, we find a series of studies that focus on rule
enforcement. The social capital created by tight community networks is
useful to parents, teachers, and police authorities as they seek to main-
tain discipline and promote compliance among those under their charge.
Sources of this type of social capital are commonly found in bounded
solidarity and enforceable trust, and its main result is to render formal or
overt controls unnecessary. The process is exemplified by Min Zhou and
Carl Bankston’s study of the tight-knit Vietnamese community of New
Orleans: “Both parents and children are constantly observed as under a
‘Vietnamese microscope.” If a child flunks out or drops out of a school,
or if a boy falls into a gang or a girl becomes pregnant without getting
married, he or she brings shame not only to himself or herself but also to
the family.”¢

The influence of Coleman’s writings is also clear in the second function
of social capital, namely as a source of parental and kin support. Intact
families and those where one parent has the primary task of rearing chil-
dren possess more of this form of social capital than do single parent
families or those where both parents work. The primary beneficiaries
of this resource are, of course, the children whose education and occu-
pational achievement are promoted accordingly. Coleman thus cites ap-
provingly the practice of Asian immigrant mothers who not only stay at
home but also often purchase second copies of school textbooks to help
their offspring with their homework.!”

A second example is Lingxin Hao’s analysis of kin support and out-
of-wedlock motherhood. Like financial capital, social capital influences
transfers made by parents to children and behavioral outcomes such as
teen pregnancy, educational attainment, and labor force participation.
Social capital is greater in two-parent families, those with fewer children,
and those where parents have high aspirations for their young. These con-
ditions foster greater parental attention, more hours spent with children,
and the emergence of an achievement orientation among adolescents.®

Along the same lines, Steven Gold highlights the change in parental
roles among Israeli immigrant families in the United States. In Israel, close
community bonds facilitate supervision and rearing of children because
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other adults know the young and assume responsibility for their well-
being. In the more anomic American environment, mothers are assigned
the role of compensating for the lack of community ties with exclusive
dedication to their children. Thus, female labor force participation is
much greater in Israel than among Israelis in the United States as moth-
ers endeavor to preserve an appropriate cultural environment for their
young.'” Note that in this example, reduction of the first consequence of
social capital—community bonds and control—is partially compensated
by an increase in its second consequence, familial support.

By far, however, the most common function attributed to social capital
is as a source of network-mediated benefits beyond the immediate family.
The most common manifestation of this consequence is promoting the
economic and occupational opportunities of the beneficiaries. The idea
that “connections” are instrumental in furthering individual mobility is
found among a number of authors, even those who do not conceptual-
ize them explicitly as social capital. Granovetter for example coined the
term “strength of weak ties” to refer to the power of indirect influences
outside the immediate circle of family and close friends to serve as an in-
formal employment referral system. The idea was original because it ran
contrary to the commonsense notion that dense networks, such as those
available through family circles, would be more cost effective in find-
ing jobs.? Almost two decades later, Ronald Burt built on Granovetter’s
insight by developing the concept of “structural holes.” Burt did employ
the term “social capital” and, like Bourdieu’s, his definition is instrumen-
tal. In Burt’s case, however, social capital is based on the relative scarcity
of network ties rather than on their density.?!

Another noteworthy early effort was by Nan Lin and colleagues in
their article “Social Resources and Strength of Ties,” which points pre-
cisely in the opposite direction.?? Although Lin and his colleagues did
not use the term social capital, Coleman cites their work approvingly
because of a common emphasis on dense networks as a resource. This
alternative stance, which, in contrast to Granovetter and Burt, may be
labeled “the strength of strong ties,” is also evident in other areas of the
social-networks-and-economic-mobility literature. One of the most note-
worthy is the study of immigrant and ethnic entrepreneurship, in which
networks and the social capital that flows through them are consistently
identified as a key resource for the creation of small businesses. Ivan
Light, for example, has emphasized the importance of rotating credit
associations (RCAs) for the capitalization of Asian immigrant firms in
the United States. RCAs are informal groups that meet periodically, with
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every member contributing a set amount to a common pool that is re-
ceived by each in turn. Social capital in this case comes from the trust
that each participant has in the continuing contribution of others even
after they receive the pooled funds. Without such trust, no one will con-
tribute and each will be deprived of this effective means to gain access to
finance.”

The role of social networks is equally important in studies of ethnic
business enclaves. Enclaves are dense concentrations of immigrant or
ethnic firms that employ a significant proportion of their coethnic labor
force and develop a distinctive physical presence in urban space. Studies
of New York’s Chinatown, of Miami’s Little Havana, and of Los Ange-
les’s Koreatown consistently highlight the role of community networks as
a source of vital resources for these ethnic firms.?* Such resources include
but are not limited to start-up capital; others are tips about business op-
portunities, access to markets, and a pliant and disciplined labor force.

The opposite of this situation is the dearth of social connections in cer-
tain impoverished communities or their truncated character. Since publi-
cation of Carol Stack’s All Our Kin, sociologists know that everyday sur-
vival in poor urban communities frequently depends on close interaction
with kin and friends in similar situations.?® The problem is that such ties
seldom reach beyond the inner city, thus depriving their inhabitants of
sources of information about employment opportunities elsewhere and
ways to attain them. Loic Wacquant and William Wilson emphasize how
the departure of both industrial employment and middle-class families
from black inner city areas left the remaining population bereft of social
capital, a situation leading to high levels of unemployment and welfare
dependency.?

The same point is central to Mercer Sullivan’s comparative ethnog-
raphies of Puerto Rican, black, and working-class white youths in three
New York communities. Sullivan challenges blanket assertions about
youth subcultures as determinants of deviant behavior by showing that
access to regular jobs and participation in deviant activities are both
network mediated.?” As Granovetter had noted earlier, teenagers seldom
find jobs; instead, “jobs come to them” through the mediation of parents
and other adults in their immediate community.?® Sullivan shows how
such networks are much feebler in the case of black youths because of
the scarcity of occupants of influential positions in the adult generation.
Thrown back on their own resources, black adolescents are seldom able
to compete successfully for good regular jobs; hence, they become avail-
able for alternative forms of income earning.
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In her analysis of teenage pregnancy in Baltimore’s ghetto, Patricia
Fernindez-Kelly notes how the dense but truncated networks of inner
city black families not only cut off members from information about the
outside world but also simultaneously support alternative cultural styles
that make access to mainstream employment even more difficult.?” In this
isolated context, teenage pregnancy is not the outgrowth of carelessness
or excess sexuality but, more commonly, a deliberate means to gain adult
status and a measure of independence.

The popularity of the concept, subsequent to its transformation into
a value, has led some international organizations, particularly the World
Bank, to promote social capital as a means to bring about development
to third world communities.?® The mixed record of such attempts attests
to the difficulty of seeking to create social capital from the outside and to
the importance of identifying and calibrating sources of the phenome-
non. In the absence of strong bounded solidarity among members of a
particular community, external exhortations to act selflessly for the col-
lective good are bound to fall on deaf ears. This is what has happened to
a number of programs prompted by the naive belief that consequences
of social capital can be brought about without a detailed investigation of
its sources.>!

The three consequences of the phenomenon described in this section
should be kept in mind both to avoid confusion and facilitate under-
standing of their interrelationships. It is possible, for example, that social
capital leading to social control may clash with social capital leading to
network-mediated benefits, if the latter consists precisely on the ability
to bypass existing norms. The capacity of authorities to enforce rules
(social control) can hence be jeopardized by the existence of tight net-
works whose function is precisely to facilitate violation of those rules
for private benefit. These outcomes point to the need of a closer look
at the actual and potential gainers and losers in transactions mediated
by social capital. The right side of figure 3.3 summarizes the previous
discussion.

THE DOWNSIDE OF SOCIAL CAPITAL

The research literature on social capital strongly emphasizes its positive
consequences. Indeed it is our sociological bias to see good things emerg-
ing out of sociability; bad things are more commonly associated with
the behavior of Homo economicus. However, the same mechanisms ap-
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propriable by individuals and groups as social capital can have other,
less desirable consequences. It is important to emphasize them for two
reasons: first, to avoid the trap of presenting community networks, social
control, and norms as unmixed blessings; second, to keep the analysis
within the bounds of serious sociological analysis rather than moralizing
statements. Recent studies have identified at least four negative conse-
quences of social capital: exclusion of outsiders, excess claims on group
members, restrictions on individual freedoms, and downward leveling
norms. It is worth examining each in turn as a necessary complement to
the positive effects discussed in the prior section.

First, the same strong ties that bring benefits to members of a group
commonly enable it to bar others from access. Roger Waldinger describes
the tight control exercised by white ethnics—descendants of Italian, Irish,
and Polish immigrants—over the construction trades and the fire and
police unions of New York. Other cases include the growing control of
the produce business by Korean immigrants in several East Coast cities,
the traditional monopoly of Jewish merchants over the New York dia-
mond trade, and the dominance of Cubans over numerous sectors of the
Miami economy. In each instance, social capital generated by bounded
solidarity and trust are at the core of the group’s economic advance. But,
as Waldinger points out, “the same social relations that . . . enhance the
ease and efficiency of economic exchanges among community members
implicitly restrict outsiders.”3?

Ethnic groups are not the only ones to use social capital for economic
advantage. Two centuries ago, Adam Smith complained that meetings
of merchants inevitably ended up as a conspiracy against the public.
The “public,” of course, are all those excluded from the networks and
mutual knowledge linking the colluding groups.?® Substitute for “mer-
chants” white building contractors, ethnic union bosses, or immigrant
entrepreneurs, and the contemporary relevance of Smith’s point becomes
evident.

The second negative effect of social capital is the obverse of the first
because group or community closure may, under certain circumstances,
prevent the success of business initiatives by their members. In his study
of the rise of commercial enterprises in Bali, Clifford Geertz observed
how successful entrepreneurs were constantly assaulted by job- and loan-
seeking kinsmen. These claims were buttressed by strong norms enjoin-
ing mutual assistance within the extended family and among community
members in general.>* The result was to turn promising enterprises into
welfare hotels, checking their economic expansion.
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Granovetter, who calls attention to this example, notes that it is an
instance of the problem that classic economic development theory iden-
tified among traditional enterprises. Weber made the same point when
he stressed the importance of impersonal economic transactions guided
by the principle of universalism as one of the major reasons for Puri-
tan entrepreneurial success.’® Thus, cozy intergroup relations of the kind
found in highly solidaristic communities can give rise to a gigantic free-
riding problem, as less diligent members enforce on the more success-
ful all kinds of demands backed by a shared normative structure. For
claimants, “their” social capital consists precisely of privileged access to
the resources of fellow members. In the process, opportunities for entre-
preneurial accumulation and success are dissipated. The “conversion” of
successful Ecuadoran artisan-entrepreneurs to Protestantism, one of the
opening stories in chapter 2, represented an effective antidote against the
weight of such demands.

Third, community or group participation necessarily creates demand
for conformity. In a small town or village, all neighbors know one an-
other, one can get supplies on credit at the corner store, and children
play freely in the streets under the watchful eyes of other adults. The
level of social control in such settings is strong and also quite restrictive
of personal freedoms, which is the reason why the young and the more
independent-minded have always left. Jeremy Boissevain reported such a
situation in his classic study of village life in the island of Malta. Dense,
“multiplex” networks tying inhabitants together created the ground for
an intense community life and strong enforcement of local norms. The
privacy and autonomy of individuals were reduced accordingly.*®

This is an expression of the age-old dilemma between community soli-
darity and individual freedom analyzed by Simmel in his classic essay on
“The Metropolis and Mental Life.” In that essay, Simmel came out in
favor of personal autonomy and responsibility.’” At present, the pendu-
lum has swung back, and a number of authors are calling for stronger
community networks and norm observance in order to reestablish social
control. This may be desirable in many instances, but the downside of
this function of social capital must also be kept in mind. Constraints on
individual freedom may be responsible for Rubén Rumbaut’s findings
that high levels of familistic solidarity among recent immigrant students
are negatively related to four different educational outcomes, including
grades and standardized test scores. According to this author, “family ties
bind, but sometimes these bonds constrain rather than facilitate particu-

lar outcomes.”38



Social Capital e 41

Fourth, there are situations in which group solidarity is cemented by
a common experience of adversity and opposition to mainstream society.
In these instances, individual success stories undermine group cohesion
because the latter is precisely grounded on the alleged impossibility of
such occurrences. The result is downward leveling norms that operate
to keep members of a downtrodden group in place and force the more
ambitious to escape from it. In his ethnographic research among Puerto
Rican crack dealers in the Bronx, Phillippe Bourgois calls attention to
the local version of this process, which singles out for attack individuals
seeking to join the middle-class mainstream:

When you see someone go downtown and get a good job, if they be Puerto
Rican, you see them fix up their hair and put some contact lenses in their
eyes. Then they fit in and they do it! I have seen it! Look at all the people
in that building, they all “turn-overs.” They people who want to be white.
Man, if you call them in Spanish it wind up a problem. I mean like take the
name Pedro—I’m just telling you this as an example—Pedro be saying [imi-
tating a whitened accent] “My name is Peter.” Where do you get Peter from
Pedro?¥

Similar examples are reported by Alex Stepick in his study of Haitian
American youths in Miami and by Marcelo Suarez-Orozco and Maria
Eugenia Matute-Bianchi among Mexican American teenagers in South-
ern California.** In each instance, the emergence of downward leveling
norms has been preceded by lengthy periods, often lasting generations,
in which the mobility of a particular group has been blocked by outside
discrimination. That historical experience underlines the emergence of a
solidarity grounded in a common experience of subordination. Once in
place, however, this normative outlook has the effect of helping perpetu-
ate the very situation it decries.

Note that social capital in the form of social control is still present
in these situations, but its effects are exactly the opposite of those com-
monly celebrated in the literature. Whereas bounded solidarity and trust
provide the sources for socioeconomic ascent and entrepreneurial prow-
ess among some ethnic groups, among others, they have exactly the
opposite effect. Sociability cuts both ways: while it can be the source
of public goods, such as those celebrated by Coleman and others, it
can also lead to public “bads.” Mafia families, prostitution and gam-
bling rings, youth gangs offer so many cases of how embeddedness in
social structures can be turned toward socially less desirable ends.
The value of social capital as an explanatory mechanism for economic
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sociology lies precisely in its capacity to address these paradoxical
outcomes, a capacity that is lost in exclusively celebratory versions of the
concept.

SociAL CAPITAL AND IMMIGRATION

Having reviewed the range of consequences of social capital, it is appro-
priate to return to its sources outlined in figure 3.3, in order to illustrate
the two that have been less theorized in the classical and contemporary
sociological literatures. These examples come from the field of immigra-
tion, which, for analysis of events linked to the effects of sociability, is
invaluable. Because of their very recency in the host society, their lack of
institutionalization, and their paucity of material resources, immigrant
groups are commonly forced to rely on their own networks for a host of
needs—from sheer survival to entrepreneurial initiatives. In that sense,
the activities of immigrant communities can provide a strategic field site
for theoretical development in economic sociology.

Bounded Solidarity

In 1989, a riot was triggered in Miami by the shooting of two African
American cyclists by a Colombian-born policeman. The officer, William
B. Lozano, was suspended without pay from the Miami police force and
found himself facing the wrath of the entire black community. To defend
himself in the face of the hostility of much of the local population, he
hired one of Miami’s best criminal attorneys. As his legal bills mounted,
the unemployed Lozano found that he had no other recourse but to go
to the local Spanish-language radio stations to plead for help from his
fellow Colombians and other Latinos. Lozano had no means of verifying
his claims to innocence and, as a potential felon, he should have received
little sympathy from most citizens. However, he counted on the emer-
gent feeling among Colombians that he was being turned into a scape-
goat and on the growing sympathy toward that position in the rest of
the Latin community. After his first radio broadcast, Lozano collected
$150,000 for his legal bills; subsequent appeals also yielded substantial
sums.*!

The source of social capital at work in this case is bounded solidarity
because it is limited to members of a particular group who find them-
selves affected by common events in a particular time and place. Its fun-
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damental characteristic is that it does not depend on enforceability, but
on the moral imperative felt by individuals to behave in a certain way.

The confrontation with the host society has historically created sol-
idarist communities among immigrants. Victor Nee and Brett de Bary
Nee, Terry Boswell, and Zhou describe the plight of nineteenth-century
Chinese immigrants in New York and San Francisco who were subjected
to harsh forms of discrimination and lacked the means to return home.
Barred from factory employment by nativist prejudice and prevented by
the Chinese Exclusion Act from bringing their wives and other family
members into the country, these hapless seekers of the “Mountain of
Gold” had no recourse but to band together in tight-knit communities
that were the precursors of today’s Chinatowns.* Solidarity born out of
shared adversity is reflected in the “clannishness” and “secretiveness”
that outsiders were later to attribute to these communities. Such commu-
nities also provided the basis for the rapid growth of fledgling immigrant
enterprises. Today, Chinese immigrants and their descendants have one
of the highest rates of self-employment among all ethnic groups, and
their enterprises are, on the average, the largest among both native and
foreign-born minorities.*

All immigrant groups do not experience equal levels of confrontation.
The cultural and linguistic distance between home country and receiv-
ing society, and the distinctness of immigrants relative to the native-born
population govern, to a large extent, the magnitude of the clash between
the two groups. A second factor critical to forging solidarity is the pos-
sibility of “exit” from the host society to return home. Immigrants for
whom escape from nativist prejudice and discrimination is but a cheap
ride away are not likely to develop as high levels of bounded solidar-
ity as those whose return is somehow blocked. Turn-of-the-century Chi-
nese immigrants are an example of the latter, as were the Russian Jews
who came to America to escape czarist persecution at home.* Today,
blocked return is characteristic of many political refugees, and higher
levels of internal solidarity have repeatedly been noted among these
groups.*

Enforceable Trust

The Dominican immigrant community in New York City has been charac-
terized until recently as a working-class ghetto composed mostly of illegal
immigrants working for low wages in sweatshops and menial service oc-
cupations. A study conducted under the auspices of the U.S. Congressional



44 e Chapter Three

Commission for the Study of Immigration contradicts this description
and points to the emergence of a budding entrepreneurial enclave among
Dominican immigrants. The city-within-a-city that one encounters when
entering the Washington Heights area of New York, with its ethnic res-
taurants and stores, Spanish-language newspapers, and travel agencies,
is, to a large extent, a Dominican creation built on the strength of skills
brought from the Dominican Republic, ready access to a low-wage labor
pool, and the development of informal credit channels.*

While New York City hosts several formally registered Dominican fi-
nance agencies (financieras), networks of informal loan operations also
grant credit with little or no paperwork. And although some of the Do-
minican capital represents profits from the drug trade, it also comes from
established ethnic firms and from the savings of workers who obtain
higher interest rates from the ethnic finance networks than from formal
banking institutions. These sources are reinforced by flight capital from
the Dominican Republic. Money circulates within community networks
and is made available for business start-ups because recipients are ex-
pected to repay the loans made to them. This expectation is based on
the reputation of the recipient but also on the knowledge that there will
be swift retribution against those who default. Such punishment may in-
clude coercive measures but is more often based on ostracism from ethnic
business opportunities.*’

As a source of social capital, enforceable trust varies greatly with the
character of the community. Since the relevant behaviors are guided by
utilitarian expectations, the likelihood of their occurrence is conditioned
by the extent to which the community is the sole or principal source
of certain rewards. When immigrants can draw on a variety of valued
resources—from social approval to business opportunities—from their
association with outsiders, the power of their own community becomes
weaker. Conversely, when outside prejudice denies them access to such re-
wards, observance of community norms and expectations becomes much
more likely. After reviewing studies of business behavior among the over-
seas Chinese in the Philippines and Asian Indians in Kenya, Granovetter
arrives at essentially the same conclusion, noting that “the discrimina-
tion that minority groups face can actually generate an advantage. . . .
Once this discrimination fades, intergenerational continuity in business
is harder to sustain.”*

What happens outside the community must be balanced, however,
with the resources available within the ethnic community itself. It may be
that the second- or third-generation Chinese Americans or Jewish Ameri-



Social Capital e 45

cans face no great prejudice in contemporary American society, yet they
may still choose to preserve ties to their ethnic community because of the
opportunities available through such networks. The durability of institu-
tions created by successful immigrant groups may have less to do with
the long-term persistence of outside discrimination than with the ability
of these institutions to compete effectively for the loyalty of their own
with rewards unavailable in the broader society. Conversely, a resource-
poor immigrant community will have trouble enforcing normative pat-
terns, even if its members continue to face severe outside discrimination.

THE TENSE WORLD OF SociAL CAPITAL

Throughout this chapter, we have seen how the concept of social capi-
tal and the realities underneath are fraught with tension. At least three
sources of tension can be identified: (a) between the original and ide-
ologized definitions of the concept, (b) between its consequences in the
form of social control and in the form of network-mediated benefits,
(c) between its positive and negative consequences at the individual and
collective levels. These multiple tensions explain why a seemingly easy-
to-grasp idea has proven so difficult to handle. They are indeed at the
source of confusion about the meaning, effects, and applicability of the
concept.

Even after restricting social capital to its original definition in Bourdieu
and Coleman, tensions persist. Ultimately, they have to do with the dual
presence required for the effects of this mechanism to materialize: the
individual and the group. Both individuals and communities can derive
gains from social capital, but their interests do not necessarily coincide.
For example, the operation of strong bounded solidarity benefits Bali-
nese kinsmen and Andean Catholic peasants, but at the expense of hard-
working entrepreneurs in the same collectivities. Similarly, the benefits of
enforceable trust in the form of tight social controls accrued to Maltese
villages and Vietnamese immigrant communities as a whole, but at the
cost of restricting the freedom of their individual members.

Nowhere is this tension more evident than in the contrasting treat-
ment of the concept by Burt and Coleman. As seen throughout this chap-
ter, the latter emphasizes the benefits of social control and thus advocates
dense and multiplex social networks similar to those portrayed in the
bottom panel of figure 3.4. Dense networks in this case lead to “closure”
of parental networks allowing greater control over children and, hence,
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greater academic achievement and lesser chances for wayward behavior
among the latter.

For Burt, individual social capital depends on the absence of these
controls and the presence of “structural holes” promoting ties beyond
family, neighborhood, and ethnic community. Structural holes are not
good for community closure and norm enforcement, but they may be
positive for individuals. Thus, the dispersed community portrayed in the
top panel of figure 3.4 may offer youths more chances to explore career
options and sources of information absent in their own closed group.
The benefits of social capital, according to this view, lie in the individual’s
ability to exploit weak points in the social structures enforcing normative
controls.

Social capital is double edged and failure to recognize this intrinsic
tension has serious consequences, both at the analytic and practical lev-
els. These realities should also give pause to those who insist on the un-
mitigated celebration of community.
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CONCLUSION

Economic sociology has in social capital one of its most valuable ex-
planatory tools. Perhaps because of its heuristic value, vigorous attempts
have been made to appropriate it, subverting in the process its original
intent and meaning. Despite the appeal of these versions, serious ana-
lysts should not lose sight of their conceptual shortcomings, not the
least of which is to do away with the scientific value of the term. Like
some high-tech engineering invention, social capital requires delicate
handling.

While the sudden fame of the concept stems from its promise of a ready
remedy for a host of social ills, the reality is far more complex as its un-
derlying dynamics are riddled with contradictions: at the individual level,
“my” social capital gain may be “your” loss; at the community level,
social control and the pursuit of collective values may sacrifice individual
autonomy to explore alternative paths. It is precisely these complexities
that render the concept valuable for the scientific study of economic life.
As a midrange ideal type, social capital is not only operationalizable but
also transportable, rendering service as an explanatory tool in a number
of different settings and for a wide variety of phenomena. We will see
many additional examples of its applicability in the following chapters.



CHAPTER FOUR

The Concept of Institutions

THIS CHAPTER INTRODUCES a second explanatory mechanism that, like
social capital, is applicable to a wide range of economic and economi-
cally relevant phenomena, but whose heuristic value is also under threat
for different reasons.! Recent years have brought a significant change in
economics and sociology, including an unexpected convergence in their
approaches to issues like firms and economic development. This conver-
gence pivots around the concept of institutions, a familiar term in sociol-
ogy and social anthropology but something of a revolution in economics,
dominated so far by the neoclassical paradigm.?

This trend has been accompanied by much confusion about what the
new master term means and, importantly, by a failure to mine prior theo-
retical work that sought to order, classify, and relate multiple aspects of
social life that are now brought under the same umbrella concept in a
rather disorderly fashion. This chapter seeks to reverse these trends by
recalling key distinctions in sociological theory and illustrating their ana-
lytic utility with examples from the recent research literature. My argu-
ment is that recourse to these distinctions provides the means to situate
the concept of institutions within a proper theoretical framework. This,
in turn, allows its use as a midrange ideal type in the explanation of a
variety of economic and economically relevant phenomena.

INSTITUTIONALISM IN ECONOMICS

As Peter Evans has pointed out, the long-held consensus in economics
that equated increasing capital stocks with national development has
given rise to an emerging view that the key role belongs to “institutions.”
He approvingly quotes Karla Hoff and Joseph Stiglitz to the point that
“development is no longer seen as a process of capital accumulation,
but as a process of organizational change.”? Sociologists of development,
including Evans himself and several nonorthodox economists, have been
saying the same thing for decades without their arguments swaying the
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economic mainstream.* It was necessary for two Nobel prizes in eco-
nomics, Joseph Stiglitz and Douglass North, to take the lead in order to
accomplish this feat. When North finally declared that “institutions mat-
ter,” they actually started to be taken into account.

By 2004, the Berkeley economist Gerald Roland could declare that
“we are all institutionalists now.”* Sociologists have generally welcomed
this “institutional turn” as a vindication of their own ideas, albeit with an
important omission. Swayed perhaps by the promise of interdisciplinary
dialogue in the wake of North’s declaration, they have commonly over-
looked a fundamental fact: economists are not professionally equipped
to deal with the multiple elements of social life and, in ad hoc attempts to
do so, they confuse them, producing impoverished or simply erroneous
diagnoses of reality.

Other observers have noted the same problem and put it in still more
critical terms. Geoffrey Hodgson, for example, states: “The blindness
may be partial, but the impairment is nevertheless serious and disabling.
What is meant by this allegation of blindness is that, despite their in-
tentions, many mainstream economists lack the conceptual apparatus to
discern anything but the haziest institutional outlines . . . [they] have not
got adequate vision tools to distinguish between different types of institu-
tions, nor to appraise properly what is going on in them.”¢ This judgment
may be too harsh because, after all, some economists have taken the first
steps toward incorporating different aspects of social reality into their
analyses. However, the level of interdisciplinary collaboration needed to
do this properly and efficiently is still lacking. The first obvious question
is what institutions are and the collective answer coming from economics
is a rather disparate set of factors that range from social norms, to values
and traditions, all the way to “property rights” and complex organiza-
tions, such as corporations and agencies of the state. North defined in-
stitutions as “any form of constraint that human beings devise to shape
human interaction,”” a rather vague definition that encompasses every-
thing from norms introjected in the process of socialization to physical
coercion.

From this definition, all that can be said is that institutions exist when
something exerts external influence over the behavior of social actors: the
same notion that Durkheim identified as “norms”® more than a century
ago and certainly not all there is to social life. To convey the flavor of the
ad hoc sociology being developed from economics, two quotes from a
recent essay by a development economist will suffice:
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[{]n general social norms and values change slowly. Even individual social
norms, such as attitudes towards the death penalty or acceptance of corrup-
tion tend to change rather slowly, possibly because many norms are rooted on
religion whose precepts have changed remarkably little for centuries.’

Whatever group holds power will use that power in its own best interest. Thus,
ruling elites who have a vested interest in maintaining their power in societies
with inefficient institutions may not agree to give up that power because the
winners of institutional change may not be able to commit to compensation
schemes for the losers.!

Norms are indeed rooted in values that tend to resist change, and
power structures also change slowly because power holders prefer not to
give up their privileges. Confronted with such commonplaces, sociolo-
gists have politely demurred, accepting them as perhaps the price to pay
for interdisciplinary dialogue. In the enthusiasm for the “institutional
turn,” some sociologists have even turned to the same practice of lump-
ing together under the same umbrella term distinctions developed over
decades of theoretical work. Richard Scott’s excellent review of the de-
velopment of institutionalism makes clear that much selective forgetting
has taken place, with ideas such as regulatory mechanisms and normative
constraints presented as “new” when they were already present and well
developed among the sociological classics.!

From the field of socioeconomics have come additional attempts to
impose some order on this conceptual chaos. Rogers Hollingsworth, for
example, distinguishes among “institutions” (norms, rules, conventions,
values, habits, etc.); “institutional arrangements” (markets, states, corpo-
rate hierarchies, networks, etc.); “institutional sectors” (financial systems,
systems of education, business systems); organizations; and “outputs and
performance” (quantity and quality of products, etc.).'? This typology
is, unfortunately, ad hoc, suffering again from the tendency to lump very
disparate elements under the same umbrella concept.

Neoinstitutionalism has also traveled to the realm of politics, where it
has been used, as in economics, to denote the constraints that the social
context puts on the actions of “rational man,” thus leading to “bounded
rationality.”'® This assertion leaves open the question of what are the
features of social context that actually “bound” rational action. Saying
simply that everything depends on time and place leads nowhere theo-
retically. Elinor Ostrom has moved things further by proposing a neoin-
stitutional analysis of the “Commons” that seeks to solve the dilemma
between self-interest and the collective good among users of the same
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readily available, but exhaustible common resources.!* Ostrom argues
that neither the state nor the market do a very good job in these situa-
tions, since they seek to impose external rules. Rather, actors can devise
their own enforceable institutional arrangements to escape the tyranny of
atomized self-interest. These arrangements are a product of the specific
situation and, hence, can vary widely.

In synthesis, the enthusiasm in development economics and related
fields for the explanatory value of the new concept has led to a prolif-
eration of definitions and improvised typologies that threaten its useful-
ness. For without a theoretically rigorous and empirically measurable
definition, the power of “institutions” as an explanatory mechanism dis-
sipates. The basis for such a definition already exists and consists of a
set of well-established distinctions in sociology, social anthropology, and
social psychology. These distinctions allow for an identification of sepa-
rate elements of social life, their proper placement in the same conceptual
framework, and the situations of the idea of institution within it. Only in
this manner can the insight that the concept “matters” be put into motion
for explanation of economic and economically relevant phenomena.

CULTURE AND SOCIAL STRUCTURE: A PRIMER

From its classic beginnings, modern sociology developed a central dis-
tinction, consolidated by the mid-twentieth century, between culture and
social structure. There are good reasons for this distinction. Culture em-
bodies the symbolic elements crucial for human interaction, mutual un-
derstanding, and order. Social structure is composed of actual persons
enacting roles organized in a status hierarchy of some kind. The distinc-
tion is analytical because only human beings exist in physical reality, but it
is fundamental to understand both the motives for their actions and their
consequences. It provides the basis for analyzing, among other things, the
difference between what ought to be or is expected to be and what actu-
ally is in multiple contexts.

The diverse elements that compose culture and social structure can
be arranged, in turn, into a hierarchy of causal influences from “deep”
factors, often concealed below everyday social life but fundamental for
its organization to “surface” phenomena, more mutable and more read-
ily perceived. Language and values are deep elements of culture, the first
as the basic instrument of human communication and means to develop
cognitive frames and the second as the motivating force for moral action.
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The importance of values ranges, in turn, from fundamental imperatives
of a society to traditions prized mostly out of custom. In every instance,
values point toward a clear continuum between the desirable and the ab-
horrent.' Values are deep culture because they are seldom invoked in the
course of everyday life. Yet they underlie, and are inferred from, aspects
of everyday behavior that are the opposite of unrestrained self-interest,
the constraints that North and others refer to.

Norms are such constraints. Values represent general moral principles,
while norms embody concrete directives for action.!® These rules can be
formal and codified into constitutions and laws, or they can be implicit
and informally enforced. The concept of norms has been used, at least
since Durkheim, to refer to this restraining element of culture. The sig-
nificance of the values embodied in norms is reflected in practice in the
level of sanctions attached to the latter. Thus life in prison or the death
penalty awaits those found guilty of deliberate murder, while loud protest
and insulting remarks may be the lot of those seeking to sneak ahead of
a queue.!

Norms are not free-floating but come together in organized bundles
known as roles. This sociological and social psychological concept has
been widely neglected in the economic literature, which thus deprives it-
self of a key analytic tool. For it is as role occupants that individuals enter
into the social world and as role occupants that they are subject to the
constraints and incentives of norms. Roles are generally defined as the set
of behaviors prescribed for occupants of particular social positions.'®

An extensive literature in both sociology and social psychology has
analyzed roles as one of the lynchpin concepts linking the symbolic world
of culture to real social structures. The same literature has examined in
depth such dynamics as the “role set” enacted by individual actors and
the “role conflict” or “role strain” created when normative expectations
in an actor’s role sets contradict one another.” None of these analytic
concepts has made its appearance in the ad hoc sociology being created
from economics or in the neoinstitutionalism as currently practiced in po-
litical science. Roles are an integral part of institutions, but they are not
institutions, and confusing both concepts weakens the heuristic power
of both.

Along with normative expectations, roles also embody a cognitive
repertoire of skills and “scripts” necessary for their proper enactment.
Language is the fundamental component of this repertoire for, without it,
no other cognitive skill can be developed. As Paul DiMaggio and Walter
Powell properly noted, the most innovative aspect of the new institu-
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tionalism in sociology has been its emphasis on cognitive frameworks
and scripts as determinants of individual and collective action.?’ Swidler
coined the related notion of cultural “tool kits” applicable in a variety
of situations, an idea with identifiable parallels to Bourdieu’s concept
of cultural capital.?! These theoretical developments have elevated the
cognitive elements of culture to a plane comparable to the evaluative/
normative complex in framing and guiding the behavior of actors in
roles.?

PowER, CLASS, AND STATUS

Parallel to the component elements of culture are those of social struc-
ture. These are not made up of moral values or cognitive frames, but by
the specific and differentiated ability of social actors to compel others
to do their bidding. This is the realm of power, which, like that of val-
ues, is situated at the deep level of society influencing a wide variety of
outcomes. As seen in chapter 2, Weber’s definition of power as the ability
of an actor to impose his/her will despite resistance is appropriate, for it
highlights the compulsory and coercive nature of this basic element of
social structure. It does not depend on the voluntary consent of subordi-
nates and, for some actors and groups to have it, others must be excluded
from it.2* Naturally, elites in control of these resources seek to stabilize
and perpetuate their position by persuading others of the fairness of the
existing order.?*

In Marx’s definition, power depends on control of the means of pro-
duction, but in the modern postindustrial world this definition is too
restrictive. Power is conferred as well by control of the means of produc-
ing and appropriating knowledge, by control of the means of diffusing
information, as well as by the more traditional control of the means of
violence.” In the Marxist tradition, a hegemonic class is one that has
succeeded in legitimizing its control of the raw means of power, thus
transforming it into authority. Power is not absent from contemporary
institutionalist writings, but the emphasis is on authority relations within
firms, what Oliver Williamson denominates “hierarchies.”?® Although
these analyses are important, they neglect more basic forms of power,
including the power to bring firms into being in the first place.

Just as values are embodied into norms, so power differentials give
rise to social classes—large aggregates whose possession of or exclusion
from resources leads to varying life chances and capacities to influence
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the course of events. As we shall see in the following chapter, classes need
not be subjectively perceived by their occupants in order to be operative,
for they underlie the obvious fact that people in society are ranked ac-
cording to what they can or cannot do or, alternatively, by how far they
are able to implement their intentions when confronted with resistance.
Class position is associated with wealth, but it is also linked to other
power-conferring resources such as human capital or the “right” connec-
tions linked to different amounts of social capital.?”

Class position is not readily transparent and it is a fact, repeatedly
verified by empirical research, that individuals with very different means
and life chances frequently identify themselves as members of the same
“class.”?® Legitimized power (authority) produces, in turn, status hierar-
chies, which is how most social actors actually perceive the underlying
structure of power and how they classify themselves. In turn, status hier-
archies are commonly linked to the enactment of occupational roles, as
shown in figure 4.1.%

The various elements of culture and social structure, placed at differ-
ent levels of causal importance, all occur simultaneously and appear, at
first glance, like an undifferentiated mass. Their analytic separation is
required, however, for the proper understanding of social phenomena
and economic phenomena, and for reliable predictions of the course that

Causal Influence Culture Social Structure
Deep Values Power
v / \ v
Intermediate Norms Cognitive Repertoires Class Structure
(Cultural Capital)
v \ / v
Visible (Individuals) Roles =~ +——————» Status Hierarchies
v v
Visible (Collective) Institutions 4> Organizations

Figure 4.1 Elements of Social Life
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they are likely to take. This conceptual spadework has not been done by
institutional economics, which has limited itself to some basic typologies
without making use so far of the sociological framework already at hand.
The result is the present state of confusion about the meaning of institu-
tion and the concept’s explanatory reach.

The framework presented in this section is summarized in figure 4.1.
As the citation supporting it indicates, this framework is neither new nor
improvised, but forms part of an intellectual legacy built over the course
of more than a century and neglected in the current enthusiasm for the
“institutional turn.”

INSTITUTIONS IN PERSPECTIVE

As suggested in figure 4.1, status hierarchies do not generally occur in
isolation, but form part of social organizations. Organizations, economic
and otherwise, are what people normally inhabit in the routine course of
their lives, and they embody the most readily visible manifestations of the
underlying structures of power. Institutions are the symbolic blueprint
for organizations. They comprise the set of rules, written or informal,
governing relationships among role occupants in organizations like the
family, the schools; and the other major institutionally structured areas
of social life: the polity, the economy, religion, communications and in-
formation, and leisure.*

This definition of institutions is in closer agreement with everyday us-
ages of the term, as when one speaks of “institutional blueprints.” Its
validity does not depend, however, on this overlap but on its analytic
utility. My position concerning this and other concepts in this sociologi-
cal framework is entirely nominalist. I claim no intrinsic reality for any
of them, outside of their collective capacity to guide our understanding
of social phenomena, including the economy. If, backed by the aura of
the Nobel Prize and well-earned fame, North and his followers wish to
call individual norms institutions, they are certainly entitled to do so,
but then they would have to cope with the conceptual problem of the
relationship between such institutions and the roles in which they co-
alesce, as well as the symbolic blueprints specifying relationships among
such roles and, hence, the actual structure of organizations. As Anthony
Giddens has noted, institutions are not social structures, they have social
structure (i.e., organizations) as the actual embodiment of the symbolic
blueprints guiding relationships among roles.3!



56 e Chapter Four

The relationships between organizations and institutions have been
treated in sociology in ways more complex than as simple mechanisms
for social control. John Meyer and Brian Rowan, among others, have
emphasized the influence of institutional environments composed of
“powerful rules which function as highly rationalized myths.”*? In Philip
Selznick’s classic formulation, “to institutionalize is to infuse with value
beyond the technical requirements of the task at hand.”3® Such myths
and values in the external environment lead, in turn, to isomorphism,
as organizations increasingly copy one another seeking ways to adapt to
these pressures.> In our conceptual framework, external pressures shap-
ing institutional blueprints and leading to adaptive behavior by organi-
zations stem from the deep causal levels of culture and social structure:
roles and rules reflect alternative value commitments, cognitive frames,
and the power of different actors, individual or collective, to impose their
will.

The distinction between organizations and the institutions that under-
lie them is important because it provides us with a tool for understanding
the actual character of social and economic organizations. It is not the
case that, once established, role occupants blindly follow institutional
rules. Instead, they constantly modify them, transform them, and bypass
them in the course of their daily interaction. No doubt, “institutions mat-
ter,” but they are subject to “the problem of embeddedness”: the fact that
the human exchanges that institutions seek to guide in turn affect these
institutions.® This is why formal rules and prescribed hierarchies of or-
ganizations come to differ from how they operate in reality. Absent this
analytic separation, everything becomes an undifferentiated mass where
the recognition that contexts matter produces, at best, descriptive case
studies and, at worst, circular reasoning.

The meta-theoretical assumptions of economic sociology are well re-
flected in this conceptual framework in ways that transform them into
usable tools for explanation. Not only does the analytic distinction
between institutions and organizations embody the assumption of em-
beddedness, but it also points to the likely unexpected consequences of
rational action. For it is at this level where institutions as “highly ratio-
nalized myths” confront the power of social interaction to modify them
and set them into alternative paths.’® As symbolic blueprints for organi-
zations, institutions exist at a midlevel of abstraction that makes them
useful for explanation of concrete phenomena. The following sections
put this conceptual framework into motion, applying it to the analysis of
three specific examples.
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The Failure of Institutional Monocropping

One of the most tangible results of the advent of institutionalism to the
field of economic development has been the attempt to transplant the
institutional forms of the developed West, especially the United States,
into the less developed world. The definition of “institutions” employed
in such attempts is in close agreement with that advanced here: blueprints
specifying the functions and prerogatives of roles and the relationships
among their occupants. Institutions and the resulting organizations may
be created from scratch—as a central bank, a stock exchange or an om-
budsman office—or they may be remolded—as in attempts to strengthen
the independence of the judiciary or streamline the local legislature.

Many authors have noted that these attempts to put North and other
institutionalists’ ideas into practice have not yielded the expected results
and have frequently backfired. Peter Evans, in particular, calls these exer-
cises in transplantation “institutional monocropping,” in which the set of
rules constructed by trial and error over centuries in the advanced coun-
tries are grafted into different societies and expected to have comparable
results.’” Gerard Roland diagnoses the cause of these failures as lying in
the gap between “slow-moving” and “fast-moving” institutions, but the
actual forces at play are much more complex.3*

Institutional grafting takes place at the surface level of social life and
faces the potential opposition of a dual set of forces grounded in the
deep structure of the receiving societies: those based on values and those
based on power. Within the realm of culture, and to keep the argument
simple, consider the different bundles of norms and tool kits that go into
formally similar roles. That of “policeman” may entail, in less developed
societies, the expectation to compensate paltry wages with bribe taking,
a legitimate preference for kin and friends over strangers in the discharge
of duties, and skills that go no further than using firearms and readily
clubbing civilians at the first sight of trouble. The role of “government
minister” may similarly entail the expectation of particularistic prefer-
ences in the allocation of jobs and government patronage, appointment
by party loyalty rather than expertise, and the practice of using the power
of the office to insure the long-term economic well-being of the occupant
through variable levels of graft.

Such role expectations are commonly grounded in values that privi-
lege particularistic obligations and ascriptive ties and that encourage
suspicion of official bureaucracies and seemingly universalistic rules.
When imported institutional blueprints are grafted onto such realities,
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results are not hard to imagine. It is not the case that these plans neces-
sarily backfire, but they can have a series of unexpected consequences
following from the fact that those in charge of their implementation and
the presumed beneficiaries view reality through very different cultural
lenses.? Figure 4.2 illustrates these dynamics, as well as the argument
that follows.

Institutional grafting has the purpose of strengthening certain branches
of the state, promoting a more efficient allocation of resources, and en-
hancing the attractiveness of the country to foreign investors. These are
worthy goals, but they commonly clash with the interests of those in posi-
tions of power. Dominant classes seldom willingly give up their positions
or their power-conferring resources. A struggle almost invariably ensues
in which the advantages of incumbency confer on entrenched elites the
upper hand. This is why it is so difficult to implement agrarian reforms in
the face of organized opposition by landowners, or to increase the inter-
national competitiveness of local industries owned by elites accustomed
to protection.*’

Economists who have analyzed these dynamics recognize the impor-
tance of power. Hoff and Stiglitz note, for example, that imposing new
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sets of formal rules without simultaneously reshaping the distribution of
power is a dubious strategy.*! Less well understood is another relevant
feature discussed previously, namely that the existing class structure may
be legitimized by the value system in such a way that change is resisted
not only by those in positions of privilege, but by the mass of the popu-
lation as well. As Weber and the line of Marxist theories inspired by
Gramsci recognized, legitimized power is particularly hard to dislodge
because the masses not only acquiesce to their own subordination but
also stand ready to defend the existing order.*

Following the argument of another Nobel Prize winner, Amartya Sen,
Evans then offers an alternative to institutional monocropping that he
labels “deliberative development.” Sen’s argument for participatory de-
mocracy starts with the notion that “thickly democratic” initiatives, built
on public discussion and free exchange of ideas, offer the only way to
reach viable developmental goals.** For Sen, democratic participation is
not only a means to an end but also a developmental goal in itself. Evans
agrees, and cites such instances as the “participatory budgeting” process
in Brazilian cities dominated by parties of the left as examples of the vi-
ability of deliberative development.**

Elinor Ostrom’s analysis and solution to the “tragedy of the com-
mons,” discussed previously, follow parallel lines. She, too, criticizes state
attempts to impose external rules and deems them doomed to failure for
reasons similar to those described by Evans. Instead, she advocates insti-
tutional blueprints that grow out of dialogue and commitments among
users of common property resources. Thus, fishers using the same ocean
grounds have been able to come up with better and more durable solu-
tions to the depletion of stocks than the set of rules dreamed up by state
bureaucrats.®

The conceptual framework outlined previously is useful to envision
the contrast between institutional grafting and deliberative development.
As shown in figure 4.2, the idea of importing institutions begins at the
surface level and tries to push its way upward into the normative struc-
ture and value system of society. For reasons already seen, such efforts
are likely to meet resistance and failure. The participatory strategy begins
at the other end, by engaging the population in a broad discussion of
developmental goals (values) and the rules (norms) and technical means
(skill repertoires) necessary to attain them. Although messy and com-
plicated, the institutional blueprints that eventually emerge from such
discussions are likely to be successful because they correspond to the
causal directionality of culture itself.
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As with institutional grafting, a key problem for deliberative develop-
ment is presented by the right-side elements of figure 4.1, namely those
grounded on power and crystallized in the class structure. Unless domi-
nant classes are somehow persuaded to go along with deliberative ex-
periments, they are not likely to succeed. If implemented against elite
resistance, they can be derailed into just talk—deliberation as an end in
itself. As Sen recognizes, technocrats (i.e., technically trained elites) pre-
fer to impose institutional blueprints that enhance their power and image
rather than subordinate themselves to the messy deliberations of ordi-
nary people. Evans acknowledges, as well, that the dynamics of power
are likely to be the biggest impediment to the “institutionalization of
deliberative institutions” [sic].* Not surprisingly, only when parties of
the left have gained solid control of state or regional governments have
experiments in participatory democracy had a chance of succeeding. This
occurs because authorities can then mobilize the resources of government
to neutralize those possessed by elites, persuading them that it is “in their
interest” to join the deliberative process.

The Privatization of the Mexican Economy

Starting in 1982, the Mexican state started a massive program of dives-
titure of the many companies it had created and owned. This program
amounted to a radical departure from the previous state-centric model
of development and touched the interests and life changes of almost ev-
eryone in the country. The shift came in the aftermath of the Mexican
default of 1982 and the conditions imposed by the International Mon-
etary Fund (IMF) and the U.S. Treasury to bail out the country. Over
the next three sexenios (presidential terms), the Mexican state divested
itself of almost everything—from the telecommunications company
to the banks to the two national airlines (Mexicana de Aviacién and
Aeroméxico).¥

This massive economic realignment could not have been accom-
plished without resistance. There was a great deal of money to be made
in state privatization, but there were also a number of actors who lost
power, wealth, or their jobs. In a recent study, Dag MacLeod exam-
ined how the program was implemented and with what results.*® Mex-
ico’s privatization of the economy amounted to drastic institutional
change—a profound modification of the legal/normative blueprints un-
der which firms operate and their internal status hierarchies. This trans-
formation, however, could not have been accomplished at the level of
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the institutions, for it required the intervention of much deeper social
forces.

State-owned enterprises operated with a logic of their own, creating
constituencies around themselves. Though frequently inefficient, they
gave secure employment to many and political capital to the line minis-
ters and managers who operated them. Thus, Aeroméxico operated with
a staff of two hundred employees per airplane at a time when the ineffi-
cient and about-to-be-bankrupt Eastern Airlines had 146. Yet, the minute
that plans for Aeroméxico’s restructuring were announced, its employees
struck, arguing that the firm would be profitable “if only” management
were more efficient.’

The battle for divestment and market opening pitted the unions, man-
agers of state-owned industries, and the ministries that supervised them
against a group of reformers imbued with the new neoliberal doctrines
at the Treasury Ministry and other strategic places in the government
bureaucracy. On the outside, large Mexican capitalists, foreign multi-
nationals, and the IMF supported divestiture and opening; while small
firm owners who had much to lose with the removal of state protection
opposed it: “Although Mexican capitalists had united briefly—they were
soon divided again between large and small, internationally oriented and
domestically focused. As President de la Madrid began lowering tariff
barriers and allowing greater foreign investment, it soon became clear
that labor would not be the only casualty of restructuring.”*°

During President de la Madrid’s sexenio, only smaller and relatively
marginal firms were privatized. Defenders of the status quo could still
keep faith that the strong corporatist traditions of the ruling party, the
PRI, would in the end prevail. Despite sustained external pressure, insti-
tutions (i.e., state-owned corporations) would not reform themselves and
attempts to do so were effectively resisted:

When it became clear during the de la Madrid administration that the very
source of political power and patronage—the parastate firm—might actually
be taken away, officials within the bureaucracy quickly developed strategies
to resist privatization. . . . From their positions on the executive committees
and boards of directors of parastate firms, line ministers could keep a watch-
ful eye on the efforts of would-be reformers. Line ministers withheld data or
presented contradictory or incorrect data, making it virtually impossible to
evaluate the company.’!

True reform, as the IMF and the multinational corporations envi-
sioned it, could only come from the top of the power structure. This
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actually happened during the next sexenio under President Carlos Sa-
linas de Gortari. A convinced free marketeer, Salinas appointed econo-
mists of the same persuasion to key positions in the Central Bank and the
Treasury Ministry. Once there, they created new, compact, and powerful
agencies to ensure that privatization would move forward. The president
shifted the balance of power, abandoning erstwhile allies in the unions,
the smaller industrialists, and farmers to establish a firm alliance with
the larger and more internationalized sector of the Mexican capitalist
class.

Not willing to believe that things would take such a turn for the worse,
union leaders and national firm owners bypassed the new bureaucratic
structures to take their case directly to the president. To no avail: “When
the UDEP [Unit for the Divestiture of Parastate Entities] began the process
of privatizing parastate firms, labor leaders, line ministers, and executives
of parastate firms often sought to circumvent the authority of UDEP by
appealing directly to the President. President Salinas regularly sent these
supplicants back to the director of UDEP . . . this process quickly consoli-
dated UDEP’s authority within the Mexican bureaucracy.”*?

The “sale of the state” engineered by UDEP in subsequent years amounts
to a major case of institutional transformation; it also represents a clear
example of the dynamics of power. As shown in figure 4.3, reforms initi-
ated from the outside and from below barely made a dent in the Mexican
corporatist structure. It was necessary for the top political and economic
leadership of the country to get involved in order to overcome the strong
resistance of organized social classes and interest groups. Unionized work-
ers and national entrepreneurs became the losers in this giant power strug-
gle that saw the Mexican labor market become far more “flexible” and
the Mexican corporation far more open to external competition and take-
over.”® As elsewhere, significant institutional and organizational change
did not originate with organizations, but required major transformations
at deeper levels of the social structure.

This example makes clear the significance of power, as embodied in
the state and the class structure, and its capacity for radical institutional
transformation. As we shall see next, institutions seldom transform them-
selves. Drastic institutional change commonly requires the intervention
of forces buried deep in the culture or the class structure. In the particular
case of the Mexican privatization program, change was imposed from the
heights of the power structure but without much consensual support, as
it took place against a background of public skepticism about the need to
denationalize the economy and strong opposition from several sectors of
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Figure 4.3 The Divestiture of Parastate Corporations in Mexico

society. This lack of legitimacy was to have consequences: Salinas ended
his term in disgrace, becoming an unpopular figure and being eventually
forced to leave the country. While the course in which he set the Mexican
economy remains unchanged, there have been growing signs of resistance
from large segments of the population as the announced benefits of priva-
tization have failed to materialize.**

The Problem of Change

In his book Institutional Change and Globalization, John Campbell
describes the different schools of institutional analysis that exist today.
These he labels “Rational Choice Institutionalism,” associated primarily
with economics; “Organizational Institutionalism,” associated with the
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sociology of organizations; and “Historical Institutionalism,” based on
political economy and certain strands of political science.”* Depending
on the school, social change is seen primarily as an evolutionary process,
developing gradually over time, or as a combination of evolution and
“punctuated evolution” when drastic shifts occur.

Despite these differences, all three schools are identified by Campbell
as favoring two major forces as determinants of change. These are “path
dependence,” meaning the tendency of events to follow a set course where
“what existed yesterday” largely determines what happens today and
what is likely to occur tomorrow; and “diffusion” meaning the tendency
of established institutional patterns to migrate, influencing the course of
events in other societies. Diffusion is identified by the school led by John
Meyer as a master process in the contemporary global system in which
the institutions of the advanced nations, particularly the United States,
are commonly reproduced in weaker, poorer societies, either under the
aegis of international agencies or out of the desire of local rulers to imi-
tate the modern world.>

Campbell argues that “the problem of change” has been a thorny one
for institutional analysis. This is not difficult to understand. First, with
a vague and contested definition of “institution,” the analysis of change
confronts a moveable target. When institutions can be anything—from
the incest taboo to the central bank—we do not have a sufficiently delim-
ited object to examine how it changes over time. The proposed sociologi-
cal definition—blueprints that govern the patterned, regular relationships
among role occupants in organizations—is sufficiently specific to allow
consideration of how processes of change in this sector of social life takes
place. Thus defined, institutional change is not the same as change in
the class structure or in the value system, processes that ultimately affect
institutions, but that occur at deeper levels of society.

Second, with concepts such as path dependence and diffusion as its
main tools for the analysis of change, it is not difficult to understand how
the predicted course of events for institutional analysis would be evolution
or, at most, “punctuated evolution.” Indeed, at the surface of social life,
change tends to be gradual, with patterned ways of doing things largely
determining the course of events. Cross-national diffusion of culture may
operate at a deeper level, affecting not only institutional blueprints but also
the normative and skill contents of specific roles. Diffusion of new tech-
nologies (skills repertoires) and patterns of consumption (norms) from the
advanced world to the less developed countries is indeed one of the most
common and most important sources of change in these countries.’”
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However, the determinants of change are not limited to diffusion and
path dependence, for they can also affect deeper levels of the culture
and social structure, producing drastic, nonevolutionary outcomes. To
be sure, as sometimes argued by institutionalists, radical events often
have long periods of gestation, but, once they burst into reality, conse-
quences for the affected society can be abrupt and frequently traumatic.
Technological change, to take one example, can be endogenous and not
only brought about by diffusion. Once they occur, technological break-
throughs can affect, in a very short time, the skills repertoires and the
roles played by social actors. One such example is the advent of the Inter-
net, an innovation that has altered the content of occupational roles and
the rules linking them in most institutions of modern society.’® Figure 4.4
summarizes the discussion so far, as well as the points that follow.

Religion and religious prophecies can affect the culture in still more
profound ways because they impinge directly on the value system.
Weber’s theory of social change focuses on the history of religion and,
specifically, on the role of charisma and charismatic prophecy as forces
capable of breaking through the limits of reality, as hitherto known,
and providing the impetus necessary to tear down the existing social or-
der and rebuild it on a new ideological blueprint. The influence of the
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Reformation and, especially Calvinism, in revolutionizing economic life
in Western Europe is perhaps the best-known illustration of the effects
that charismatic prophecy can have on society.*

The advent of charismatic prophecy capable of revolutionizing the value
system and, hence, an entire civilization, occurs after a long period of his-
torical gestation, but this does not prevent it from having an immediate
and profound effect once it bursts onto the scene. After Calvinism had
transformed the social order of much of Western Europe, historians had
little difficulty in tracing the concatenation of events that led to it. But
they would not have bothered to engage in such an exercise had Luther
not nailed those theses at Wittenberg and had Calvin not come to power
in Geneva. Post-hoc reconstruction of revolutionary social change can
always be “evolutionary.”

For those who dismiss the role of religious charisma as a thing of the
past, one only needs to point to the decisive influence that Evangelical
Christianity continues to have in transforming large portions of Ameri-
can society and to the emergence of a fundamentalist brand of Islam set
on ultimate confrontation with the West. The radical Islamist threat that
is today one of the overriding concerns of states in North America and
Western Europe is interpretable as a direct consequence of a reenergized,
charismatic religious prophecy seeking to remake the world in its own
image.°°

Revolutionary change can also come from the right side in figure 4.4,
as when power is wrested away from its current possessors and vested
on a new elite. The question of power, and its embodiment in the class
structure, will be addressed in the following chapter. For the time being,
it suffices to note that the significance of power, as a meta-assumption,
is reflected in the capacity of those in control of the necessary resources
to implement radical changes at the more visible levels of social life,
including institutions. The privatization of Mexican parastate institutions
provides a suitable example. The attempt by left-wing elites to legitimize
drastic changes through “deliberative development” provides another.

Seen from the perspective of the profound consequences wrought by
transformations of a society’s value system or class structure, a theory of
social change based on path dependence and cultural diffusion looks lim-
ited indeed. Change—whether revolutionary or not—at more profound
levels filters downstream to the more visible components of social life,
including institutions and organizations. Thus it is possible to distinguish
at least five sets of forces impinging on institutions and leading to their
transformation: path dependence, producing evolutionary change at the
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more visible level; diffusion also leading to evolutionary and sometimes
“punctuated” change at the intermediate levels of culture; scientific/
technological breakthroughs affecting the cultural skills repertoire and
normative order. At a deeper level, charismatic prophecy—religions or
secular—capable of transforming the value system and, hence, the rest of
the culture; and interelite and class struggles with the capability for radi-
cally changing the distribution of power. The last three sources hold the
potential for profound social change, of the type seen in the aftermath of
social revolutions and epoch-making inventions.

Figure 4.4 summarizes this discussion. John Campbell concludes his
review of institutional change by recommending that we consider such
processes only within well-limited time frames and “in its multiple di-
mensions.”%! These recommendations are unobjectionable, but do not
go far enough. While limited time frames are a way of preventing infi-
nite regress into history, they do not distinguish between evolutionary
change over a given period and abrupt, revolutionary transformations.
Similarly, the “multiple dimensions” to be considered in the analysis of
change are left unspecified. An institutional analysis of change limited to
institutions themselves and the organizations that they underlie would
produce a rather impoverished account of these processes. Institutions
do not transform themselves in radical ways. As an explanatory ideal
type, their value lies in embodying the interplay between deeper levels of
culture and social structure in ways that directly impinge on social actors
and the organizations that they inhabit.

CoNCLUSION: EMBEDDEDNESS, INSTITUTIONALISM, AND THE
CLASS STRUCTURE

The conceptual framework outlined in this chapter may perform double
duty in providing a way to reconcile conflicting positions on the scope of
economic sociology and its proper object of study. Granovetter’s article
on embeddedness was a polemic against both functionalist descriptions
of human behavior in sociology, that overemphasized the role of values,
and their counterparts in neoclassical economics, that overemphasized
the role of interests. In their place, Granovetter proposed a “relational”
approach in which the influence of both, values and interests, is condi-
tioned by the social context in which they are enacted. Embeddedness
of economic action in networks, communities, and other stable forms
of human interaction takes the edge away, for example, from the sharp
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distinction between “markets” and “hierarchies” proposed by the econo-
mist Oliver Williamson.®?

The embeddedness argument has been subsequently criticized from a
Marxist-inspired political economy perspective for neglecting the impor-
tance of power and asymmetrical class relations.®* For Fred Block and
other critics, Granovetter was too influenced by the “level field” imagery
of markets used by economists so that the constraints on self-interested
behavior that he describes arise more from interactions among social
equals than from the will of the powerful. From a political economy per-
spective, the debate about “markets” and “hierarchies” conveys a sani-
tized view of the economy consisting of buyers, sellers, managers, and
employees, obscuring the harsh realities of exploitation and inequality.

From closer theoretical quarters came the critique that the influence of
social interaction that the embeddedness approach emphasizes neglects
the true significance of institutions, defined, as here, as rules and their
embodiment in legal codes and legally sanctioned organizations. North’s
claim that “institutions matter” is taken seriously by these critics. Their
point, as advanced by Victor Nee and others, is that formal rules, like
constitutions and property rights, have an important influence on eco-
nomic life, regardless of social networks or the gradual build-up of reci-
procity expectations.®

The conceptual framework proposed here makes clear that the cri-
tiques of Granovetter by both political economists and neoinstitutional-
ists are misplaced. This is the case because these critics address aspects
of social and economic life other than those highlighted by the embed-
dedness argument. While, as seen in chapter 2, this argument provides
a core meta-assumption for economic sociology, it never claimed to of-
fer a comprehensive description of everything that goes on in society or
the economy. Its substantive scope, as well as those of its critics, can be
perfectly accommodated within the same conceptual framework. From
this perspective, both “markets” and “hierarchies” are institutions repre-
senting blueprints for the patterned interaction among role occupants in
their respective organizational fields. As summarized in figure 4.5, politi-
cal economy concerns itself with the right-side dynamics of social struc-
ture—power, inequality, and the formation and interplay of classes. As
seen previously, these dynamics significantly affect institutions and orga-
nizations, but they do not exhaust what actually takes place in them.

In turn, sociological neoinstitutionalists concern themselves with the
left-side realm of “crystallized culture”—the interplay of norms and
legal codes governing market exchange and the internal structuring of
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economic organizations. Nee defines institutions, for example, as “a
dominant system of interrelated formal and informal elements—custom,
shared beliefs, conventions, norms, and rules—which actors orient their
actions when they pursue their interests.”® The focus of Granovetter and
the embeddedness argument is on how social interactions within markets
and other organizations can modify, condition, and often alter their origi-
nal institutional logic by creating networks, reciprocity expectations, and
emergent norms not envisioned originally.

Figure 4.5 situates each of these specific concerns in conceptual space.
In my view, each of them is valid and economic sociology can properly
encompass all of them. The apparent contradictions arise from termi-
nological confusion, in particular the vague and changing definitions of
institution, and the fundamental fact that the complexity of social and
economic life cannot be captured by one single concept or, for that mat-
ter, a single perspective. Much space has been wasted criticizing what
are, in effect, alternative topical lenses. While it is true that an exclusive



70 e Chapter Four

focus on the left side of figure 4.5 may lead to an oversocialized image of
human action and an exclusive focus on the right side to an undersocial-
ized view, this need not happen because the two approaches are, in fact,
compatible.

The critiques of political economists and neoinstitutionalists on the
embeddedness argument boil down to the point that it too can be exag-
gerated into an extreme form of relationism. This is true, but again need
not happen. The social sciences in general and sociology, in particular,
should have progressed to the point that the discovery that different areas
of social life—values, classes, and institutions—“matter” need not lead
us to neglect others or deny their significance. In this sense, an economic
sociology grounded on meta-assumptions that include both social em-
beddedness and power and guided by a set of midrange ideal types is
perfectly reconcilable with the alternative thematic foci represented in
figure 4.5.



CHAPTER FIVE

The Concept of Social Class

MAaRrsHAL MicHEL NEY, one of Napoleon Bonaparte’s greatest generals,
was approached on a social occasion by a countess of the old French
nobility who, wanting to poke fun at the parvenu nobles created by the
Bonapartist regime asked him, “And Marechal, who are your ances-
tors?”! Raising his towering figure over the assembled audience, Ney re-
plied, “Madame, I am my own ancestor.”? The answer was, no doubt, in-
fluenced by the winds of egalitarianism whistling from the all-too-recent
Jacobin past and the example of the newly crowned emperor, in military
obscurity one day and onto the French throne the next. Despite these ex-
traordinary events, the social order of France and the concert of Europe
were eventually restored: Louis XVIII came back in the wagons of the
English-led European coalition; Metternich convened the Quadruple Al-
liance and set out to suppress popular rebellions. Ancestors, once again,
counted.’

In the wake of another historical demise, that of the Soviet Union and
its satellites, Ney’s bold stance against the ancien régime has been revin-
dicated. The way in which it was, is both curious and instructive. The
defeated Leninist regimes were precisely based on a critique of modern
capitalist societies as dedicated to the perpetuation of class privilege. In
lieu of them, Lenin and his followers promised a world where the door
would be opened wide to the energies and achievements of all. The fail-
ure of this project brought down the analytic premises that had sustained
it. Because the defeated communists had affirmed that capitalist societies
were structured by class inequalities, their failure meant that these in-
equalities did not really exist or that they did not count for much. In the
newly assertive capitalist societies of the West, each man could indeed be
“his own ancestor.”

Class analysis is on its way out, largely as an outgrowth of this curious
process. Former Marxist scholars have rushed to disassociate themselves
from its premises and to proclaim a brave new world where cultural
trends and lifestyle issues will be the prime molders of public opinion and
collective movements. In a steadier vein, American stratification scholars
have reaffirmed the primacy of finely grained hierarchies of skills and
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prestige over alleged major cleavages in power. Thus, Meyer and his as-
sociates have repeatedly emphasized the significance of educational dif-
ferences, while analysts of social inequality have focused their attention
on racial and gender gaps in the otherwise continuous distributions of
income and occupational prestige.*

This chapter is dedicated to an analysis of social class as a third ex-
planatory mechanism for economic sociology. Unlike the first two, dis-
cussed in prior chapters, which are quite fashionable these days, social
class is not. The political events leading to this situation are comprehen-
sible but, by themselves, do not justify abandonment of social class as a
midrange ideal type. This is especially the case since it directly reflects
and fleshes out the third meta-assumption of economic sociology, namely
power.

The contemporary attacks on this concept come from multiple theo-
retical and ideological quarters. In unison, however, detractors of class
analysis have emphasized the lack of correspondence between alleged
class differences and the self-identities of people. They have also noted
that popular mobilizations seldom occur around broad class issues, but
around more circumscribed concerns of lifestyle and occupational privi-
leges.® Seeking to salvage what they can from this debacle, David Grusky
and Jesper Serensen present a defense of class analysis redefined to ex-
clude broad social aggregates, and restricted to occupationally defined
groupings. By “ratcheting down” (their term) class categories to the level
of specific occupations, Grusky and Serensen hope to bring the analysis
into closer correspondence with a realist definition, based on the percep-
tions and behavior of actual people: “The class analytic fallacy amounts
then to insisting on aggregate models even when the underlying catego-
ries are no longer so deeply institutionalized. By contrast, a disaggre-
gate mapping preserves this correspondence between lay and scholarly
understandings.”¢

Supporters of classic Marxist and Weberian theories may justly respond
that, with friends like these, who needs enemies. Indeed, bringing down
the definition of social class to the level of specific occupations removes
the raison d’étre of the concept, as it becomes lost in a kaleidoscope of
endless identities and occupational concerns at a low level of abstraction.
It is undoubtedly the case that individual self-identities, organizational
“closure,” and uniform lifestyles are more evident among members of
occupations, but the analysis of such patterns can be perfectly advanced
without invoking the concept of class. The latter inhabits a midlevel of
abstraction that aims at bringing order into this empirical chaos by identi-
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fying a set of broad categories and bringing it to bear on the explanations
of a variety of economic and social phenomena.

Contrary to Grusky and Serensen’s argument, I seek to demonstrate
that the concept, defined according to its original Marxian and Weberian
roots, continues to occupy a key role for sociological theory. For eco-
nomic sociology, in particular, class is a central element in the analysis of
the ways in which economic phenomena are socially embedded. Classes
reflect differentials of power that, in turn, affect interactions among ac-
tors situated within each of these broad categories.

The argument in favor of the concept of class comprises three inter-
related points:

1. The validity of the concept for explanation and prediction does not depend
on personal self-definitions.

2. A class framework is required to clarify the deep causes of multiple eco-
nomic processes. Absent such framework, causal accounts are often swayed
by surface manifestations of these processes.

3. The utility of class analysis does not depend on dogmatic adherence to
nineteenth-century typologies, but on the use of the concept as a heuristic
tool, modifiable according to evolving conditions.

CLASS ANALYSIS IN THE PAsT
The Realist Fallacy

Critics of class analysis request not only that the concept provide plau-
sible explanations, but that actors actually endorse them. Thus, when
Wall Street investment bankers mount a campaign to weaken federal
regulations of corporate mergers, their actions count against class analy-
sis insofar as they are undertaken by “managers and administrators” in
the name of the “stock-owning public’s” welfare. Similarly, when public
schoolteachers mobilize against the use of vouchers for private schooling
or American health workers seek to restrict the hiring of immigrants,
their actions are defined as “occupational closure” rather than as reflect-
ing any underlying pattern of class struggle. Theoretical analysis is thus
put at the mercy of the conscious definitions of participants in particular
events.

In Marxist terminology, only a mobilized class—a “class-for-itself”—
is deserving of the name; otherwise class represents a useless construct.”
It is true that classical Marxism and most of its revisionist versions
sought the transformation of latent class interests into actual forces of
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revolutionary struggle, but the ultimate validity of the concept does not
hinge on these expectations. That validity depends, instead, on its ability
to make sense of macrosocial trends and to anticipate the behavior of
economic actors. A conscious mobilization of social classes on the basis
of broadly shared interests represents one such outcome, but not neces-
sarily the only one.

The desire for a protagonical role for social classes, especially the pro-
letariat, assumes what must be investigated. It has also placed genera-
tions of Marxist scholars in the uncomfortable position of disappointed
prophets, forever waiting for the masses to vindicate their predictions.®
For economic sociology, the utility of a class perspective depends on the
development of typologies and classificatory criteria that are neutral with
respect to their final outcome. A useful parallel can be established with
the concepts in modern demographic analysis. Demographic concepts,
such as population density, rate of population growth, ratio of economi-
cally active to dependent population, fertility transitions, and the like are
routinely and successfully used in analyses of numerous phenomena by
failing to make the assumption that participants are self-aware of these
constructs or that they lead to some preordained outcome. Rural-urban
migrants, those affected by low life expectancies, and those living in dense
areas are not expected to become conscious of their common plight and
act in unison; nor are these demographic indicators assumed to lead to
some inevitable future.

Class analysis has been notably bereft of this sort of neutrality. In-
stead, the passion for revolutionary change and the urge to bring it about
consistently obscure the analytic detachment required for proper evalu-
ation of the facts. Since Lenin, a number of class theorists have taken to
scolding the proletariat for failing to fulfill its “historical” revolutionary
role and, in the process, contradicting their prophecies.’ This is surely a
dead end. Not surprisingly, the predictive failures of this tradition opened
the way for such sad remedies as turning the analysis of social classes into
the analysis of occupations.

The Classless Fallacy

Not long ago, the National Research Council (NRC) commissioned a
distinguished panel of social scientists to prepare a report on the con-
sequences of contemporary immigration for American society. Formed
primarily by economists, the panel focused mainly on the “costs” of im-
migration measured in terms of fiscal outlays by the federal and state
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government and the countervailing “benefits,” measured in terms of tax
contributions. The final report featured a series of highly sophisticated
models where, depending on the assumptions used by the author, immi-
gration ended up costing the nation several dozen billion dollars a year or
contributing to its fiscal health by a similar hefty sum.°

The panel spent no time in examining how immigration affected dif-
ferent sectors of the American population. Instead, its implicit “map”
of American society consisted of a level field of isolated individuals pay-
ing taxes to the state and receiving benefits from it. Immigrants just
added to this number and their aggregate impact depended on the spe-
cific ratio of taxes to benefits. There is no hint in the NRC report of the
major cleavages splitting the nation on the question of immigration or
of the possibility that some sectors may benefit mightily from the arrival
of newcomers and others may pay a hefty price for their presence. Put
differently, the NRC panel had no idea, or chose not to delve into the
American class structure and the different ways in which mass immigra-
tion may affect different social classes. The result is an unpersuasive
report since it is obvious that the consequences of immigration are not
exhausted by what migrants put into state coffers and what they take
from them.

Whenever an analysis of major social processes neglects the underlying
class structure, results are bound to be limited, if not trivial. This applies
to other broadly encompassing phenomena such as crime and incarcera-
tion, educational achievement, or patterns of consumption. The class-
less fallacy consists of assuming that the incidence and effects of major
processes in society occur evenly across the population with variations
being affected by individual, family, or at best community characteristics.
The resulting accounts are quite limited because they ignore differences
in the incidence of such phenomena, patterned by major cleavages of
power. Crime rates and especially incarceration are not evenly distrib-
uted, but shift abruptly across classes distinguished by different levels
of economic and social resources. Attendance at Ivy League schools and
rates of graduation from them are similarly conditioned by family class
position. Consumption patterns shift widely among the masses, limited
to purchases for survival, and those able to consume conspicuously, sig-
naling a position of privilege.!!

Additional examples will be examined in detail later on. For the mo-
ment, it suffices to note that enduring accounts of major social processes
always contain a map of the class structure to which reference is made
in order to clarify the differential and sometimes contradictory effects
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of particular forces. It is not necessary that the analyst provides an ex-
plicit account of his or her understanding of class differences or that
the latter be identical in every case. It suffices that the narrative indi-
cates an awareness of the role that these broad aggregates play in the
process in question and the differential ways in which they are affected
by it. Saskia Sassen’s well-known account of the rise of global cities em-
phasizes the dynamics of global capitalism and the need to concentrate
command and control functions in certain metropolitan areas. Yet her
analysis would have been incomplete without a detailed account of the
class structure and the redefined roles of its components in the global
city.!2

Sociology has emphasized since its origins the existence of sharp cleav-
ages in political and economic power and their influence on manifold
social phenomena. When Charles Tilly, to take another example, gives us
his account of four hundred years of political struggles in France, his im-
plicit social map does not feature groups positioned in a continuous dis-
tribution of income or social rank, but rather sharply defined aggregates
marked by ownership of land, entitlement to rents from the peasantry,
or the lack of any such entitlement.'® Similarly, when Pierre Bourdieu
analyzes the consumption of high art as a sign of possession of cultural
capital and a symbolic demarcation of class differences, he does not have
in mind a finely grained ladder of art forms associated with differential
levels of education. Instead, he bases his analysis on the sharp and dis-
continuous cleavages separating power elites from the middle salaried
groups and working masses.!*

For economic sociology, the incorporation of class as an explanatory
ideal type is fundamental to avoid the classless fallacy and, hence, the
criticism, reviewed in the prior chapter, that it envisions economic ex-
change as taking place in a level playing field. To the contrary, power
as a meta-assumption and its embodiment in the class structure allows
the addition of a political economy perspective to those suggested by
other assumptions. It bears repeating that the imputation of causal ef-
fects to class cleavages need not coincide with the actual definition of
the situation by actors. Individuals may proceed blissfully unaware of
the underlying forces giving rise to their behavior, but serious socio-
logical analysis cannot limit itself to this surface level. Table 5.1 fleshes
out the different levels of causal significance described in chapter 4 by
considering how different analytic perspectives bear on two important
social phenomena mentioned previously—crime and incarceration and
immigration.
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Social Phenomena from Different Analytic Perspectives

Perspective

Immigration

Crime and Incarceration

Classless: Society
as a level playing

field

Gradational: Society
as a system of finely
grained status
hierarchies

Class: Society as
structured by sharp

Prompted by individual
motivations for economic
mobility. Cost or ben-

efit to society depends on
migrants’ tax contribu-
tions and their demand on
educational, health, and
welfare services.

Expands the low-education,
low-income population
requiring additional ser-
vices. Upward mobility as
an equilibrium-restoring
mechanism.

Promoted by organized
political efforts by employ-

Reflects weakening of
normative controls and
individual cost-benefit
calculations of risks vs.
potential benefits of devi-
ant behavior.

Negatively correlated with
income and education.
Declines with reductions
in unemployment and
with the size of the police.

Prompted by major gaps
in access to legitimate

means to fulfill material
aspirations. Likelihood

of incarceration for a
given offense is dispropor-
tionately higher for the
subordinate classes.

inequalities of power ers. Opposed by unions
and native workers.
Weakens working-class
solidarity through ethnic

cleavages.

The Reification Fallacy

In his extraordinary history of the origins of the capitalist economy, Brit-
ish historian Maurice Dobb cites Marx several dozen times. Not one of
these references over the 393 pages of his Studies in the Development of
Capitalism is critical or negative. It would seem that Marx had foreseen
every event, examined every contingency, and unfailingly diagnosed the
contradictions produced by capitalism and its inevitable demise.’® The
tendency is even more evident in the distinguished French historian Ernest
Mandel’s Late Capitalism, whose goal is precisely to explain modern
economic history on the basis of the “laws of motion” of capital discov-
ered by Marx.'® To the present, a great deal of class writings from this
tradition has focused on debates about how to fit an increasingly diverse
population into the mappings of class structure inherited from Marx’s
nineteenth-century analysis.
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Curiously, Marx proved considerably more flexible in his own writ-
ings than his disciples. His accounts of the cleavages produced by differ-
ent modes of production changed with the context, producing multiple
versions of the capitalist class structure. Thus the classes identified in the
final, interrupted chapter of the third volume of Capital are only a subset
of those underlying his historical accounts of the Eighteenth Brumaire
or of French class struggles in the mid-nineteenth century.!” The other-
wise moving deference to the founder, shown by many Marxist schol-
ars, weakens the power and scope of class analysis because it forces into
a relatively static framework changing economic and political realities.
Intellectual contortions are required to fit increasingly diversified eco-
nomic positions into a nineteenth-century typology, and to reconcile the
expectation of conscious, class-for-itself mobilizations with the reality of
relatively inert social aggregates.

Grusky and Serensen are right that occupationally based associations
are far more active politically and produce greater closure than those
based on classic Marxist definitions of class. However, calling occupa-
tions “classes” leaves no baby after the bath water. To retain the power
of class analysis and extend its application to the wide variety of phe-
nomena encompassed by economic sociology, it is necessary to leave the
founders to their well-deserved rest. The following propositions offer a
counter to the reification fallacy:

¢ Basic cleavages of political and economic power change over time, giving
rise to different class configurations.

e Classes are midrange theoretical constructs devised for the structural in-
terpretation of social phenomena and the prediction of major long-term
trends.

From these assumptions, two logical corollaries follow:

¢ The number, composition, and patterns of interaction of social classes will
vary over time.

e Particular “maps” of the class structure used for the explanation of differ-
ent social phenomena may vary, without rendering such variations neces-
sarily invalid.

Much of the existing post-Marx class literature resists these assump-
tions. It implicitly or explicitly asserts that the “real” class structure must
first be identified in order to apply it afterward to the analysis of various
phenomena. As it happens in every instance when theorists confuse ideal
types with reality itself, a great deal of debate follows as authors vie with
one another to identify what this “real” structure is. The nominalist per-
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spective proposed here leaves these debates behind by setting the value
of a particular definition of class structure on its explanatory power in
relation to a particular set of phenomena. The question then becomes
to what extent a specific definition of the class structure yields the most
theoretically insightful account of these processes.

For the analysis of certain problems, a two-class model suffices; others
may require three or four. To return to an earlier point, Marx shifted with
remarkable nimbleness between alternative models of the class structure
as he sought to explain various aspects of the societies of his time. In the
Manifesto, the two-class confrontation between bourgeoisie and prole-
tariat holds center stage, but in the Eighteenth Brumaire, the peasantry
and the lumpen play key roles.

Richard Sennett and Jonathan Cobb’s classic book, The Hidden Inju-
ries of Class, relies on a simple two-class model of American society—
those privileged to have economic means and education and those who
must do manual work for a living.'® The merit of the book does not hinge
on the accuracy or completeness of this simple distinction, but on how
well it serves the authors to account for their topic: the malaise, insecu-
rity, and self-doubt felt by blue-collar workers in a large American city.
Nor does the analysis depend on the workers’ being fully aware of their
plight; indeed, the injuries are “hidden” precisely because the victims
cannot fully comprehend the set of social forces leading to their condition
and trapping them in it.

Basic AssuMPTIONS OF CLASS ANALYSIS

Having reviewed the various pitfalls bedeviling class analysis—from its
wholesale rejection to its reification—I seek next to identify the core in-
sights captured by the concept that make it durable and relevant. These
insights may be summarized in four statements:

e Social phenomena are not explainable by their surface manifestations.
There is “deep structure,” defined by durable inequalities, among large
social aggregates.

o Classes are defined by their relationships to one another and not simply by
a set of “gradational” positions along some hierarchy. In this sense, status
rankings are a manifestation, not a defining feature of class.

e Classes are defined by differential access to power within a given social
system.

e Class position is transmissible across generations.
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These four elements flesh out the meta-assumption of power and pro-
vide criteria both for constructing suitable “maps™ of the class structure
and using them for the analysis of concrete economic and social phenom-
ena. The first three of these elements have already been seen in chapter
4 in connection with the proper placement of the concept of institutions
and the determinants of social change. It is worth focusing here on the
fourth element, namely transmissibility.

Control over power resources that define a position of dominance in so-
ciety is transmissible across generations. This element is important because
it removes, as a criterion of class, power that depends exclusively on office-
holding. Class position may translate into eligibility to occupy certain of-
fices and the latter may, in turn, confer durable resources on occupants, but
the bureaucratic authority derived from an office is not, by itself, class defin-
ing. In the absence of other resources, the officeholder suddenly deprived of
his or her position is utterly powerless. On the contrary, a third-generation
heir of a great family fortune can shift from job to job or even choose not
to work at all without this altering her privileged class position.

Class-defining power has to do with the regular and autonomous con-
trol of the means of violence or the means of acquisition, that is, money
capital. This is in general agreement with the usage of the term class by
Marx, although he emphasized control of the means of production as a
source of both repressive capacity and wealth.” In advanced societies,
regular control of the means of violence has been largely removed from
individuals, leaving wealth as the principal power-conferring resource. As
Bourdieu has pointed out, other resources are also associated with class
position, such as the possession of technical or cultural skills—sometimes
called human capital—or membership in particular social networks,
which he labels social capital. Bourdieu makes the point, however, that
these resources are power conferring insofar as they are ultimately trans-
latable into the money form.?

The typology of the American class structure presented in the next sec-
tion follows Bourdieu’s lead by assuming that expertise or connections
that do not “pay” do nothing to improve the class position of individual
actors. While undoubtedly a number of other social and cultural dimen-
sions are associated with class position, it is possible to construct a useful
typology of the modern American class system on the basis of a key defin-
ing criterion. Wealth and wealth-conferring resources recommend them-
selves for this task because of their simplicity and obvious connection
to power, as defined previously.?! Class position, defined by differential
possession of wealth, provides the broad framework of social inequality
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within which economic phenomena take place and where interactions
among economic actors transcur on a regular basis.

THE CLASS STRUCTURE OF THE ADVANCED SOCIETIES

The following map of the American class structure seeks to give concrete
expression to the four elements discussed in the prior section and to dem-
onstrate the utility of the concept for the analysis of specific phenomena.
As said previously, the typology is nominalist in the sense that it does not
seek to capture the “real” or “true” essence of the class system, but only
to construct a useful approximation to it for several specific applications.
Accordingly, the following sections should be read as a “demonstration
project” of what class analysis can achieve rather than a final statement
either about the class structure itself or the phenomena to which the ty-
pology is applied.

The Dominant Classes

Wealth represents a fundamental divide in modern capitalist society with
possessors and nonpossessors expected to behave differently and line up
systematically on opposite sides of many political issues. This statement,
by itself, is a truism and needs to be refined by identifying subsidiary
cleavages within each of these broad social aggregates. Owners of wealth
are, of course, not equal and their relative control of this resource can be
used to categorize them.

First, we find individuals whose wealth liberates them from the need to
sell their labor time for a living. For purposes of class analysis, it does not
matter whether they exercise this option or not. It suffices that they have it
within their power to withdraw themselves at any time from their position
in the labor market. Hence, two persons working side by side may occupy
different class positions depending on their relative possession of wealth—
one doing so voluntarily and the other because of economic need. This
first class of wealth possessors may be termed rentiers for two reasons:
first, their capital is too small to reproduce itself actively in independent
enterprise and must do so as passive investment in the economic activities
of others; second, their political contributions and influence are too mi-
nute to alter the economic rules of the game in their personal favor.

Rentiers differ from the second class of wealth possessors whose fortune
is of sufficient size to require active management. Whether the proprietor
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is directly involved in these activities or not is immaterial, for the very size
of the capital drives the need to hire others. Wealth of this kind acquires
its own dynamic, actively seeking new opportunities for reproduction and
expansion. People in this category are commonly prominent in their places
of residence, carrying considerable weight with local authorities and mak-
ing gifts that fund local cultural and philanthropic initiatives.??

Members of this class generally lack the power to swing single-handedly
major economic policies in their favor but, in association with others,
they can fund powerful lobbies able to accomplish this goal. In contrast
with rentiers, the political contributions and activities of this class of
people are not anonymous, for they are of an order of magnitude suf-
ficiently large to gain the attention of elected officials and directly affect
their actions. The sugar lobby, the growers’ lobby, various builders’ as-
sociations are familiar terms that designate these collective interests as
they impinge on official rules governing various markets. Capitalists is a
proper term for this class of proprietors since they fit, in every respect, the
known profile of the propertied elites under classic competitive capital-
ism. Marxist and non-Marxist writers alike have dwelt on the personal
identification of these people with their wealth and their collective power
to impose their interests on society.>

Above regular capitalists, there is a numerically minute but socially
decisive class composed of individuals whose extraordinary wealth puts
them in a position to influence decisions at the national level and to im-
pose their will on vast sectors of the economy, either directly through
the corporations they control or indirectly through the political process.
These are individuals whose names are linked to fortunes in the hundreds
of millions of dollars and the control of vast financial and industrial em-
pires. When they turn their attention to philanthropy, they are able to
fund private organizations that commonly match or exceed the resources
of state agencies. Ford, Mellon, Rockefeller, Carnegie, and, these days,
Soros and Gates are so many names, familiar to scholars and other lucky
recipients of their private largesse.

In Marxist theory, this class is usually labeled monopoly capitalists to
differentiate it from the more common variety.>* However, it is not the
case that the achievement and reproduction of such fortunes necessarily
require monopoly. The latter is difficult to sustain under conditions of
state regulation in modern economies so that wealth of this kind is as-
sociated with the discovery and temporary occupation of uniquely profit-
able economic niches. Grand capitalists is a suitable label for members
of this class. Their difference from regular capitalists is more than the
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simple size of their holdings. While regular capitalists need to associate
with their fellows in order to gain privileges and influence major eco-
nomic decisions, their superiors can do so on their own by dint of their
control of vast monetary and organizational resources.

In addition, the economic interests of grand capitalists are global in
scope and, hence, do not always coincide and may actually come into
conflict with those of smaller, locally minded proprietors. Hence, to cite
but a familiar example, the desire of grand capital for free trade in order
to gain access to other countries’ markets and labor comes regularly into
conflict with the need of local capitalists for protection against foreign
competition in order to maintain their firms’ profit levels.?

Common to the three classes of wealth possessors is that individu-
als need not be born into them, but can access them through extraor-
dinary skill and luck. The “self-made millionaire” and multiple “rags
to riches” stories are the basis of the myth of an open society, where
positions of privilege are readily accessible to all. These stories are, of
course, highly exceptional. Far more common is the transmission of class
position across generations. Thus, lucky descendants who, through no
merit of their own are born into wealth, can enjoy similar or higher levels
of power and prestige than their dynasty’s founder. In America, people
speak of the Kennedys, the Rockefellers, the Vanderbilts, or the Dukes—
clans of individuals whose own capacities and achievements may be quite
ordinary, but who are the direct beneficiaries of this fundamental crite-
rion of class—its heritability. At a less exalted level, children of ordinary
capitalists and rentiers do likewise.

Occupations and their holders lack this key criterion of class. The
daughter of a brilliant neurosurgeon does not necessarily become one
herself, anymore than the son of a cabinet minister will be entitled to a
similar position. It is only by translating the advantages of particular oc-
cupational roles into wealth, that talented individuals can improve their
class position and, more importantly, transmit its privileges to their de-
scendants. Power associated with a dominant class position is manifested
in the personal autonomy it confers on occupants and their capacity to
direct the actions of others, either directly through economic means or
indirectly through the political process.

The Subordinate Classes

Marxist and Marxist-inspired writers never tire of repeating that, despite
the myth of an open society, the size of the wealth-owning classes is tiny,
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both in absolute terms and in relation to the rest of the population. Nu-
merous statistics can be cited in support of that assertion. Individuals
able to live off their wealth, whether acquired or inherited, represent no
more than 2 percent of the American working-age population.?®

The vast majority must work for a living, and this common trait makes
its members share a basic subordinate position. This does not mean, of
course, that all belong to the same class but that, despite internal differ-
ences, the majority of the population finds itself on the same side of the
fundamental divide in capitalist societies. Endless debates have ensued
at this point concerning the best way to categorize this vast population.
The preoccupation of Marxist scholars to make contemporary realities
fit into a predefined framework have led to such implausible solutions
as lumping into the “proletariat” corporate managers and highly paid
consultants along with wage workers, or declaring the entire nonmanual
work force to be part of the “new petty bourgeoisie.”?’

From the nominalist standpoint adopted here, it is possible to derive
classificatory criteria from the same dimension used previously, namely
power as the basic source of class cleavage and the possession of wealth or
wealth-conferring resources as its principal indicator in modern capital-
ist societies. If a prime criterion for membership in the dominant classes
is heritability, a prime consideration for those who must live from their
work is the demand for what they have to offer. Both neo-Marxist and
functionalist analysts of stratification have emphasized the significance of
scarcity of skills.?® However, scarcity is nothing if the vaunted skills are
not in demand. A juggler may be very good at tossing and picking things,
but this ability will hardly suffice to improve his class position. On the
contrary, the inventor of a new and popular computer game has gold in
her hands and may be well on her way to joining the class of rentiers. The
key question is, of course, demand from whom. In capitalist societies,
the answer is evident: for those able to pay for the needed skills. In other
words, individual abilities are important as a class-conferring attribute to
the extent that they are needed or wanted by members of the dominant
classes and the institutions they control.?’

Powerless individuals may thus improve their class position through
the selective marketing of rare and desirable skills. Any skill that, for
any reason, is in high demand becomes relevant as a class-conferring re-
source. It can be the surgical ability of a physician, the legal acumen of a
lawyer, the sensibility and originality of a painter, or the batting prowess
of a baseball player. From our nominalist perspective, it does not matter
whether these workers are “productive” or not in the traditional Marxist
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sense. All that matters is that skills are of such a kind that they hold the
potential to lift their possessors across the fundamental class divide in
capitalist society.

Elite workers is a suitable label for this class, distinguished from the
rest of the labor force precisely because they are poised to cross this basic
divide. The manager who becomes eligible to purchase stock options in
his company, the lawyer who makes partner in a famous firm, and the
player who just signed a multi-million-dollar contract are all on the way
to a higher class position. Commonly, this mobility only goes as far as
the class of rentiers, but, in exceptional cases, it can reach into the ranks
of true capitalists. The software engineer or computer science profes-
sor who leaves paid work to start his own company in Silicon Valley or
Route 128 stands as an example of this economic journey, aimed at the
very heights of the class structure.®

Nor is it important from this analytic perspective whether elite work-
ers are salaried or independent. Another large batch of debates has fo-
cused on whether independent workers are part of the proletariat or be-
long to the petty bourgeoisie.>’ While these debates go on, capital nimbly
sidesteps the issue by hiring desirable individuals as regular employees,
consultants, or independent contractors depending on the interests of the
firm and, often, the convenience of the worker. The legal form of the re-
muneration is secondary; what is important is the ability of the individual
to negotiate compensation of such a magnitude as to put him or her on
the road to economic autonomy and even entry into the true capitalist
class.

By contrast, common workers form that class whose skills are suffi-
ciently in demand to earn a living, but insufficient to access wealth. The
defining feature of membership in this class is dependence on a paycheck
or its equivalent for life. Unlike rentiers, common workers do not have
the luxury of simply quitting work while maintaining the same lifestyle;
unlike elite workers, they do not have the opportunity of striking ex-
traordinary “deals” with their employers. This class comprises the vast
majority of the working population, and its size and diversity leads to the
temptation of further subdividing it according to such criteria as man-
ual/nonmanual labor, educational criteria, or cultural orientations. This
temptation is especially strong when there is the expectation that a more
narrowly defined working class will become, at some point, conscious of
its position and able to mobilize on that basis.

It is well nigh impossible to imagine high school teachers and garment
cutters, corporate clerks and restaurant waiters getting together to act
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politically in unison. But, as seen in the previous discussion of the real-
ist fallacy, this class-for-itself expectation is not desirable analytically be-
cause it introduces a needless teleological dimension. Common workers
may not rise together against the capitalist system, but they possess three
important characteristics in common: first, their powerlessness and de-
pendence on the existing institutional order; second, their dependence on
associative forms—unions, guilds, or professional organizations—for de-
fense of their common economic interests. Unlike capitalist lobbies whose
goal is to insure profitability of investments, associations of workers seek,
first of all, security of job tenure and then wage improvements on a pre-
dictable basis.? Third, this is the class where occupational “closure” is
commonly practiced in order to restrict competition. Neither rentiers nor
elite workers seek closure because the very nature of their class-conferring
attributes—extraordinary wealth or skills—suffices as a barrier to entry.
Common workers are not in this position since the more ordinary char-
acter of their skills puts them in danger of replacement. For this reason,
they seek to erect barriers to entry in the form of lengthy apprenticeships,
licensing requirements, and restrictions to immigration, among others.*?
The practice of erecting such barriers and, more generally, of seeking asso-
ciative defenses against possible redundancy is common to all members of
this class—whether teachers, clerks, carpenters, or truckers—and is what
defines them as occupants of a common social position.**

Unlike their elite counterparts, mode of remuneration is important for
common workers. This is the case because the ability to countermand
individual powerlessness through associative strategies varies with the
form of the employment contract. Regular salaried and waged workers
are in a much better position to come together in defense of their interests
than isolated home workers and those paid on a piece rate basis. Mutual
visibility and awareness of a common position among regular workers
facilitate their association and the search for occupational closure. This is
also the reason why corporate managers have energetically pursued em-
ployment flexibility in recent years—a codeword for breaking the power
of employee associations through fragmentation of the labor process and
the use of manifold subcontracting arrangements.’* The success of this
strategy has pushed a number of common workers into one of the two
remaining classes.

Common workers who find they are without regular waged employ-
ment have two options. One is to go into business for themselves, hoping
to earn a living through the provision of some good or service; the second
is to join the ranks of the permanently unemployed. The two options
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define the character of the remaining class positions. The small and often
informal enterprises that displaced workers start cannot be equated with
those established by members of the dominant classes because the latter
are driven by the logic of capital accumulation, while petty enterprise is
just a means for survival. Petty entrepreneurs commonly start their busi-
nesses in the absence of other options. The displaced factory technician
who sets himself up as an appliance repairman, the laid off steel worker
who starts driving a cab, or the redundant middle manager who begins a
“consulting” business provide familiar examples.

As with common workers, there is, of course, a wide range of variation
among petty entrepreneurs. Small salesmen have always harbored grand
visions of business success. Some actually do, accumulating capital, being
able to hire others, and achieving a measure of financial independence.
For the most part, however, it is a struggle just to keep small businesses
alive, which explains the high rate of bankruptcies and disappearances
among such firms.?” In general, petty enterprise, or self-employment as
it is labeled in the official statistics, runs parallel to regular wage and
salaried work, offering an alternative for people who must labor for a
living. That alternative ranges from bare survival to the seldom-fulfilled
prospect of building successful businesses that place their owners into the
ranks of the dominant classes.

This diversity of outcomes, added to the isolation of their workplaces,
renders the probability of joint political action by petty entrepreneurs
remote. The atomized character of petty enterprise is not divorced, of
course, from its resurgence in recent years and its articulation with the
flexible specialization strategies of large corporate firms. We will return
to this topic below as one of the principal illustrations of the explanatory
potential of this class typology.

Recent Marxist and neo-Marxist discussions of the class structure
generally conclude with the proletariat. This is a logical consequence of
classificatory criteria where a “minus” sign is assigned to wage workers
in all power-conferring resources. In Erik Wright’s scheme, for example,
the proletariat is the class that lacks control over the means of produc-
tion and control over the labor of others; in Nicos Poulantzas’s analysis,
it is the class that lacks control of the means of production and ideologi-
cal/political hegemony over others.*® This classificatory outcome is also
linked to Marx’s own writings in which only the reserve army of labor
and the lumpen rank below the proletariat. The reserve army is a theo-
retical construct that, when given concrete form, amounts essentially to
proletarians-in-waiting.** The lumpen is a derogatory concept, frequently
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invoked by Marx in his historical writings, but never dealt with in a sys-
tematic fashion.

Not surprisingly, the Marxist maps of the class structure end at this
point, omitting what is perhaps the most significant position among the
subordinate classes. This consists of a class of people who have been sys-
tematically expelled from regular employment without having the means
to establish themselves as independent entrepreneurs. Past successes of
proletarian organization and mobilization had the consequence of creat-
ing a protected work force eventually deemed too costly by their corpo-
rate employers. As large firms in the United States and Western Europe
became increasingly exposed to global competition, they confronted their
own secure and well-paid workers as a key obstacle to competitiveness.*’

Through a variety of strategic ploys, described at length in the spe-
cialized literature, the dominant classes succeeded in imposing the logic
of globalization on their unionized work forces, converting a significant
portion into “redundant workers.”*' The same ruthless logic led smaller
employers to avail themselves of the least expensive and most vulnerable
sources of labor, avoiding those touched by past experiences of class mo-
bilization. This practice added to the redundant labor force entire catego-
ries of people typified by employers as somehow undesirable:*

Employers exhibit a strong preference for just about any immigrant workers,
whether Mexican, Eastern European, or Oriental. Perhaps most resounding of
all in terms of employer “tastes” is the widespread concern with the quality
of particular categories of black workers . . . black job applicants, unlike their
white counterparts, must indicate to employers that the stereotypes do not ap-
ply to them. Inner city workers were seen as undesirable, and black applicants
had to signal to employers that they did not fall into those categories.*

Redundant workers, whether expelled by large firms or barred from
work by small and medium ones, do not readily fit into the conceptual
categories inherited from classic Marxism. They are not a “reserve army”
because no one intends to hire them, unless compelled to do so. Indeed,
their situation is commonly due to their prior condition as conscious and
organized workers and their subsequent displacement by more vulner-
able laborers.**

Nor are redundant workers part of the lumpen, if by that concept is
meant a class of petty criminals. While they may engage in informal and
illegal economic activities, these are commonly a consequence of their
class position rather than its defining feature. Unemployed factory work-
ers may start doing home repairs without a license or smuggling ciga-
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rettes across state lines; jobless minority youths may start selling drugs
on street corners, but these ventures follow from a common situation of
redundancy instead of causing it.*

The prime characteristic of this class, aside from its complete lack of
economic power, is the involuntary nature of its members’ situation. It
represents, in a sense, the living sequel of the defeat of past efforts by
organized segments of the working class to impose their will or, at least,
negotiate terms with capital. Successful past mobilizations had the unex-
pected consequence of turning secure and protected workers into princi-
pal adversaries of many corporate firms in the new globalized economy.
Managers’ efforts to redress this situation expelled tens of thousands of
common workers into the petty bourgeoisie or into straight redundancy.

Table 5.2 summarizes this typology by listing the main features of each
class and empirical indicators of its potential size. This map of the class
structure is intended as a counter to the three fallacies listed previously
by showing the significance of class position and presenting an alterna-
tive way of conceptualizing it. With this conceptual spadework done,
it is now possible to place this typology into motion for explanation of
specific processes relevant to economic sociology.

GLOBALIZATION AND FLEXIBLE SPECIALIZATION

Change always frightens people. And today the world’s economy is going
through two great changes. . . . The first change is that a lot of industrial pro-
duction is moving from the United States, Western Europe, and Japan to de-
veloping countries in Latin America, Southeast Asia, and Eastern Europe. . . .
The second change is that, in rich countries, the balance of economic activity
is shifting from manufacturing to services. . . . These trends have caused an
agonized debate about the “deindustrialization of the West.” . . . By the mid-
1980s, a lot of Americans had come to believe that their country’s industry
was being “hollowed out.” . . . A sudden cancer had gripped the entrails of
American industry.*

This is just one of the numerous accounts of capitalism’s new era ushered
by the onset of global competition and strategies to successfully cope
with it. The tone of these accounts is decidedly contradictory, with Marx-
ist and neo-Marxist versions being uniformly critical and neoliberal ones
being consistently celebratory. The changes that led to these contradic-
tory evaluations featured the gradual abandonment of Keynesian eco-
nomic policy—the reigning orthodoxy since the Great Depression—and



TABLE 5.2

A Typology of the American Class Structure

Economic Political Empirical
Classes Characteristics Characteristics Indicators
Dominant:
Grand Ownership or con-  National political ~ Annual incomes in
Capitalists trol of businesses influence based the tens of millions
of international on individual re- or higher; named
scope. Capital in sources and philanthropies and
the hundreds of contacts control of institu-
millions of dollars tions of national
and international
reach
Capitalists Ownership or con-  Local political in-  Annual incomes
trol of businesses fluence based in the millions;
of regional or na-  on individual re- named philanthro-
tional scope. Capi-  sources. National pies and control of
tal in the tens of influence through institutions of local
millions “lobbies” reach
Rentiers Diversified finan- Collective influ- Annual incomes in
cial/business in- ence through con-  the hundreds of
vestments in the tributions to busi-  thousands; paid
millions. No direct  ness associations work optional.
control of large representing large ~ Modest social or
firms numbers philanthropic rec-
ognition, but no
independent insti-
tutional presence
Subordinate:
Elite Workers ~ Possession of ex- Individual influ- Annual salaries in

ceptional skills in
demand by major
economic organiza-
tions. Rapid accu-
mulation of wealth
from paid work

ence based on per-
sonal fame and
occupational
distinction

the hundreds of
thousands.
Awards and hon-
ors based on ca-
reer achievements
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Common Possession of stan-  Collective Annual salaries
Workers dard occupational  influence based in the tens of
skills in demand on membership in  thousands; home
by employers. unions and other ownership as the
Little or no wealth  occupationally- principal form of
accumulation based organiza- investment. Little
tions. No personal  or no occupational
political influence  recognition
Petty Self-employment No individual Fluctuating annual
Entrepreneurs  insmall businesses  influence and incomes in the
requiring owner’s little collective tens of thousands;
labor. Provision of  solidarity because  higher incomes
goods and services  of isolated work in exceptional
to the public or un-  conditions cases. No occupa-
der subcontract to tional security or
larger firms recognition
Redundant Excluded from la-  No organized Fluctuating an-
Workers bor market be- mobilization and nual incomes in

cause of dated
skills or work atti-
tudes. Dependence
on government as-
sistance and ca-
sual work

primary focus on
day-to-day sur-
vival. Isolated
explosions of
discontent

the thousands.
Personal survival
through govern-
ment assistance,
informal work
and, in some
cases, petty crim-
inal activities

the resurrection of neoclassical free markets as the dominant economic
paradigm. This shift was accompanied by a momentous reallocation of
employment from industry to services in the advanced countries and by a
change in preexisting labor practices.*” For the most part, the story of in-
dustrial restructuring has been told with an emphasis on global competi-
tion, pioneered by Japan, and on the new industrial practices introduced
by Japanese firms—such as quality circles and just-in-time sourcing. It
is possible, however, to reinterpret the process in terms of class analysis
and, in particular, to place it in the framework provided by the preceding
typology.

During the post-World War II period, American corporate capital
forged a pact with organized labor that permitted gradual improvement
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in the incomes and life standards of common workers and the incorpora-
tion of women and minorities into this class. Both self-employment and
unemployment declined during the 1950s and 1960s, while the growth
of a giant mass of salaried workers created the requisite market for in-
dustrial production.*® Although strikes and other forms of labor conflict
continued, the fundamental situation was one of a symbiotic alliance
between the interests of capitalist firms and that of common workers,
insofar as wage and salary improvements for the latter expanded the
market for mass production.*

The rise of Japanese competition in autos and durable goods, followed
by the surge of other newly industrialized countries, broke the oligopo-
listic control exercised by American companies over domestic and global
markets. It made less and less sense to expand the mass of protected
workers when their demand for big-ticket items was increasingly met
from abroad. Instead, American capitalists confronted the challenge of
global competition by discarding the social pact with organized labor
and promoting flexibility and entrepreneurship. The latter included the
use of an increasing number of subcontractors—individuals and small
firms—to whom tasks previously performed by protected workers were
rechanneled. Thus, the class of petty entrepreneurs, formerly a declining
segment of the working population, rebounded under the impact of the
new strategy of productive decentralization and the simultaneous waves
of corporate downsizing.

The rate of self-employment ceased to decline in the 1970s and then
picked up while the proportion of unionized workers diminished rapidly.*
Flexibility also meant a rush to relocate industrial activities to cheaper
areas, including foreign countries. Along with managerial downsizing, this
policy displaced a sizable mass of salaried employees and wageworkers,
not all of whom could transform themselves into petty entrepreneurs. The
Reagan era brought in a wave of mergers and acquisitions and the rise of
the idea of “shareholder value.” When faced with strong foreign competi-
tion, American conglomerates simply divested themselves of assets rather
than seeking to produce better products or competed on price based on
relocation abroad of production facilities. In search of bottom-line prof-
its, acquisitions experts bought up undervalued industrial companies and
broke them up for their assets, throwing thousands out of work in the pro-
cess.’! This, in turn, ushered the era of unbridled financial capitalism that
was to lead the world to its worst global crisis in half a century in 2008.

In a few years, the American industrial belt became the rustbelt, leav-
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ing in its wake a mass of redundant labor. Industrial employment plum-
meted from over one-third of the labor force in 1950 to less than 15 per-
cent in 1996. A large number of displaced line workers, supervisors, and
middle managers not only became unemployed, but also unemployable
because of dated skills, seniority, or association with past trade union ac-
tivities. The story of formerly stable working-class communities ravaged
by plant closings and downsizing have been told in poignant terms by a
number of authors.*

With deindustrialization and industrial restructuring, the American la-
bor market ceased to resemble a pyramid, with opportunities for gradual
economic mobility for common workers distributed evenly from the bot-
tom up, to resemble an “hourglass,” with employment growth concen-
trated at the bottom (in low-paid service jobs) and at the top (in positions
requiring advanced educational credentials). Elite workers and selected
petty entrepreneurs, fostered by this economic transformation, fared well
on the basis of novel and advanced skills demanded by the new service
economy. These were the classes that buttressed the impression, by the late
1990s, that “everybody is getting rich,” as their own improved earnings
were reinforced by investments in a booming high technology sector.”

But this impression was faulty. While the median American household
net worth climbed 10 percent in the 1990s to about $80,000, almost
half of all households (43.8 percent) did not reach $25,000 and exactly
a third (33.0 percent) had annual incomes below this figure. Ten percent
of families achieved incomes over $100,000 by 1998, allowing them to
invest substantial amounts in stocks and other wealth-creating instru-
ments, but more than half (57 percent) of Americans did not own any
equities and fell ever further behind in terms of economic power.>* The
high-tech investment bubble and the notion of “shareholder value” took
hold during the 1990s, further benefiting owners and investors. Clearly,
flexibility and restructuring were not a universal good, but produced in-
stead a bifurcation of the social structure where the spectacular success
of some classes concealed the growing marginalization and relative im-
poverishment of others.

For common workers displaced by the process and unable to transform
themselves into petty entrepreneurs, the situation became bleak as they
were forced to compete, often in conditions of disadvantage, for the low-
wage service jobs at the bottom of the labor market. In the new competi-
tive economy brought about by global restructuring, employers of this
kind of labor have opted consistently for the most vulnerable sources,
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including recent immigrants. The shriveled industrial towns surrounding
closed plants, the block after block of boarded up urban housing where
the families of industrial workers used to live, and the clusters of idle men
on street corners stand as silent testimony of the underside of the postin-
dustrial economy. This redundant population, not the proletariat of old,
represents the true bottom of the modern class structure.>

The dominant classes were the principal beneficiaries of the processes
of industrial restructuring and flexible specialization, albeit with variants
and exceptions. Grand capital reaffirmed its global vocation, becoming
increasingly able to profit from investments at home and abroad. Under
the aegis of free trade policies, foisted on all countries—large and small—
by international finance organizations, global corporations became in-
creasingly able to access all consumers and all types of labor.’® As the
destruction of the old unionized industrial proletariat at home increased
flexibility, global corporations became able to reorganize production, ben-
efiting from de facto competition between domestic and foreign workers.

The success of these strategies directly strengthened the power of
those atop the class structure, and also enriched rentiers who invested
in their firms. The miraculous climb in American stock prizes during the
1990s was fueled, in part, by a growing confidence among members of
the rentier class in the ability of American corporations to confront the
challenges of international competition. The consolidation of “share-
holder value” as the dominant philosophy of American conglomerates
was a further boon for members of this class.”” Smaller firms producing
for the domestic market and unable to access the global strategy of the
majors suffered, however. This is especially true of industries using older
technologies, replicable in countries with cheaper labor. The American
textile, garment, and footwear industries offer poignant examples of the
wholesale disappearance of firms ravaged by the new economic order.
The losers were not only the workers, but the owners of these firms.*®

The process leading to the signing of the North American Free Trade
Agreement (NAFTA) in 1994 offers a good example of the divergent in-
terest of the propertied classes. Although supported by global banks and
large corporations (i.e., grand capital), NAFTA was fiercely opposed by
local capitalists, including small industrialists and growers, threatened by
a flood of cheap Mexican imports. Sectors of the Republican Party and
the Reform Party, which emerged at the time, gave political expression to
the interests of this class. Simultaneously, a strategic alliance was built be-
tween national unions and this sector of capital, an alliance that, though
ultimately unsuccessful, served to highlight the disjuncture of interests
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within the dominant classes and the costs to the old social order of the
process of globalization.*

These processes led to the relentless rise of economic inequality which,
as Douglas Massey, Richard Freeman, and others have noted, has brought
the United States to a level of economic disparity resembling that of a
third world country.®® This alarming rise in inequality has been docu-
mented in a number of official and academic reports, but its underlying
causes have not been accounted for satisfactorily. Class analysis brings
light to this process by showing that it is not a gradational or smooth
change in the distribution of income, but one characterized by sharp
“bumps” corresponding to different class positions. While capitalists,
rentiers, and some elite workers gained mightily in wealth and power,
common workers lost out, their organizations became feebler, and many
went on to engross the ranks of the struggling petty bourgeoisie and of
redundant labor. The next systemic crisis of the global system, brought
about by an unbridled financial bubble, was not only to impoverish fur-
ther the subordinate classes but also to seriously weaken the class of
rentiers. The way in which this downturn, which finally brought to an
end the era of neoliberalism, happened is discussed in the concluding
chapter.

IMMIGRATION

Flexible specialization and the movement of capital abroad have been
accompanied by the rise of labor migration into the advanced countries.
The same period that witnessed the demise of large segments of the pro-
tected industrial working-class in the United States and the successful
efforts of the International Monetary Fund and corporate conglomer-
ates to open up foreign markets also saw the resurgence of international
migration on a mass scale. Today, close to 14 percent of the American
population is foreign born, and the number of immigrants has been rising
six times faster than the native-born population during the last decade.
In cities like Los Angeles and New York, immigrants already constitute
one-third of the respective metropolitan populations. In Miami and bor-
der cities, they are an absolute majority.®’ The twin processes of capi-
talist globalization and labor immigration are, of course, not unrelated
but, for our purposes, the key point of interest is the relationship of the
class structure to this mass foreign inflow and its subsequent effects. As
seen previously, unskilled and semiskilled immigrants have contributed
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heavily to the supply of low-wage labor, competing with native workers
displaced by industrial restructuring. That competition has been most
marked in services and in the remnants of labor-intensive industry.®

At the other end of the spectrum, highly trained foreign scientists, en-
gineers, and professionals have contributed to enlarge the class of elite
workers and technologically savvy entrepreneurs. During the 1990s, over
100,000 persons classified as professionals, executives, and managers en-
tered the United States on an annual basis. Foreigners represent approxi-
mately one-third of the faculties in engineering schools; in 1993, they were
awarded 44 percent of all U.S. doctorates in science and engineering.®
The H-1B program, created by the 1990 Immigration Act, allowed the
mass hiring of foreign professionals and technicians on a temporary basis.
By 2002, the number of H-1B immigrants exceeded 200,000, most com-
ing from India and China. By 2006, they exceeded 400,000.5 Immigrant
scientists and professionals from such countries as India, the Philippines,
and Taiwan have annual incomes that significantly surpass those of the
native white population. Immigrant nationalities are also overrepresented
among petty entrepreneurs, with rates of self-employment as high as
15 percent for the Chinese, 18.2 percent for Cubans, and 34.2 percent
for Koreans, as compared with a national average of 9.7 percent in the
1990s.9

Thus, unlike the situation at the beginning of the twentieth century
in which immigrants entered mostly at the bottom of the American class
structure, at present they add to all the subordinate classes, including elite
workers and petty entrepreneurs. The presence of this new and diversi-
fied source of labor has benefited all dominant classes during the transi-
tion to a postindustrial economy, albeit for somewhat different reasons.
Mass immigration is compatible with the strategy of global flexibiliza-
tion of production promoted by grand capital, but has also contributed
to the survival of smaller firms threatened with extinction. Today, local
capitalists in all sectors—agriculture, services, and industry—regularly
avail themselves of immigrant labor as a means to increase flexibility and
lower production costs.*

The contemporary situation is one in which grand capital benefits di-
rectly from third world labor reserves by moving production facilities
abroad or by recruiting foreign professionals and scientists; local capital
benefits from the ready presence of foreign manual labor, much of it in an
unauthorized status.®” This is the reason why efforts to stop the foreign
labor flow or regularize the status of its manual component have been
actively resisted by lobbyists in the service of these classes.
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The only class negatively affected by immigration is common work-
ers, but, as seen previously, it lacks the internal cohesiveness and political
power to effectively oppose the flow. In areas of high immigrant concentra-
tion, native workers are commonly confronted with the options of turn-
ing themselves into petty entrepreneurs (and possibly hiring immigrants
themselves), migrating to other parts of the country, or joining the class of

TABLE 5.3

Immigration and the Class Structure

Type of

Immigration Class Effects
Dominant:

— Grand Capitalists +: Increases labor supply and
flexibility for firms. Facilitates
global organization of production.

— Capitalists +: Increases competitiveness with
imported goods; lowers labor costs.

— Rentiers +: Increases profitability of
investments in restructured firms;
adds to the supply of domestic and
personal service workers

Subordinate:

Scientists, Elite Workers +: Increases quality and diversity of

professionals, workers in high demand in various

artists sectors of the economy. Foreigners
supplement, but do not replace
native elite workers

Semiskilled and Common Workers —: Weakens labor organization

unskilled laborers and occupational closure; replaces
native common workers in several
sectors

Foreigners with Petty Entrepreneurs  —: Increases supply of goods

some capital and and services for the market;

business expertise facilitates subcontracting by large

and medium firms. Foreigners
supplement but do not replace
native entrepreneurs

— Redundant Workers  —: Contributes to expansion of this
class by rendering former common
workers uncompetitive
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redundant workers. Sectors employing mostly native workers are those re-
quiring specialized expertise, U.S. citizenship, and fluent English. All others
have become open to foreign competition.®® Table 5.3 outlines the relation-
ship between labor immigration and the American class structure. Based
on the balance of class forces analyzed here, it becomes clear that U.S.-
bound labor migration can be expected to continue indefinitely into the
future. Although the massive economic crisis, brought about by the end of
the financial bubble in 2008, has significantly slowed down the flow, it can
be expected to return to prior levels once conditions return to normal.®’

REPRISE

We can return now to the critique of the three fallacies at the start of the
chapter and see how the analysis just completed bears on it. Class analy-
sis would not be a useful approach to the phenomena of industrial re-
structuring and mass immigration if we restricted the term to consciously
mobilized social aggregates. To accept the realist fallacy—the postulate
that only a class-for-itself is real—would mean doing away with such
heuristic categories as elite workers and petty entrepreneurs since the
social aggregates to which they refer seldom act in unison or define
themselves as part of the same unit. For the same reason, the class of
“redundant workers” would disappear since, unlike the industrial prole-
tariat, marginalized workers seldom coalesce in defense of common in-
terests. In brief, by anticipating what should be examined, the realist fal-
lacy unduly narrows class analysis, depriving it of flexibility and scope.

Since classes-for-themselves are scarce these days, a logical conclusion
of the realist approach is that class analysis must be abandoned. This
would lead us directly into the classless fallacy and into the arms of those
for whom society is just an aggregate of individuals or a seamless web
of networks. The previous analyses of industrial restructuring and labor
migration are intended to show that a class perspective represents an in-
dispensable tool for understanding these social processes. As seen earlier,
the classless fallacy leads to an analysis of immigration in terms as super-
ficial as how much immigrants put into state coffers and how much they
take out of them. The same view of capitalist societies as a level playing
field would lead to an interpretation of the momentous changes wrought
by industrial restructuring as a result of supply and demand and market
competition. The specific effects of such changes on the various subordi-
nate classes would disappear from view.
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Lastly, the use of a class framework to interpret contemporary pro-
cesses of change is severely restricted if we have to depend on nineteenth-
century typologies. The capitalist class was not as differentiated in Marx’s
time as it is today, nor did the subordinate classes feature the same profile
as they do at present. Recent attempts to save Marx’s scheme through
the introduction of ad hoc criteria do not prove very helpful either. These
attempts are more preoccupied with achieving formal theoretical consis-
tency than with any specific practical application. Similarly, various at-
tempts to conflate elite workers, common workers, and the displaced into
a single modern “proletariat” obscure rather than clarify major effects of
contemporary capitalist restructuring.

These modified schemes may prove useful in other contexts, and a
nominalist perspective would readily grant their validity, if shown appli-
cable for other purposes. The reification fallacy deprives class analysts of
this flexibility by insisting on the primacy of the original Marxist typol-
ogy or its approved successors, even when it means forcing reality into
rigid and awkward molds. For class analysis to achieve its theoretical
potential, it is imperative to leave such efforts behind in favor of an ap-
proach as agile as the social processes that it is called upon to explain.

CONCLUSION

Class analysis has largely disappeared from view in modern economic so-
ciology. This may be what Richard Swedberg had in mind when he called
for the reintroduction of the concept of “interests” in the field’s theoreti-
cal framework.” Reasons for this abandonment have to do with the self-
defeating character of the realist fallacy and the intellectual contortions
needed to fit contemporary capitalist society into a nineteenth-century
framework. An emergent and reenergized field like economic sociology
appropriately views such exercises as useless baggage. Class analysis freed
from these rigidities has a useful, even necessary role in modern economic
sociology. It does so for at least three reasons:

First, by highlighting a major element of the social context in which
economic phenomena are “embedded.” Without a class perspective, so-
ciological analyses of the economy are limited to social networks, social
interactions, and their immediate effects. While valuable, these analyses
are incomplete because they neglect the broader framework created by
stable differentials in interests and power. We would thus be back into
the classless fallacy that, in economic sociology, takes the form of a focus



100 e Chapter Five

on interactional patterns among individual actors and their crystalliza-
tion into microstructures, oblivious of the macrostructures within which
such interactions take place.

Second, by situating and hence clarifying the scope of sociological
analyses of the economy. As Neil Fligstein has noted, in a related context:
“There are many sociological analyses that do not situate market struc-
tures in larger institutional contexts. Network analyses often ignore fac-
tors not associated with conventional network measures in their analyses
of firms and markets.””' Eonomic sociology has gained much purchase
by studying interactional patterns among actors situated at the “heights”
of the class structure: government decision-makers and corporate manag-
ers; central bank governors; firms bent on monopoly and entrepreneurial
challengers; determinants of firm creation, consolidation, and failure.”
While this is an exciting literature, its common neglect of a class perspec-
tive obscures the socioeconomic level at which the studied interactions
are situated and their potential effects on others. For it is not the case that
corporate managers’ decision to focus on “shareholder value” or gov-
ernment policies favoring some sectors of the economy to the neglect of
others are self-contained. They have major consequences that filter down
from the heights of the class structure to the majority of the population,
grouped in the subordinate classes.

Third, class is a concept that has “legs” and can travel. It is not a meta-
theoretical assumption, but a measurable reality and, as such, amenable
to incorporation into testable propositions. Freed from the fallacies of
the past, class represents a midrange ideal type that can be flexibly de-
fined, integrating part of an indispensable tool kit for the sociological
analysis of the economy. Put differently, class systems are not only a key
component of the macrosocial context in which economic processes are
embedded, but they are themselves objects of study as determinants and
consequences of such processes. How the capitalist class has evolved over
time, what led to the demise or reduction of the industrial proletariat,
and what accounts for the rise of an informal working class are examples
of such questions. The next chapter illustrates this form of inquiry in an
altogether different setting.



CHAPTER SIX

Social Class (Continued)

THIS CHAPTER EXTENDS the preceding analysis of social class with an
empirical application. Its purpose is to show how definitions of classes
can vary with the social context and how, despite this variation, it con-
tinues to be central for analyzing concrete processes of economic and
social change.! The context in question is Latin America in the late years
of the twentieth century, and the problem at hand is the impact on so-
ciety of radical economic adjustment programs in the region, inspired
by the neoclassical school of economics and supported by influential or-
ganizations such as the U.S. Treasury and the International Monetary
Fund.

During the last decade of the twentieth century, Latin America ex-
perienced a momentous change as country after country abandoned
the autonomous industrialization path advocated by its own intellec-
tuals of an earlier period and embraced a new model of development
based on open economies and global competition. Neoliberalism, as
this model is dubbed, is actually a throwback to an earlier era when
Latin American countries participated in the world economy on the
basis of their differential advantages as producers of primary goods
while importing manufacturers and technology from the industrialized
world.

The policies advocated by the resurrected liberal orthodoxy and the
“Washington consensus” that gave it ideological momentum have been
described at length in the contemporary social science literature.? Less
studied have been the effects of this profound reorientation of Latin
American countries on their social structures and, in particular, their
long-term patterns of social stratification. As seen in the case of the Mex-
ican privatization program, described in chapter 4, neoliberal reforms
were imposed from the heights of the power structure of these countries
without consensus and often against active opposition from below. As an
explanatory mechanism, social class helps us better understand what fac-
tors led to the implementation of these policies and what effects they had
in these societies. This analytic lens is absent in conventional reports on
the region by international agencies, affected by the classless fallacy.?
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CLASS STRUCTURES IN CENTER AND PERIPHERY

As seen in the prior chapter, the concept of social class refers to discrete
and durable categories of the population characterized by differential ac-
cess to power-conferring resources and related life chances. In advanced
capitalist societies, such class-defining resources are explicitly tied to
markets and the ability of individuals to compete effectively in them.*
The common advantage of class analysis, both classic and contemporary,
is its focus on the causes of inequality and poverty and not just its sur-
face manifestations, as commonly done in standard official publications.
In exploring the class structure of particular societies, the analyst seeks
to uncover not only those key social aggregates defined by common life
chances, but also the ways in which some groups consciously attempt to
stabilize the social order in defense of their privileged situation and in
which other groups seek to subvert it to improve their lot.’

Systematic analyses of the class structure of the advanced societies
have been based on the criteria of control over the means of production,
control over the labor of others, and control over scarce intellectual as-
sets. Based on these criteria, such authors as Erik Wright, John Gold-
thorpe, and Terry Clark and Seymour Lipset have sought to map the
basic configuration of classes in the United States, the United Kingdom,
and other European countries.® The analysis presented in the prior chap-
ter is an alternative to these exercises, although based on comparable cri-
teria. Latin America, however, is different in that a significant proportion
of the population is not incorporated into fully commodified, regulated
labor relations, but survives at their margin in a variety of subsistence
and semiclandestine activities.

In Marxist terms, the difference between the global economic centers
and peripheries, such as Latin America, lies in the imperfect develop-
ment of modern capitalist relations in the latter and, hence, the coexis-
tence of different modes of production—modern, petty entrepreneurial,
and subsistence. For a number of authors in this tradition, the articu-
lation among these various modes of production provides the key for
understanding the dynamics of peripheral capitalism and the emergence
of unequal exchange between colonies and semicolonies and the global
capitalist centers.”

Regardless of whether this or another theoretical framework is em-
ployed, the fact remains that social classes such as the proletariat can be
defined as relatively homogenous entities in the advanced societies while,
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in the periphery, they are segmented by their limited incorporation into
fully monetized, legally regulated economic relations. Immanuel Waller-
stein referred to workers only partially incorporated into modern capital-
ist relations as the semiproletariat, although small entrepreneurs can also
be found on both sides of this structural divide.®

Juxtaposing class-defining criteria in the advanced societies with the
structural conditions found under peripheral capitalism yields the array
of assets presented in the top row of table 6.1. By noting whether indi-
viduals have access (+) or not (-) to each of these assets, we can arrive at
a typology of the class structure of Latin American societies. This typol-
ogy follows a Guttman-like logic in which each successively inferior class
is defined by the lack of one or more of the resources available to its pre-
decessors. Comparing this map with that of the American class structure
in the prior chapter, it becomes clear that while the latter required a more
refined differentiation of the dominant classes, the present analysis shifts
emphasis to the bottom classes whose characteristics are distinct. These
are described next.

LATIN AMERICAN CLASSES DURING THE NEOLIBERAL ERA

As in the advanced countries, dominant classes in Latin America are de-
fined by control of key power-conferring resources in the capitalist mar-
ket. Owners of large-scale means of production sit atop the class struc-
ture. This group, labeled capitalists, is operationally defined as large and
medium-sized employers in private firms. Estimates based on household
surveys representing three-fourths or more of the total Latin American
population indicate that the size of this first class fluctuates between
1 and 2 percent of the economically active population (EAP) in every
country.’

Senior executives are top-level administrators of large and medium
private or public firms and state institutions. While lacking direct owner-
ship of capital, senior executives run sizable organizations controlling
large, bureaucratically organized labor forces. Next to employers, they
commonly receive the highest average incomes. The available estimates
put the size of this class as between 1 and 5 percent of the EAP in differ-
ent Latin American countries.

The next echelon is occupied by professionals, defined as university-
trained elite workers employed by private firms and public institutions to



TABLE 6.1
The Latin American Class Structure

Defining Criteria

Control of Control Control of Protected
Control of impersonal, of scarce, subsidiary, and
capital and  bureaucratically-  highly- technical- regulated
means of organized labor valued  administrative  under the Mode of % of labor
Class Membership production force skills skills law remuneration force!

I. Capitalists ~ Proprietors and
managing partners of + + + + + Profits 1.8
large/medium firms

II. Executives  Managers and

administrators of Salaries and
large/medium firms _ + + + + bonuses
and public tied to profits 1.6
institutions

III. Elite University-trained

workers salaried Salaries tied
professionals in _ _ + + + to scarce 2.8
public service and knowledge
large/medium

private firms

IV. Petty Own-account
bourgeoisie professionals and
technicians, and
micro entrepreneurs + _ +/— + +/— Profits 8.5

with personally
supervised staff




TABLE 6.1 (continued)

Defining Criteria

Control of Control Control of Protected
Control of impersonal, of scarce, subsidiary, and
capital and  bureaucratically-  highly- technical- regulated
means of organized labor valued  administrative — under the Mode of % of labor
Class Membership production force skills skills law remuneration force'
Va. Nonmanual Vocationally trained Salaries
formal salaried technicians subject to
proletariat and white-collar _ _ _ + + legal 12.4
employees regulation
Vb. Manual Skilled and unskilled Wages
formal waged workers with subject to
proletariat labor contracts _ _ _ _ + legal 23.4
regulation
VI. Informal Noncontractual Unregulated
Proletariat waged workers, wages, irregular
casual vendors, _ _ _ _ _ profits,
and unpaid family nonmonetary 45.9
workers compensation

"Weighted average of data from eight Latin American countries that jointly comprise three-fourths of the regional economically active population.
These countries are presented in table 6.2. Figures do not add to 100% because 3.6% of workers were reported as “unclassified.”
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staff positions of high responsibility. They neither control large amounts
of capital nor command large numbers of workers, but derive their
position from scarce expertise required by corporations and government
agencies. This class is akin to that of elite workers in the United States,
as described previously, except that, in this case, they are identified less
by extraordinary abilities than by university credentials. Estimates of the
relative presence of professionals in their countries’ respective population
go as high as 10 percent but, for the region as a whole they represent no
more than 5 percent of the EAP according to most recent surveys.'°

Jointly, large and medium employers, senior executives, and profes-
sionals comprise the dominant classes in all Latin American countries
(with the exception of Cuba). As we will see, their remunerations far ex-
ceed the average in their respective nations although they come in differ-
ent forms: capitalists receive profits, executives earn salaries and bonuses
tied to profits of the organizations they lead, and professionals receive
salaries commensurate with the value and scarcity of the expertise they
command. While the relative presence of these classes fluctuates among
specific countries, for Latin America as a whole they represent approxi-
mately 10 percent of the EAP. This decile can be confidently expected to
be at the top of the regional and national income distributions.

The next social class corresponds to the classic Marxist description
of the petty bourgeoisie except that, in peripheral societies, it assumes a
distinct form. This is dictated by the superimposition of modern capital-
ist and various informal modes of economic organization. The principal
characteristics of this group—commonly labeled microentreprenenrs—is
the possession of some monetary resources; some professional, technical,
or artisanal skills; and the employment of a small number of workers
supervised on a direct, face-to-face basis.

This class is quite similar to that of petty entrepreneurs in the United
States and its members engage in these tasks for similar reasons, namely
lack of opportunities in salaried employment. However, the social posi-
tion and economic function of this class is distinct. In Latin America,
microentrepreneurs have traditionally performed the role of linking the
modern capitalist economy, led by the dominant classes, with the mass of
informal workers at the bottom of society. Microentrepreneurs organize
this labor to produce low-cost goods and services for consumers and
low-cost inputs subcontracted by the large firms. Several authors have
argued that this role is fundamental both for the survival of the poor and
the continuation of the capital accumulation process, as it takes place in
these economies.!!
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During the 1990s, the petty bourgeoisie acquired a new function in
Latin America as a place of refuge for public servants, salaried profes-
sionals, and other workers displaced by neoliberal adjustment policies.
Public sector employment, which constituted the backbone of the urban
middle class in many countries, declined significantly during this decade.
This loss was not compensated by growth in private employment, forc-
ing displaced employees to create their own economic solutions in petty
enterprise. As a result, petty entrepreneurship became #he major source
of employment creation in the region. Between 1990 and 1998, of every
one hundred new urban jobs, thirty were created in small enterprises and
another twenty-nine in self-employment, proportions vastly larger than
those registered during previous decades.'?

Consequences of the application of the neoliberal model in Latin
America ran parallel to those of industrial restructuring in the United
States. In both instances, labor market flexibilization led to rises in self-
employment, as those displaced from protected jobs in private industry
and public service had to invent new forms of employment. As in the
United States, benefits of “market opening” and “flexibilization” con-
centrated disproportionately in the dominant classes, a trend to be dem-
onstrated below.

The formal proletariat corresponds to workers in industry, services,
and agriculture who are protected by labor laws and covered by legally
mandated systems of health care, disability, and retirement. This class can
be divided, in turn, into an upper echelon of salaried white-collar work-
ers and technicians and a lower one of blue-collar industrial and service
workers and rural laborers in modern agricultural enterprises. Jointly,
this class represented approximately 35 percent of the Latin American
regional EAP in 2000 although, as will be shown, the figure varies widely
among countries.

During the post=World War Il era and up to the 1980s, formal waged
employment grew steadily, although it never succeeded in absorbing all
of the Latin American labor force. Between 1950 and 1980, 60 percent
of all new employment was created in the formal sector, with govern-
ment being responsible for 15 percent and modern large and medium
enterprises for the remaining 45 percent.'’ During the 1990s, however,
the situation changed dramatically, with the modern private sector re-
ducing its share of employment creation to 20 percent and the govern-
ment actually shrinking. As a result, the class of formal workers did not
continue to expand, but remained stagnant or actually declined in many
countries.'*
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Most accounts of the class structure of the advanced societies end with
the formal proletariat, defined as the class that lacks access to the means
of production and has only its own labor to sell. As seen in the previ-
ous chapter, only the class of “redundant workers” can be identified in
the United States as below the proletariat. In Latin America, as in other
peripheral regions, this account would be incomplete because of the ex-
istence of a large mass of workers excluded from the modern capital-
ist sector who must procure a living through unregulated employment
or direct subsistence activities. In the 1960s, these workers were labeled
the marginal mass to denote their exclusion from the modern economy.
Subsequent research documented their links with the modern economy
and the manifold ways in which their activities contribute to capitalist
accumulation.’

One of these ways is furnishing labor for firms organized by petty
entrepreneurs who, in turn, supply low-cost goods and services to con-
sumers and cheap inputs to large enterprises.'® For this reason, this class
is best labeled the informal proletariat. Operationally, it is defined as
the sum total of own account workers (minus professionals and techni-
cians), unpaid family workers, domestic servants, and waged workers
without social security and other legal protections in industry, services,
and agriculture. The vast majority of labor in microenterprises is infor-
mal, but there are also informal workers in large and medium firms.
These are mostly temporary workers hired off the books and without
contracts.

The evolution of the informal proletariat in Latin America represents
the exact obverse of the formal working class. The proportion of infor-
mal workers shrank, slowly but steadily, during the post—-World War II
decades, corresponding to the period of application of import substitu-
tion policies. The modern sector created the majority of new employment
during this period, slowly contracting the informal proletariat. That trend
reversed during the neoliberal era as the modern industrial sector was
ravaged by cheap imports under the new “open markets” doctrine. As a
result, the informal proletariat did not continue its decline, but actually
grew during the 1990s.

According to the International Labour Organization (ILO), informal
employment amounted to 44.4 percent of the Latin American urban EAP
in 1990 and 47.9 percent in 1998.7 The rise of the informal proletariat
is reproduced in almost every country of the region and is interpretable
as the popular counterpart to the rise of petty entrepreneurship among
former salaried government employees and private sector professionals
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and technicians. A sizable proportion of the informal working class is
formed by own account workers—vendors and other low-skilled person-
nel forced to survive through the least remunerative forms of enterprise.
From this overview, it is evident that neoliberal policies during the 1980s
and 1990s quantitatively weakened the class that could most effectively
challenge the power of elites—the organized formal proletariat. It sent
vast swathes of its members into the informal sector; by the very charac-
ter of their situation, informal workers and entrepreneurs appeared least
able to mount effective resistance to the established order. This was, at
least, the expectation of architects of the new model. As we shall see be-
low, the course of history did not follow that expectation, taking instead
an unanticipated turn.

MEASURING THE LATIN AMERICAN CLASS STRUCTURE

Official statistics neither use the term social class, nor report figures based
on it. For this reason, it is not possible to arrive at precise estimates of the
size and evolution of the different classes on the basis of census figures. In
recent years, various international agencies have been conducting studies
of the informal sector in Latin American countries that produced useful
approximations to the informal working class. More importantly, the
Economic Commission for Latin America and the Caribbean (ECLAC)
has carried out a detailed study of occupational and income stratification
in eight Latin American countries that jointly contain 73.5 percent of
the region’s population. The detailed occupational tabulations produced
by this study form the basis for the regional estimates presented in table
6.1 and also allow fairly close approximations to the size of each of the
social classes described in the prior section. These estimates are presented
in table 6.2.

The capitalist class is operationally defined as owners of firms of more
than five workers. These figures are an overestimate since small employ-
ers, owners of firms employing between five and twenty persons, are
probably closer to the category of microentrepreneurs than that of true
capitalists. Even taking this overestimate into account, the proportion of
the EAP represented by the capitalist class is minimal in all countries. If
small entrepreneurs are excluded, these already low estimates would be
cut by 50 percent or more.

The next two classes are defined empirically as executives and admin-
istrators in public agencies and private firms employed more than five



TABLE 6.2
The Class Structure of Selected Latin American Countries, 2000*

Costa
Brazil Chile Colombia Rica El Salvador Mexico Panama Venezuela
% % % % % % % %

I. Capitalists 2.0 1.5 2.2 1.7 1.2 1.6 0.8 1.4
II. Executives 1.8 1.1 0.8 2.4 1.5 1.3 5.2 2.5
III. Professionals 1.4 6.9 7.7 3.2 2.3 2.8 5.2 10.0
Dominant Classes: 5.2 9.5 10.7 7.3 5.0 5.7 11.2 13.9
IV. Petty Bourgeoisie 7.4 9.4 9.3 10.8 11.8 9.4 8.3 11.2
Va. Nonmanual 12.7 16.2 7.9 14.1 10.5 13.7 16.3 9.2
Formal Proletariat
Vb. Manual Formal
Proletariat:  (I) 25.3 33.7 31.9 32.8 27.5 30.9 23.8 33.6

(IT) 20.7 29.0 271 28.2 22.5 25.4 20.9 27.2
VI. Informal
Proletariat:  (I) 43.5 30.2 40.1 34.3 45.0 40.2 40.1 31.6

(II) 48.1 34.9 44.9 38.9 50.0 45.7 43.0 38.0
Unclassified 5.9 1.0 0.1 0.7 0.2 0.1 0.3 0.5
Totals 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

* Percentages of the national working population aged 15 or over.
Sources: Economic Commission for Latin America and the Caribbean, Panorama Social, table 11; International Labour Organization/Lima, Pan-
orama Laboral, table 8-P.
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workers (Class IT) and as salaried professionals employing by the same
agencies or firms (Class III). Again these are overestimates for the same
reasons given previously but, even after taking this bias into account, the
sum total of the three dominant classes barely reaches 10 percent of the
population, falling below that figure in most countries and exceeding it
by a small margin in only three.

The available data do not allow us to distinguish between formal and
informal microentrepreneurs. Detailed studies in particular cities indicate
that a large proportion of microenterprises are entirely informal and that
others operate in a twilight zone, complying with some regulations, but
escaping others. Emilio Klein and Victor Tokman report that, in 1998,
between 65 and 80 percent of workers in these firms did not have medical
insurance or social security.!®* Owners of such firms, employing up to five
workers, plus own account professionals and technicians, comprise the
petty bourgeoisie. It represents another 10 percent of the Latin American
EAP. Despite its internal heterogeneity, the relative size of this class is
remarkably consistent across the eight countries studied.

These figures imply that the subordinate classes, broadly defined, com-
prise approximately 80 percent of the Latin American population. These
classes are not homogenous, however, and must be disaggregated fur-
ther for a proper understanding of the dynamics at play. The nonmanual
formal working class, composed of salaried technicians and subordinate
white-collar employees, accounts for another 15 percent of the regional
EAP, although the figure fluctuates between a low of 8 percent and a high
of 16 percent across countries.

Table 6.2 presents two estimates of the manual formal proletariat. The
first is the sum total of waged workers in small, medium, and large urban
firms plus agricultural workers in medium and large modern enterprises.
These figures assume that all such workers are covered by labor contracts
and existing legal regulations. This assumption yields an overestimate
because some workers in formal enterprises are paid off the books and
lack legal protection. The ECLAC study provides no data to adjust these
series. However, a second set of tabulations by the International Labour
Organization presents the proportion of workers in the formal sector
(defined as government employees and workers in small, medium, and
large private firms) who do not contribute to the national social security
system.

Social security coverage can be used as a reasonable proxy for formal
employment. The average coverage for workers in formal sector firms
is 80 percent, and the figure is remarkably consistent across years and
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across countries. This statistic suggests that approximately one-fifth of
the labor force in the presumably formal sector of the economy is com-
posed of unprotected workers. I use national figures on social security
coverage to adjust the initial estimates and present results in the next row
of table 6.2. Based on these figures, the manual formal proletariat fluctu-
ates between 20 and 30 percent of the adult working population, and it
does not exceed one-third of the EAP in any country.

Estimates of the proportions of the working population represented by
the informal proletariat are the obverse of these series. The table presents
two estimates. The first represents the sum total of own account work-
ers, minus professionals and technicians, plus workers in urban micro-
enterprises, small rural enterprises, domestic servants, and unpaid family
laborers. These figures underestimate the informal proletariat for the same
reasons given previously, namely the exclusion of unprotected workers
in larger firms. The second series adjust for this undercount with the
same figures used to reestimate the formal working class. Based on these
calculations, the informal proletariat fluctuates between one-third and
one-half of the employed population, the figure being no lower than one-
third in any country. This makes informal workers the largest class ev-
erywbhere. Put differently, the numerically most important segment of the
employed population in Latin America is the one excluded from modern
capitalist relations and which must survive through unregulated work.
As seen previously, the era of neoliberal adjustment saw an increase in the
size of this class, reversing the progress achieved in the prior decades.

OccuPATIONAL INCOMES AND THE CLASS STRUCTURE

It is well known that Latin America as a whole features the most un-
equal distribution of wealth and income in the world.” A look at this
situation from a class perspective clarifies how particular sectors of the
population are positioned in this distribution and how their condition
has evolved over time. Income inequality during the decade of neoliberal-
ism increased significantly for the region and, with exceptions, for each
individual country. By 1998, the regional Gini index of inequality had
inched up to reach the same value that it had in 1970 (0.52). This means
that the top 5 percent of the population received incomes that were twice
those of the comparable group in the Organization for Economic Co-
Operation and Development (OECD) countries, while the bottom 30
percent survived on 7.5 percent of the total income or only 60 percent
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of the respective proportion in the advanced nations. However, if the
Gini index is computed on the bottom 90 percent of the Latin American
population, its value would only be 0.36, which is similar to that of the
United States.

Since the three dominant classes comprise about one decile of the
population, this finding is interpretable as indicating that all the excess
income inequality of the region is attributable to the combined share of
income received by these classes. Simultaneously, this produces a situa-
tion in which 75 percent of the employed population, corresponding ap-
proximately to the sum of the formal and informal proletariats, does not
generate enough income from their jobs to surpass the poverty level.?
This implies that with few national exceptions, to be a worker in Latin
America means to be poor.

The same study of eight Latin American countries cited previously
divides the national EAP into four useful categories that correspond to
distinct positions in the class structure. The three dominant classes (em-
ployers, executives/managers, university professionals) comprise 9.4 per-
cent of the work force in these countries and receive average earnings of
13.7 times the per capita poverty line. The intermediate classes—petty
entrepreneurs and nonmanual formal workers (technicians, lower-
educated professionals, administrative employees) account for 13.9 per-
cent of the workforce and receive earnings of five times the poverty line.

The manual proletariat (formal and informal) earns incomes of less
than four times the poverty line, a level too low to lift the average family
out of poverty.?! This category is subdivided by the ECLAC study into
two subgroups: (a) urban workers in commerce and blue-collar work-
ers and artisans (comprising a mix of formal and informal proletarians)
represent 38.7 percent of all employed persons with average incomes of
3.5 times the poverty line; (b) service workers and agricultural laborers
(overwhelmingly informal) account for 34.5 percent of the labor force
and receive incomes of just twice the poverty line.

It is possible, on the basis of these figures, to compute average incomes
reflecting major divisions in the class structure of individual countries.
We do this and report the results in table 6.3. Two facts become imme-
diately obvious. First, the enormous disparities in incomes between the
dominant classes, especially capitalists, and the rest of the population.
Second, the wide variation across countries. Average income levels of the
dominant classes are underestimated because they include owners and
managers of microenterprises who are part of the petty bourgeoisie and
who receive much lower incomes. Even after rolling microenterpreneurs



TABLE 6.3
Average Incomes by Social Class in Eight Latin American Nations, 1997"

Costa
Classes Brazil Chile Colombia Rica El Salvador =~ Mexico  Panama Venezuela
Dominant:
Employers 18.4 34.6 9.4 8.8 8.1 14.0 15.6 11.4
Executives 12.3 16.2 9.0 12.1 11.3 11.0 10.2 6.6
Professionals 20.5 15.4 6.8 11.3 8.8 7.8 13.0 4.9
Intermediate:?
Nonmanual workers 5.7 7.0 4.1 7.0 5.0 4.1 5.7 2.43
(technicians and white-collar
employees)
Subordinate:?
Quasi-formal proletariat 4.1 4.8 2.9 4.9 2.8 2.6 4.5 3.4
(blue collar workers and
artisans/workers in commerce)
Informal Proletariat:
(Service workers and 1.7 3.4 2.4 3.8 1.9 2.2 3.6 2.9
agricultural laborers)
Total: 4.5 7.4 3.5 5.7 3.3 3.4 5.2 3.7
In multiples of the national poverty line.
2Weighted averages.

*Includes administrative employees only.
Source: Economic Commission for Latin America and the Caribbean, Panorama Social, table 4.
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into the employer class, the income ratio of this group as a whole to that
of informal workers is 6 to 1 in Mexico, 10 to 1 in Chile, and 11 to 1 in
Brazil.

Within this general picture, these are significant variations. The most
egalitarian nation is obviously Costa Rica, where both formal and infor-
mal workers receive the highest relative incomes and where the ratio of
this figure to the average for the dominant classes is less than 3 to 1. At
the other extreme, we find Brazil and Chile with the important difference
that, in Brazil, the average income of informal workers is less than twice
the poverty level, while in Chile it is almost four times that figure. Chile
has the highest absolute incomes of all the countries considered, which
leads to the paradoxical situation in which extreme inequality coexists
with the gradual reduction of poverty among the subordinate classes.??
Such is not the case in Brazil or even in Mexico where those at the bottom
must subsist on wages that, in the absence of other sources of income,
condemn them to poverty.

The available data also allow a glimpse of the evolution of income
inequality within the class structure during the last two decades. While
the series are available for a larger number of countries, they contain sev-
eral limitations that reduce their utility. First, figures are limited to urban
areas and, in the cases of Argentina and Paraguay, to the capital city. Sec-
ond, they are reported for different years, depending on the timing of the
national census or household surveys. Third, they are based on categories
that obscure the relative income levels accruing to the different classes. In
particular, the category “employers” includes owners of firms of all sizes.
Microentrepreneurs, who are far more numerous than medium and large
employers, swamp these figures, leading to significant underestimates of
the actual incomes of the capitalist class.

More useful are the figures for total average incomes and for micro-
entrepreneurs, formal sector workers, and the different components of
the informal proletariat. These categories are defined consistently across
years and between countries. The available series are presented in table
6.4. They indicate that, for most Latin American countries, average ur-
ban incomes either stagnated or declined during the period of neoliberal
adjustment. In Brazil and Mexico, they declined fractionally—from 5.6
and 4.8 multiples of the per capita poverty line in the early 1980s, to
5.0 and 4.1 in the late 1990s. In Uruguay and Venezuela, however, the
decline was much more dramatic, reducing average incomes by one-third
in Uruguay and by more than 50 percent in Venezuela.



TABLE 6.4

Evolution of Average Occupational Incomes by Social Classes in Latin America

1

Informal Workers

Professionals/ Micro- Formal Waged Own Domestic

Country Year  Total Employers? Technicians entrepreneurs®  Workers*  Laborers’  Account  Servants
Argentina® 1980 6.9 19.3 15.6 18.4 6.6 5.1 5.2 3.1
1990 6.4 20.6 9.4 18.4 4.5 3.6 7.2 3.5
1997 7.2 24.2 -- 23.1 -- - - 2.6
Bolivia 1989 4.2 16.2 7.7 11.8 3.6 2.7 3.8 1.6
1994 3.5 10.3 7.3 8.1 2.7 2.0 2.2 1.0
1997 3.6 10.1 8.8 7.1 3.2 2.2 2.3 1.1
Brazil 1979 5.6 21.8 9.4 16.6 4.8 2.5 5.2 1.1
1990 4.7 16.1 8.2 11.37 3.8 2.6 3.4 1.0
1996 5.0 19.1 10.7 14.0 3.9 2.5 3.7 1.5
Chile 1990 4.7 24.8 7.4 19.0 3.5 2.4 5.0 1.4
1994 6.2 33.7 9.6 18.0 4.0 2.9 6.3 2.0
1998 7.4 33.8 11.7 24.5 4.3 3.0 8.6 2.2

"Urban areas only. Figures are in multiples of the per capita poverty line for each country/year.

2All employers, including microentrepreneurs.
3Owners of firms employing up to 5 workers.
“Workers in firms employing 5 or more workers.

SWorkers in microenterprises with less than 5 workers.

*Buenos Aires metropolitan area.

“Figure is for 1993.



TABLE 6.4 (continued")

Informal Workers

Professionals/ Micro- Formal Waged Own  Domestic

Country Year  Total —Employers? Technicians entrepreneurs’ Workers* Laborers®  Account  Servants
Colombia 1980 4.0 17.1 8.3 -- 2.2 - 3.7 2.1
1994 3.8 13.1 7.9 -- 2.6 - 3.0 1.7
1997 3.8 10.9 6.9 -- 2.7 - 2.9 1.6
Costa Rica 1981 6.6 13.1 11.4 12.9 4.8 3.5 6.9 1.8
1994 5.2 10.8 8.4 9.2 4.4 3.6 4.0 1.6
1997 5.6 8.4 9.0 7.4 4.8 3.2 3.6 1.8
Ecuador 1990 2.8 4.8 6.0 4.0 2.9 2.3 1.9 0.8
1994 2.9 6.6 5.2 6.1 2.6 1.9 2.0 0.9
1997 3.0 6.6 5.7 6.5 2.9 1.8 2.1 0.9
Mexico 1984 4.8 14.8 8.8 13.3 4.4 - 1.7 4.1
1994 4.4 18.3 9.5 13.8 3.0 1.7 1.2 3.3
1998 4.1 18.2 6.9 11.7 3.1 1.9 1.3 2.6
Panama 1979 5.6 6.5 13.6 -- 5.0 -- 2.9 1.4
1991 5.0 11.8 9.4 7.7 4.1 2.6 2.3 1.3
1997 5.6 15.4 10.0 11.6 4.1 2.6 3.4 1.4

'Urban areas only. Figures are in multiples of the per capita poverty line for each country/year.
2All employers, including microentrepreneurs.
3Owners of firms employing up to 5 workers.
“Workers in firms employing 5 or more workers.
SWorkers in microenterprises with less than 5 workers.
(continued on next page)



TABLE 6.4 (continued")

Informal Workers

Professionals/ Micro- Formal Waged Own Domestic

Country Year  Total Employers®  Technicians entrepreneurs’ Workers* Laborers®  Account  Servants
Paraguay® 1986 3.1 9.0 6.9 7.6 2.6 1.7 2.2 0.7
1990 3.4 10.3 4.7 8.2 2.6 1.8 3.8 0.8
1996 3.6 10.6 6.5 7.2 3.1 2.3 2.8 1.2
Uruguay 1981 6.8 23.6 10.0 19.9 4.1 3.0 1.8 8.1
1990 4.3 12.0 7.6 8.9 3.7 2.5 1.5 5.1
1997 4.9 11.5 9.8 9.8 4.6 3.0 1.8 3.5
Venezuela 1981 7.6 11.6 14.9 11.0 6.9 6.7 4.9 4.1
1990 4.5 11.9 6.6 9.5 3.6 2.5 4.3 2.1
1997 3.6 11.2 5.8 9.4 2.4 1.7 3.9 1.4

'Urban areas only. Figures are in multiples of the per capita poverty line for each country/year.

2All employers, including microentrepreneurs.

3Owners of firms employing up to 5 workers.

*Workers in firms employing 5 or more workers.

SWorkers in microenterprises with less than 5 workers.

®Asunci6n only.

Source: Economic Commission for Latin America and the Caribbean, Panorama Social, tables 6, 11.
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The clear exception to this pattern is Chile where incomes increased
by 57 percent during the 1990s. Reflecting this favorable scenario, the
incomes of all classes rose in agreement with the conventional economic
expectation that a “rising tide lifts all boats.”?* However, the “lifting”
was unequal. Employers as a group increased their share from twenty-
five times the poverty line to thirty-four times, while formal sector work-
ers only rose from 3.5 to 4.3. As a result, the income gap between the
two groups rose from a ratio of 7 to 1 to 8 to 1. Microentrepreneurs
and the self-employed did better in this expanding economy than waged
workers (formal or informal). As a consequence the relative incomes of
microentrepreneurs increased fractionally from 7.9 times those of infor-
mal workers to 8.2 times.

With this exception, the evolution of the incomes of microentrepre-
neurs and of the different sectors composing the informal proletariat re-
flected the overall performance of the urban economies of the region: in
almost every case, the incomes of these classes either stagnated or de-
clined during the last decades. The same is true for the formal proletariat,
again defined as employees in firms employing five or more workers. In
Brazil, the incomes of the formal proletariat declined from 4.8 to 3.9 the
poverty line; in Mexico, from 4.4 to 3.1; and in Venezuela, from 6.9 to
2.4. In all these countries, the incomes of informal workers followed a
parallel negative trend.

Rising Gini indexes of income inequality and related measures indi-
cate that incomes of the capitalist class followed the opposite course. By
1997, the detailed ECLAC analysis of eight countries showed that while
average occupational incomes of all employers represented 15.8 times
the poverty line, those of large and medium employers had reached thirty
times this figure.?* As a result, the income ratio between the true capital-
ist class and the formal proletariat in these countries was 10 to 1; the
corresponding ratio between the top and bottom of the class structure
(informal workers) was of 15 to 1.

Klein and Tokman analyzed the evolution of income inequality in nine
Latin American countries on the basis of changes in the ratio of income
accruing to the top 20 percent of the population and that received by
the bottom 40 percent. Their results are summarized in table 6.5. They
show that in every country, with the exception of Panama, the incomes
of the top quintile of the population grew faster (or declined less) than
those of the bottom two quintiles. As a consequence, the coefficient of
inequality between the two groups increased significantly in eight of the
nine countries.
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TABLE 6.5
Income Growth and Distribution in Nine Latin American Countries
during the 1990s

Annual Income

Growth Rates' Coefficient of
(1990-1996) Inequality?
Bottom Top 20
40 percent percent 1990 1996
Argentina 3.5 6.4 7.0 8.0
Brazil 1.3 1.5 19.2 21.5
Chile 41 5.9 9.4 10.4
Colombia 2.5 3.9 4.3 4.6
Costa Rica -0.6 2.7 3.0 3.4
Mexico -3.8 0.2 6.0 7.1
Panama 2.6 2.2 4.7 4.7
Peru 2.7 3.0 7.9 8.5
Venezuela -11.5 -9.1 4.7 7.6

Income growth rates in constant prices for each country.

2Ratio of nominal average income of the top quintile of the population to the bottom
two quintiles.

Source: Klein and Tokman, “La estratificacion social bajo tension,” tables 5 and 6.

The figures reported by Klein and Tokman are an underestimate of
the growing economic disparity between the elites and the formal and
informal proletariat. This is so because the top quintile of the population
is approximately twice the size of the three dominant classes combined.
Since, as seen previously, the incomes of all the other classes, including
petty entrepreneurs, declined or stagnated during this period, the advan-
tage of the top quintile of the population must be due exclusively to the
gains accruing to those at the very top. On the assumption that the in-
comes of the next-to-highest decile remained stagnant during the 1990s
(an assumption rendered plausible by results in table 6.4), the rate of
income growth of the dominant classes should be approximately double
the figures reported by these authors.

In synthesis, results of this analysis show that: (a) with the exception
of Chile, the average incomes of the Latin American urban workforce
stagnated or declined in real terms during the period of neoliberal adjust-
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ment; (b) the average incomes of all the subordinate classes, including the
urban petty bourgeoisie, declined as well; (c) the incomes of the dominant
classes increased faster than average in all countries, with the exception
of Panama, but including Chile; (d) as a result, the ratio of income re-
ceived by these classes relative to the various proletarian classes increased
during this period, exacerbating what already was a gulf in the economic
condition and life chances of the wealthy and the poor. More than ever,
the fact was reaffirmed that, in Latin America, it is not necessary to be
unemployed in order to be poor. The vast majority of the working popu-
lation receives wages that condemn it to poverty, in part because of the
generalized underdevelopment of their national economies, but also be-
cause of the highly skewed distribution of the economic pie.

CRIME AND INSECURITY

From the preceding results, it appears evident that while the Washington
consensus advocated neoliberal adjustment policies as the means for sal-
vation of countries as a whole, it had a clear class subtext. The elites who
implemented and defended these policies also benefited mightily from
them, while the subordinate classes paid the price in terms of growing in-
equality and, in most countries, absolute immiseration. In normal times,
one would have expected organizations of the working class to forcefully
resist these policies; these were not normal times, however, as one of the
principal consequences of the new model was the severe weakening of
the unionized proletariat by the wholesale expulsion of their members
from formal employment. It is always easier to confront working-class
mobilization with plant closures than with police, and this is, in effect,
what happened throughout the region.?

The evaporation of employment opportunities and chances for eco-
nomic mobility for the formal and informal working classes took place
against a backdrop in which the prosperity of the elites led to novel forms
of conspicuous consumption.?® From this social context, one can infer
that not only absolute but also relative deprivation would rise, as infor-
mal workers and petty entrepreneurs contrasted their lot with that of
those above them. The unfolding of the neoliberal experiment produced a
social landscape resembling that portrayed by Robert Merton in his clas-
sic essay, “Social Structure and Anomie”: Desirable standards of modern
consumption were broadcasted for all to see and want, while the means
to attain them were available to only a few.?”” Merton’s prediction was
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that such a situation would lead to a series of unorthodox outcomes, in-
cluding rising property crime. This is indeed what took place. In the new
free-for-all market promoted by neoliberal ideology, it is not surprising
that some of the most disadvantaged members of society would seek re-
dress by ignoring the existing normative framework. Perceptions of crime
and civil insecurity have risen as a result in most Latin American major
cities. As an ECLAC report on the topic concludes: “Latin America and
the Caribbean have experienced an increase in crime and violence. The
situation is such that the mortality rate associated with violent deeds has
begun to affect the general mortality rate. Delinquency has increased in
all Latin American cities and is identified as a rising problem in all public
opinion surveys.”?® A different Inter-American Development Bank report
on the same subject concludes: “Crime has become a staple feature of
many cities in Latin America. Muggings, burglaries, car jackings, and
even homicides occur with alarming frequency and disarming impunity
in many urban centers throughout the region.”?

In support of these assertions, the latter report presents figures on the
evolution of the homicide rate per 100,000, which are reproduced in
table 6.6. They show a generalized rise in homicides for the region as a
whole, albeit with significant national differences. The regional homicide
rate stood at 20 per 100,000 in 1995, which made Latin America the
most violent region of the world. The regional figure is significantly af-
fected by extraordinary rates in Colombia and El Salvador. The countries
of the Southern Cone plus Costa Rica still have low rates, but homicides
have been on the rise in the Andean region countries, particularly in Vene-
zuela and Brazil.

The evolution of property crime in two Latin American countries and
their capital cities are graphically portrayed in figures 6.1 and 6.2. More
than homicides, thefts and other forms of property crime are relevant
here since they directly reflect attempts to appropriate wealth by un-
orthodox means. In Argentina, formerly a relatively tranquil country, the
rate of property crimes increased 113 percent during the 1990s; in metro-
politan Buenos Aires, the rate tripled. The evolution of Argentine crime
rates shows two significant trends: First, property crimes grew every-
where, but where the situation reached truly critical levels was in the
capital city, Buenos Aires. This trend is portrayed in figure 6.1. Second,
as the figure also shows, crime rates actually declined during the early
1990s. It was during the second half of the decade, coinciding with the
crisis of the neoliberal model, when property crimes virtually exploded.



TABLE 6.6
Homicide Rates per 100,000 Inhabitants: Selected Countries

Country ca. 1980 ca. 1990 ca. 1995
El Salvador — 138.2 117.0
Colombia 20.5 89.5 65.0
Brazil 11.5 19.7 30.1
Venezuela 11.7 15.2 22.0
Mexico 18.2 17.8 19.5
Peru 2.4 11.5 10.3
Panama 2.1 10.9

Ecuador 6.4 10.3

Argentina 3.9 4.8

Costa Rica 5.7 4.1

Uruguay 2.6 4.0

Chile 2.6 3.0

Sources: Ayres, “Crime and Violence as Development Issues,” table 1; Arriagada and
Godoy, “Prevention or Repression?” table 2.
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Figure 6.1 Argentina: Total Crime Rates (per 100,000 inhabitants)
Source: Cerrutti (2003) based on official crime statistics.
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Figure 6.2 Property Crime in Chile, 1977-2000
Source: Wormald et al. (2003) based on annual police reports.

It is not surprising that the new crime wave was greater in the large
cities because it is there where the dominant classes concentrate and
where the disparities between their lifestyles and those of the proletar-
iat are most apparent. A parallel trend was seen in Chile where prop-
erty crimes doubled between 1977 and 2000, and those involving per-
sonal violence tripled. As shown in figure 6.2, the situation was even
worse in the capital city, Santiago, where property crimes increased
from 600 per 100,000 in 1977 to 1,650 per 100,000 in 2000. Hence,
in the Latin American country held to be the “model” of neoliberal suc-
cess, the situation was not much better than in the rest of the region.
Chilean adjustment policies did reduce poverty significantly, but kept
inequality at record levels. As seen previously, inequality is the factor
leading directly to relative deprivation and, hence, unorthodox wealth
appropriation.

The available quantitative figures on crime pale by comparison with
the reactions of the citizenry, which, in survey after survey, highlights
crime and insecurity as its major concern.*® A study based on the Latin
Barometer surveys of the mid-1990s report staggering victimization
rates. As shown in figure 6.3, more than 40 percent of urban households
in five countries (Ecuador, Guatemala, Mexico, Venezuela, and El Sal-
vador) had at least one member victimized during the previous year. In
Guatemala, the victimization rate exceeded 50 percent of urban house-
holds. For Latin America as a whole, the rate stood at 38 percent or
more than twice the reported figure for Spain and seven times that for the
United States.?!
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Figure 6.3 Victimization Rates by Country
Source: Latin Barometer 96-98 in Gaviria and Pages, “Patterns of Crime
Victimization in Latin America.” U.S. Bureau of the Census (2000b: Table 240).

Rising crime and insecurity throughout the region in the 1990s and
2000s stood as the not-so-unexpected counterpart of an ideology that
preached individualism and self-reliance to all, while removing subsi-
dies and other protective measures for the poor and failing to generate
employment opportunities, save in the informal sector. Subsequent stud-
ies in Buenos Aires, Santiago, Mexico City, and elsewhere in the region
showed that property crimes—thefts and robberies—were not limited to
working-class settlements but extended increasingly to central city areas
and the enclaves of the wealthy.>? Thus, the wave of property crime af-
fecting the region was not simply a matter of the poor preying on the
poor, but exhibited a certain entrepreneurial logic in which some of the
dispossessed went to areas where wealth concentrates to appropriate re-
sources otherwise denied to them. The rising sense of insecurity reported
in one study after another reflects the fact that muggings and robberies
now occur through entire cities, not being limited, as before, to “danger-
ous” areas.

The reaction of the dominant classes to this situation has been swift.
There has been a rapid growth of fortresslike gated communities where
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the wealthy isolate themselves from the rest of the urban population in
Mexico City, Rio de Janeiro, Sio Paulo, and Buenos Aires. Similarly,
there has been an explosive growth of private security services, especially
in Colombia, but also in the other Andean countries, Brazil, and Mexico.
In S3o Paulo, there are three times as many private security guards as po-
licemen; in Guatemala, total private expenditure in security is estimated
to exceed by 20 percent the public security budget.*

While the tiny segment of the population belonging to the dominant
classes barricades itself in gated communities and hires private guards, all
existing studies coincide in noting that the bulk of the perpetrators and
often victims of urban crime are young males from impoverished families,
themselves unemployed or informally employed. In Chile in 1996, 94 per-
cent of those identified as responsible for armed robbery were young men,
60 percent were between fifteen and twenty-four years of age, and sev-
enty-five were either jobless or manual workers. Among those captured
for homicide in the same country, 87 percent were men, 46 percent below
age twenty-five, and 77 percent jobless or informally employed.**

In agreement with Merton’s hypothesis and, more generally, with so-
ciological theories of property crime as a direct outgrowth of relative
deprivation, there is consensus that the wave of crime engulfing Latin
American cities is most prevalent in the more inegalitarian countries.
Despite all the private security purchased by the wealthy, reported vic-
timization rates—especially theft and other property crimes—are highest
among the top income quintile of the population.’® As seen previously,
property crime is also highest in the largest cities, where members of the
dominant classes generally live, and where the contrast between their
lifestyles and the struggle for subsistence of the working classes becomes
most glaring.

Urban crime should not be seen as a functional equivalent to the pro-
letarian political mobilizations of the past because, despite rising rates, it
is still remarkable how few members of the informal working class have
taken that route. The actual political consequences of neoliberal policies
took a different turn, as we shall see next. Nevertheless, the remark-
able temporal coincidence between implementation of these policies and
the crime wave throughout the region clearly points to one of the major
social consequences of the model. As Argentine sociologist Marcela Cer-
rutti succinctly put it: “The causal association between the deterioration
of labor market conditions—particularly, the rapid rise of open unem-
ployment—with the rise in the crime rates is indisputable.”3¢
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CONCLUSION

This and the preceding chapter have presented two typologies of social
classes and applied them to the analysis of major contemporary economic
processes—industrial restructuring and immigration in the United States
and neoliberal adjustment in Latin America. The difference between the
two typologies illustrates their nominalist character. They do not seek to fit
these processes into nineteenth-century molds, but are constructed as heu-
ristic tools adapted to the respective contexts. As an explanatory tool, the
concept of class serves, first and foremost, to clarify who gains and who
loses from specific economic processes and policies and with what conse-
quences. An analytic lens that views society as a level playing field obscures
these differences, and even the concept of “inequality” does not provide
sufficient analytic purchase because it does not fully clarify among whom
inequality occurs and what are its basic structural causes and effects.’”

In all three macroprocesses examined in this and the preceding chap-
ter, it is clear that the principal beneficiaries were the dominant classes,
including proprietors and elite professionals, while the main victims were
the subordinate masses and, in particular, the formal proletariat. This was
true both in North and South America. It is not the case, however, that all
class struggles follow the same course or that elites invariably prevail. As
an illustration of this final point, we may consider what has happened in
Latin America in the aftermath of the neoliberal adjustment period.

If the experiment was successful in weakening the unions and the par-
ties of the left, it also set the stage for a series of subsequent mobiliza-
tions unforeseen by its architects. The Washington consensus strongly
supported liberal democracy as the political counterpart of economic
“free markets,” assuming that sustained growth and the elites’ hold on
the levers of power would guarantee that “safe” politicians and parties
would be elected to office. However, rapidly rising inequality and wide-
spread popular discontent gave an opening to ambitious populist leaders.
These were not commonly affiliated with traditional parties of the left,
but created their own vehicles of electoral mobilization.

In one country after another, new social movements emerged to pro-
test the social debacles brought about by neoliberalism and challenge the
parties and elected officials associated with it. Although the social atomi-
zation of the informal petty bourgeoisie and, especially, the vast informal
proletariat prevented them from organizing their own class parties, it did
not prevent them from joining populist mobilizations organized by new
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charismatic leaders. Unlike the organizations of the traditional working
class, which were employment based, the new populist movements are
residentially based. The informal proletariat may not have in common
places of work, but it shares places of residence in decaying inner-city
neighborhoods and in the vast suburban belt of poor irregular settle-
ments.>® To these areas went the newly minted nationalist and populist
leaders in search of popular support for their programs.

The Argentine economic debacle of 2000 brought about by the most
orthodox application of neoliberal policies in the region forced the res-
ignation of a conservative president and created a golden opportunity
for a resurgent nationalist leftist Peronism. The new leaders defied the
International Monetary Fund and the U.S. Treasury by devaluing the cur-
rency, freezing the rates charged by foreign-owned utilities, protecting
domestic industry, and creating a vast emergency employment program.
This unorthodox program reduced poverty by more than half, brought
down unemployment to the single digits, and produced sustained eco-
nomic growth for several years. These achievements were so popular that
they enabled Peronist president Nestor Kirchner to have his wife elected
to the presidency by a wide margin.*

In Brazil and Uruguay, populist leaders displaced traditional parties,
being elected to office with a clear mandate to do away with neolib-
eral adjustment. Although presidents Lula da Silva and Tabaré Vazquez
subsequently adopted more moderate policies than in Argentina, their
orientation and goals were the same. In Chile, two socialist presidents
were elected in succession, charged by the citizenry to reduce economic
inequalities and do away with the social depredations of neoliberal poli-
cies under the Pinochet dictatorship.

Arguably the most radical rejection of the Washington consensus and
the politicians associated with it took place in Venezuela. Overwhelm-
ing popular support for nationalist leader Hugo Chavez and his suc-
cessive elections to the presidency effectively destroyed the traditional
party structure of Venezuela and severely undermined the power of its
dominant classes. Chavez went on to spearhead a new hemispheric anti-
imperialist alliance by establishing close ties with Cuba and supporting
like-minded leaders in other countries. In rapid succession, election of
populist leaders to the presidencies of Bolivia, Ecuador, and Nicara-
gua effectively completed the transformation of the balance of power
throughout the region.*

While the wave of property crime that engulfed the region in the 1990s
may be interpreted as an individualistic response to rising inequality and
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relative deprivation, the massive political mobilizations of the 2000s re-
vealed hitherto unsuspected sources of solidarity among the dispossessed.
These mobilizations certainly took local elites and their North American
sponsors by surprise, as they effectively challenged established power ar-
rangements and produced consequences that were exactly the opposite of
what neoliberal planners had anticipated.

Thus we end our review of the transformation of Latin American class
structures on a very different note from that with which we started it.
Recent events exemplify the importance of three economic sociology as-
sumptions and concepts examined in prior chapters: first, the unexpected
consequences of seemingly rational policies; second, the role of bounded
solidarity among the subordinate classes in challenging elite power under
certain conditions; third, the danger of policies imposed from the heights
of the power structure without sufficient legitimacy in the value system.

The framers of the Washington consensus dreamed of an endless era of
free markets for Latin America, with economic power secure in the hands
of domestic, and especially global, capital and with docile parties play-
ing a restricted and predictable democratic game. These dreams came
crashing down out of failure to take into account the warnings implicit
in the preceding three assumptions and concepts. Policies implemented
from above by orthodox economists and their political allies without
regard for popular sentiment brought about the very consequences that
they had sought to prevent. In the process, neoliberalism succeeded in
achieving a feat that political theorists had thought nearly impossible in
the past—the effective mobilization of the informal proletariat and its
success in imposing the power of its numbers over entrenched privilege.
As a consequence, the “map” of the Latin American class structure is
changing and may be expected to change further in the coming years.



CHAPTER SEVEN

The Informal Economy

HAVING EXAMINED a set of three midrange ideal types that function as
explanatory tools for economic sociology, this chapter introduces the first
of strategic field sites for research mentioned in chapter 2.! Each of them
is the subject of an extensive literature in which the meta-assumptions of
the field, as well as its explanatory mechanisms, figure prominently. They
are by no means exhaustive of all such subjects but serve to illustrate,
with clarity, the ways in which sociological concepts can be used for the
study of economic phenomena.

The phenomenon of the informal economy is deceivingly simple and
extraordinarily complex, trivial in its everyday manifestations and ca-
pable of subverting the economic and political order of nations. We en-
counter it in our daily life in such simple activities as buying a cheap
watch or a book from a street vendor, arranging for a handyman to do
repair work at our home for cash, or hiring an immigrant woman to care
for the children and clean the house while we are away. Such apparently
trivial encounters may be dismissed as unworthy of attention until we
realize that, in the aggregate, they cumulate into the billions of dollars
of unreported income and that the humble vendor or cleaning woman
represents the end point of complex subcontracting, labor recruitment,
and labor transportation chains.

We do not commonly realize either that the clothing we wear, the
restaurant meals we eat, and even the laptop computer we regularly
use may have anything to do with the informal economy. In fact they
do, and the intricate ways in which informal labor and goods enter into
production and distribution chains underlie both the lower cost of the
final products and their ready availability. To take the mystery away
from these assertions, we will simply mention the facts underlying them:
(a) The garment industry that produces the clothing items we buy and
use is commonly anchored, at the other end of the production chain,
by unregulated or poorly regulated sweatshops and home workers sew-
ing, stitching, and packing for a piece rate and with no social benefits;?
(b) the “back of the house” staff that does much of the cleaning and
food preparation work in many restaurants is composed of immigrants,
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frequently recently arrived and undocumented, who are paid in cash
and are not covered by labor contracts;® (c) the computer industry that
produces the laptops we use is known for subcontracting assembly of
circuit boards and other components to small, often unregulated shops
and even home workers; these subcontractors are paid a piece rate in
an updated version of the “putting out” system. Beverly Lozano, who
studied these practices in Silicon Valley, concludes:

[T]he computer industry requires a reliable supply of basic components that
can be delivered quickly. Many small and medium-sized firms compete effec-
tively as subcontract vendors with operations overseas. One of my respondents
works for such a subcontractor out of her garage, putting together the most
labor intensive portion of an assembly. . . . Rush jobs, custom work, confiden-
tial projects—managers describe them as rare events. . . . But when all these
rare events are aggregated, we find that every day another “entrepreneur” . . .
joins the ranks of the self-employed.*

The examples could be multiplied. However, the purpose of this chap-
ter is not to describe the vast range of informal enterprises covered in
the literature, but to explore how these activities interact with exist-
ing social structures and the policies and enforcement practices of na-
tional states. It is in these interactions that the character of the informal
economy emerges clearly and where its lessons for both economic and
sociological theories of market behavior are shown most compellingly.
After examining alternative definitions and measurement approaches,
the analysis will focus on these dynamics centered on four paradoxes:
the social underpinnings of the informal economy, its ambiguous rela-
tionships with state regulation, its elusiveness, and its functionality for
the economic and political institutions that it supposedly undermines.
The known dynamics of the informal economy reflect well the meta-
assumptions of economic sociology. As the following sections will show,
informal economic activities depend on social embeddedness; they rep-
resent the unexpected consequences of seemingly rational policies and
lead, in turn, to unanticipated effects. As seen in the prior chapter, in-
formal entrepreneurs and workers are integral components of the class
structure of certain societies and, under specific circumstances, can ef-
fectively challenge existing power arrangements. Informality is the ob-
verse of regulated, predictable economic behavior and, for this reason,
it is intrinsically subversive, challenging many expectations about how
such behavior occurs in reality.
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DEFINITIONS
Origins of the Concept

The concept of informal economy was born in the third world, out of a
series of studies on urban labor markets in Africa. Keith Hart, the eco-
nomic anthropologist who coined the term, saw it as a way of giving
expression to “the gap between my experience there and anything my
English education had taught me before.” In his view, the empirical ob-
servations about popular entrepreneurship in Accra and other African
capitals were clearly at odds with received wisdom from “the western
discourse on economic development.”’

In his report to the International Labour Organization (ILO), Hart
postulated a dualist model of income opportunities of the urban labor
force, based largely on the distinction between wage employment and
self-employment. The concept of informality was applied to the self-
employed. Hart emphasized the notable dynamics and diversity of these
activities that, in his view, went well beyond “shoeshine boys and sellers
of matches.”® This dynamic characterization of the informal sector was
subsequently lost as the concept became institutionalized within the ILO
bureaucracy, which essentially redefined informality as synonymous with
poverty. The informal economy was taken to refer to an “urban way of
doing things” characterized by: (1) low entry barriers in terms of skill,
capital, and organization; (2) family ownership of enterprises; (3) small
scale of operation; (4) labor intensive production with outdated technol-
ogy; and (5) unregulated and competitive markets.”

Additional characteristics derived from this definition included low
levels of productivity and a low capacity for accumulation. In later publi-
cations of the ILO’s Regional Employment Programme for Latin America
(PREALC), employment in the informal sector was consistently termed
underemployment and assumed to affect workers who could not gain
entry into the modern economy. This characterization of informality as
an excluded sector in less developed economies has been enshrined in
numerous ILO, PREALC, and World Bank studies of urban poverty and
labor markets.®

That negative definition of the informal sector was challenged by other
students of the subject who saw it in the opposite light. From that alter-
native stance, informal activities were regarded as a sign of the popular
entrepreneurial dynamism, described by Hart as “people taking back in
their own hands some of the economic power that centralized agents
sought to deny them.”’ The Peruvian economist Hernando de Soto refor-
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mulated Hart’s original theme and gave it renewed impulse. In his book,
The Other Path, De Soto defined informality as the popular response to
the rigid “mercantilist” states dominant in Peru and other Latin Ameri-
can countries that survive by granting the privilege of legal participation
in the economy to a small elite. Hence, unlike its portrayal by ILO and
PREALC as a survival mechanism in response to insufficient modern job
creation, informal enterprise represents, from this alternative perspective,
the irruption of real market forces in an economy straitjacketed by state
regulation.!?

Contemporary Definitions

The strong normative component attached to these competing analyses of
the informal sector in the third world is not entirely absent in the indus-
trialized countries, but research there has attempted to arrive at a more
precise and less tendentious definition. There appears to be growing con-
sensus among researchers in the advanced world that the proper scope of
the term informal sector encompasses “those actions of economic agents
that fail to adhere to the established institutional rules or are denied their
protection.”! Or, alternatively, it includes “all income-earning activities
that are not regulated by the state in social environments where similar
activities are regulated.”?

These definitions do not advance an a priori judgment of whether such
activities are good or bad, leaving the matter to empirical inquiry. In
this sense, they are superior to those described previously, which antici-
pate from the start the conclusions to be reached. However, even neutral
definitions are hampered by the very breadth of the subject matter they
try to encompass. Writing from the perspective of the New Institutional
Economics, Edgar Feige proposes a useful taxonomy as a way of speci-
fying the relevant universe further. His classification is based on the in-
stitutional rules that go unobserved by a particular economic activity.
Under the umbrella term underground economy, he distinguishes four
subtypes:

1. The illegal economy encompasses the production and distribution of legally
prohibited goods and services. This includes such activities as drug traffick-
ing, prostitution, and illegal gambling.

2. The unreported economy consists of actions that “circumvent or evade es-
tablished fiscal rules as codified in the tax code.”'3 The amount of income
that should be reported to the tax authorities but is not represents a sum-
mary measure of this form.
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3. The unrecorded economy encompasses activities that circumvent reporting
requirements of government statistical agencies. Its summary measure is the
amount of income that should be recorded in national accounting systems
but is not.

4. The informal economy comprises economic actions that bypass the costs
and are excluded from the protection of laws and administrative rules cov-
ering “property relationships, commercial licensing, labor contracts, torts,

financial credit, and social security systems.”!*

Of course, there is much overlap between these various forms since
activities termed informal are also, for the most part, unrecorded and
unreported. The most important conceptual distinction is that between
informal and illegal activities since each possesses distinct characteristics
that set them apart from the other. Sociologists recognize that legal and
criminal, like normal or abnormal, are socially defined categories subject
to change. However, illegal enterprise involves the production and com-
mercialization of goods that are defined in a particular place and time
as illicit, while informal enterprise deals, for the most part, with licit
goods.

Manuel Castells and I attempted to clarify this distinction in the dia-
gram reproduced as figure 7.1. The basic difference between formal and
informal does not hinge on the character of the final product, but on
the manner in which it is produced and/or exchanged. Thus, articles of
clothing, restaurant food, or computer circuit boards—all perfectly licit
goods—may have their origins in legally regulated production arrange-
ments or in those that bypass official rules. By explicitly distinguishing
among these three categories—formal, informal, and illegal activities—it
is possible to explore their mutual relationships systematically, a task that
becomes difficult when illegal and informal are confused."

A Functional Typology

This distinction plus a number of past studies have given rise to a func-
tional classification of informal activities according to their goals. Such
activities—always defined as those taking place outside the pale of state
regulation may aim, first, at the survival of the individual or household
through direct subsistence production or through the simple sale of goods
and services. Second, they may be oriented toward increasing managerial
flexibility and decreasing labor costs of formal sector firms through off-
the-books hiring and subcontracting of informal entrepreneurs. Third,
they may be organized for capital accumulation by small firms through
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A. State interference, competition from large firms, sources of capital and technology.
B. Cheaper consumer goods and industrial inputs, flexible reserves of labor.

C. State interference and disruption, supplies of certain controlled goods.

D. Corruption, “gatekeeper’s rents” for selected state officials.

E. Capital, demand for goods, new income-earning opportunities.

F. Cheaper goods, flexible reserves of labor.

Figure 7.1 Types of Economic Activities and Their Interrelationships
Source: Castells and Portes, “World Underneath,” p. 14.

mobilization of their bonds of solidarity, greater flexibility, and lower
costs. The three types are labeled respectively informal economies of
survival, dependent exploitation, and growth.'® The self-construction
of shelter and the proliferation of street vending in cities of the third
world are commonly cited as examples of the first type. The relationships
among underground subcontractors, jobbers, and large firms in the U.S.
apparel industry provide an example of the second. The highly successful
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networks of artisan microproducers in central Italy (cited in chapter
2 and described at greater length below) represent an instance of the
third."”

In practice, the three types are not mutually exclusive, either in terms
of their coexistence in the same urban settings or the intentions of par-
ticipants. Thus, the same work that represents “survival” for an informal
laborer may be appropriated as “flexibility” by the formal firm that hires
her. Similarly, informal subcontractors linked in subordinate relations
with larger firms may amass sufficient capital and cooperative ties to
launch themselves into an autonomous path of growth. The three types
are distinguished less by the motivation of actors than by the successively
more complex levels of social organization that they require. Hence,
while survival strategies of informal vendors in third world cities are
by no means simple, they are in a different plane altogether than the
complex coordination required by an entire community of producers to
achieve sustained growth.'®

THE DYNAMICS OF INFORMALITY
The Paradox of Social Embeddedness

Because of the absence of state regulation, informal transactions are com-
monly portrayed as the reign of pure market forces. Indeed, celebratory
accounts of the informal economy often define it as the irruption of the
“true market” in an otherwise straitjacketed economy, stifled by state
regulation. Based on his African experience, Hart called it the “untamed
market” and declared that such liberating practices are becoming global
in scope.'” The substantive problem is, however, that the absence of regu-
lation in informal economic exchange opens the door for violations of
normative expectations and widespread fraud. The question arises: in the
absence of supervisory agents, who is to control unscrupulous producers,
purveyors of adulterated goods, and defaulters on loans? Isolated arms-
length transactions may still occur among strangers, such as the quick sale
of a contraband good, but activities that require greater resources and a
longer-time perspective are subject to every kind of uncertainty and peril.

The problem manifests itself even at the level of short-term face-to-
face transactions. The immigrant laborers who are commonly seen stand-
ing on street corners waiting for work in New York, Miami, Los Angeles,
and other cities exemplify the dilemma. They are commonly picked up by
contractors who hire them for days or even weeks only to defraud them
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at the end by paying them lower wages than originally promised. In the
absence of a contract and a secure legal status in the country, how are
these laborers to seek redress??°

It is worth noticing the significant difference in this respect between
practices defined as illegal and as informal. Illegal enterprise that pro-
vides illicit goods or services on a recurrent basis is always accompa-
nied by some means of enforcing agreements, usually by force. This is
the role played by the pimp in prostitution, the bouncer in underground
nightspots, and the professional enforcer in Sicilian crime families. Here
the illegal economy is closer to the formal in the sense that both pos-
sess established systems of redress and enforcement, be they through the
police and the courts or through specialized enforcement personnel. In
contrast, many of the practices defined as informal are devoid of such
protection. The garment subcontractor who delivers one hundred shirts
to an informal middleman on the promise of future payment is entirely at
the mercy of that promise. Similarly, the immigrant worker who is hired
informally by a labor contractor has no means of enforcing his claim to
the stipulated wage.

The first paradox of the informal economy is that the more it ap-
proaches the model of the “true market,” the more it is dependent on
social ties for its effective functioning. The dynamics of social embed-
dedness is nowhere clearer than in transactions where the only recourse
against malfeasance is mutual trust by virtue of common membership
in some social structure.?' Trust in informal exchanges is generated by
shared identities and feelings and by the expectation that fraudulent ac-
tions will be penalized by the exclusion of the violator from key social
networks and from future transactions. This is the source of social capital
identified in chapter 3 as “enforceable trust.” To the extent that economic
resources flow through such transactions, the socially enforced penalty of
exclusion can become more threatening, and hence more effective, than
legal sanctions.

The Central Italian Informal Economy

Examples of this paradox abound in the literature. The famed Italian
industrial district in the central region of Emilia-Romagna, referred to in
chapter 1, is the best-known instance of an informal economy of growth.
The trust necessary to sustain relationships of cooperation and complicity
among small firms and between proprietors and employees is anchored
in a common history and political culture. The artisanal tradition in
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Emilia-Romagna dates back to the Middle Ages, while starting in the
twentieth century political solidarity was strengthened by a fierce struggle
against fascism and, subsequently, against the attempts of the Christian
Democratic government in Rome to impose a capitalist model based on
large firms in Milan and other northern cities.?

To these attempts, Emilian artisan-entrepreneurs opposed a social
capital stemming from bounded solidarity and reinforced by the regional
government in the hands of the Communist Party. In a very practical
turn, the Italian Communist Party (PCI) abandoned its proletarian ide-
ology to support cooperative small-firm capitalism through technical
training and marketing assistance. It also protected fledgling informal
enterprises from the central government’s regulatory and taxing appara-
tus. This protection and the common front presented by the producers
themselves allowed such firms to grow and find a niche in the networks
of local cooperative economic activity.?> The success of each individual
firm depended on the unique social context in which it was embedded so
that enforceable trust underlay complex credit and production exchanges
within the community.

According to Sebastiano Brusco, Vittorio Cappechi, and other students
of the Emilian system, its central feature was the absence of vertical rela-
tionships between large firms and their subcontractors. Instead, complex
products, including motorcycles and machine tools, were put together by a
network of small firms of which the final assembler was not necessarily the
largest.?* Social capital grounded on bounded solidarity and enforceable
trust, local government support, and technological know-how enabled a
band of small producers, who elsewhere would have been fragmented by
market competition, to create an industrial district that for decades func-
tioned as one of the principal engines of economic growth in Italy.

Informality under Socialist Regimes

By definition, informal economic activities bypass existing laws and the
regulatory agencies of the state. It follows that the more pervasive the en-
forcement of state rules and the greater the penalties for violation, the
more socially embedded informal transactions must be. This is so because
their success in highly repressive situations depends not only on preventing
malfeasance by partners but also on avoiding detection by the authori-
ties. Secrecy in these situations demands a high level of mutual trust, and
the only way trust can be created is through the existence of tight social
networks.
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The operation of the Jewish informal economy in the former Soviet
Republic of Georgia, also described in chapter 2, represents a good ex-
ample of this type of situation. While Soviet authorities defined these
activities as criminal and penalized them accordingly, they represented
an instance of an informal economy of growth since they focused on the
clandestine production of consumer goods. The high levels of trust neces-
sary for the operation of this economy were cemented on strong ethnic/
religious bonds and a common opposition to the Soviet regime. Further-
more, participants in these activities were fully aware of the dearth of
economic opportunities outside of what they were doing.?

High levels of mutual support in the face of great risks were reinforced
by periodic rites of solidarity that included lavish feasts in which other
network members were entertained, often at great expense. Bounded sol-
idarity among network members, symbolized and strengthened by these
rites, represented an added element supporting clandestine transactions
and preventing breaches of secrecy. Nevertheless, it was not spontaneous
feelings of solidarity, but the enforcement capacity of the community that
constituted the ultimate guarantee against such violations.?® Enforceable
trust lay at the heart of this unique informal economy of growth.

Reports from Cuba—the last formally socialist regime in the West—
confirm these results. Despite the threat of heavy fines and prison terms,
the Cuban informal economy has flourished, comprising, according to
some estimates, up to 40 percent of the national domestic product in
2000. There are clandestine factories making and repairing motors for
water pumps and refrigerators, manufacturing soft drinks and beer, and
producing cigars for export. Home construction and, especially, home
repairs are increasingly informalized. In all instances, inputs for produc-
tion, construction, and repairs come from thefts of state property.?”

While short-term transactions involving black market goods do not
require any particular social bond, entire clandestine factories and mar-
keting enterprises are invariably undergirded by family and other ties
among implicated state personnel, middlemen or bisneros (from “busi-
nessman”), and final consumers. As in Soviet Georgia, those bonds are
indispensable for generating enforceable trust, which, in turn, makes pos-
sible extensive and sustained informal enterprise:

Legally, it is impossible to own a small enterprise in Cuba. Yet there is a great
variety of clandestine enterprises with a notable capacity of innovation and
accumulation. . . . When one enters the exclusive zone of Miramar in Havana,

» <«

vendors call in a low voice “microwave,” “air conditioner,” “bedroom set,”

“parabolic antenna” . . . a great variety of products forbidden to Cubans.



140 e Chapter Seven

Where do they get them? Without doubt from state supplies, but there are also
clandestine networks departing from the special export processing zones. Here
we find everything: theft, corruption, speculation, delivery of products by for-
eign firms to their Cuban workers for sale in the black markets.?®

THE ROLE OF THE STATE
The Paradox of State Control

As an example of what he calls the “predatory state” in the third world,
Peter Evans describes the case of Zaire (today’s Congo). Under the long
regime of Mobutu Sese Seko, the Zairian state degenerated into a col-
lection of fiefdoms—offices freely bought and sold—that thrived on the
collection of “gatekeepers’ rents” from firms and from the population
at large. For Evans the situation is one in which state officials squeeze
resources from civil society “without any more regard for the welfare
of the citizenry than a predator has for the welfare of its prey.”? He
notes that this is an extreme example, buttressing the critique by public
choice theorists about the nefarious consequence of state interference in
the economy. For public choice advocates, all states sooner or later be-
come predatory.*

The logical corollary of this position, and more broadly that advanced
by neoutilitarian theorists, is the complete removal of state interference
from the market as inimical to its development. This position finds an
enthusiastic third world echo in the critique of the mercantilist state
advanced by De Soto and his followers. The neoliberal experiment in
Latin America, described in chapter 6, was largely anchored by the same
theoretical rationale. There is, however, another perspective from which
the behavior of rapacious state officials may be described. More than
predators, these officials can be defined as de facto employees of outside
entrepreneurs who hire their services in order to obtain privileged access
to scarce government resources, be they contracts or the nonobservance
of regulations. The more state officials are willing to bend the rules for a
price, the more the situation approaches that of a free market in which
goods and services—in this case those purveyed by the state—are sold to
the highest bidder.

This marketization of the state does not so much represent the triumph
of the informal economy as the elimination of the distinction between the
two sectors. In a situation where the state does not regulate anything
because it is at the mercy of market forces, there is no formal economy.
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Hence, the formal/informal distinction loses meaning since all economic
activities approach the character of those labeled informal. This triumph
of the “invisible hand” does not lead to capitalist development, as would
be anticipated from public choice theory and from De Soto’s critique; the
opposite is actually the case. In the absence of a stable legal framework
and credible enforcement of contracts, long-term productive investment
becomes impossible. Under these conditions, entrepreneurship consists of
the opportunistic appropriation of rents through purchase of state privi-
leges rather than of any long-term planning for profit. Since there is no
outside arbiter of market competition, the rules become uncertain, frus-
trating systematic capitalist planning and the development of a modern
business class. This is precisely what happened to Zaire, which descended
from a relatively prosperous colony under Belgian rule to become one of
the poorest nations in the world.>!

The human propensity to “truck, barter, and exchange one thing for
another,” the Smithian dictum so dear to neoclassical theorists, does not
in fact furnish a basis for economic development on a national scale.
Someone must stand outside the competitive fray, making sure that prop-
erty rules are enforced and contracts observed.?? There is, however, a flip
side to this situation well captured by Richard Adams’s epigram that “the
more we organize society, the more resistant it becomes to our ability to
organize it.”33 A naive evolutionary view of the informal economy would
depict it as dominant during an early era of weak regulation, while gradu-
ally becoming marginal and even insignificant as all facets of economic
activity fall under state control. In fact, largely the opposite is the case.
Since informal activities are defined precisely by their bypassing and es-
caping such controls, it follows that the greater the scope and reach of
attempted state regulations, the more varied the opportunities to bypass
them.

Larissa Lomnitz makes the point succinctly: “Order creates disorder.
The formal economy creates its own informality.”3* The paradox of state
control is that official efforts to obliterate unregulated activities through
the proliferation of rules and controls often expand the very conditions
that give rise to these activities. The point is graphically portrayed in
figure 7.2. Under conditions of limited state control, most economic
activity is self-regulated but not informal since it does not contravene
any official rule. As rules expand, opportunities to bypass them increase
concomitantly until, at the limit, the entire economy is subject to the
possibility of rule violation for profit. To illustrate the point with a case
familiar to most readers, tax havens and tax-avoiding schemes would not
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Figure 7.2 The Paradox of State Control: Regulation and the Informal Economy

exist if there were no taxation system, the more intrusive the latter, the
greater the incentive and the broader the opportunities to seek redress
through concealment and through various transfer ploys. The paradox of
state control is, in essence, a specific manifestation of unexpected conse-
quences since attempts at controlling the economy can end up producing
the very opposite effect.

State Capacities and Intent

The complex relationship between the state and the informal economy
does not end there, however. Figure 7.2 makes clear that state regula-
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tion can create informality or, put differently, that the informal economy
would not exist without a universe of formal, controlled activities. Yet,
empirical evidence indicates that the scope and extent of the informal
economy varies greatly among states with comparable formal regulations
and, within nation-states, among different regions and localities. For
example, the economies of northern European nations are highly regu-
lated, but this has not produced a parallel bourgeoning informal sector,
as would be predicted from figure 7.2. Similarly, rising unemployment
in the old industrial cities of the U.S. northeast did not lead to a massive
informal economy organized by members of the old displaced working
class. While these workers commonly engaged in casual income-earning
and self-provisioning activities, the construction of complex chains of
informal industrial subcontracting was beyond their reach. In the United
States, these chains remained confined, for the most part, to immigrant
enclaves.

In the light of this and other evidence, Adams’s and Lomnitz’s hy-
pothesis can be reformulated as predicting that the expansion of state
regulation enhances the opportunities for engaging in irregular activities,
but does not determine their actual size or form. The implementation of
these opportunities depends on two other factors: (a) the state’s regula-
tory capacity, and (b) the social structure and cultural resources of the
population subject to these regulations. It is obvious that the capacity of
official agencies to enforce the rules they promulgate affects the extent to
which informal opportunities can be implemented and the forms they can
take. It is less obvious that state strength is, in principle, independent of
the set of rules it seeks to enforce. Put differently, states with comparable
regulatory capacities may assign to themselves very different “loads” of
attempted control of private economic activity. The point is highlighted
in table 7.1, which distinguishes among several ideal-typical situations.

States with little enforcement capacity may be conscious of that fact
and leave civil society to its own devices. This leads to a “frontier”
economy where observance of commitments and regulation of economic
exchanges depend on private force or traditional normative structures.
Alternatively, a weak state may seek to transform this frontier economy
into a more law-abiding one by promulgating a limited set of rules. This
would lead naturally to a partition between an “enclave” of formal cap-
italism and legal enforcement of contracts and a largely self-regulated
economy on the outside. This situation is typical of many third world
nations where the formal enclave is usually limited to the capital city and
its environs.®
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TABLE 7.1
State Types According to Regulatory Intent and Capacity

Regulatory Intent

Minimal Limited Total
The The The

State Weak Frontier Enclave Mercantilist
Strength State State State
The The Social The

Strong Liberal Democratic Totalitarian
State Welfare State State

Zaire under Mobutu (as described by Evans) or the Peruvian mer-
cantilist state (as portrayed by De Soto) can be regarded as instances of
a third situation in which extensive paper regulations of the economy
coexist with an inept and weak state. This is the situation that favors the
rise of a predatory pattern where only a small elite benefits from state
protection and resources.>

Strong states oscillate, in turn, between a circumspect approach to
regulation of the private economy and an attempt to supplant or control
its every aspect. The first type represents the laissez faire state so dear to
liberal theorists: markets operate with limited, but reliable supervision
and the state orients its resources toward other pursuits. The opposite
extreme devolves into totalitarianism, as exemplified by the nations of
the defunct Soviet bloc. In these situations, the state seeks to subsume
civil society, provoking both widespread resistance to the rules and mul-
tiple opportunities for their violation. In between are those governments
that seek an activist, but partial regulatory role for the sake of a more
equitable wealth distribution. The welfare states of Western Europe fall
into this type. Thus, the political context in which economic exchange is
embedded produces a “variable geometry” leading to alternative levels
and forms of informality.

The Role of Civil Society

Variations in the scope of official regulations and states’ differential ca-
pacity to police them interact with the characteristics of the population
subject to these rules. It stands to reason that societies also vary in their
receptivity or resistance to official regulation and in their ability to orga-
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nize underground forms of enterprise. A population that is socialized into
regular waged employment as the normal form of work, that channels
demands through unions and other formal associations, and that weath-
ers economic downturns through state-provided welfare and unemploy-
ment benefits is unlikely to organize an underground economy and is far
more inclined to denounce those who engage in such activities.

This is the case of Germany, which offers the most generous unemploy-
ment benefits in Western Europe, but has also legislated tough sentences
for those engaging in off-the-books economic activities while receiving
those benefits. The policy is reported to receive strong support from
public opinion, which regards such “side” employment as free-riding
on law-abiding and tax-paying citizens. The British working class dur-
ing the period of Thatcherist economic adjustment in the 1980s offers a
parallel example. Despite double-digit rates of unemployment, declining
wages, and widespread dissatisfaction with state policies, widespread in-
formalization failed to emerge in Britain. Instead, those displaced from
full-time formal work turned to part-time legal employment and to self-
provisioning.3”

In his study of working-class and middle-class households in the island
of Sheppey, Raymond Pahl found, for example, that 55 percent engaged
in self-provisioning for a variety of goods and services but only 4 percent
performed the same tasks for informal wages outside the home.?® Roberts
argues that the failure of a large informal economy to materialize in Brit-
ain despite increasingly precarious employment conditions was due to
the individualistic character of the welfare system, which fragments com-
munity solidarity, and to a working-class tradition that supports state
control of the economy. In this context, independent efforts at informal
entrepreneurship are more likely to be denounced as violations of the law
than supported by neighbors and fellow workers.*

At the opposite end, networked communities accustomed to relying
on their own devices for survival and suspicious of official intervention
are more likely to view the organization of informal enterprise as a nor-
mal part of life and involvement in the underground economy as a justifi-
able form of resistance. Possessing sufficient social capital, undergirded
by solidarity and enforceable trust, such communities are capable of sus-
taining regular economic transactions in “frontier” situations where little
official regulations exists. This is the case of stateless or nearly stateless
nations where tribal and clan solidarities come to occupy the place of
official regulation. Somalia, a near-stateless country with a functioning
private economy offers a case in point. Self-reliant communities confront
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state efforts to expand and strengthen the formal sector with an awesome
adversary: no matter how strong the state apparatus is, a densely net-
worked civil society is capable of derailing and resisting official authority
at every turn. The Emilian story of resistance to the dictates of the central
Italian state offers an example, in an altogether different context, of the
potential effects of such networks.

It is thus necessary to complement the typology of political embedded-
ness in table 7.1 with one that incorporates the characteristics of soci-
ety itself. This modified typology is presented in table 7.2. The resulting
sixfold classification serves to highlight the point that an individualistic,
atomized society “works” well only in tandem with states able to en-
force limited regulation of market activity and to respond effectively to
economic downturns through universalistic welfare programs. The de-
mocracies of Western Europe approximate this type. In the limiting case
of little state control over an atomized population, the situation would
reverse to a theoretical Hobbesian war since neither the state nor society
would enforce sufficient restraint on self-seeking behavior. At the op-
posite extreme of complete atomization coupled with a powerful state,
we would have the basis for totalitarianism, as society lies defenseless
before governmental power. The Soviet Union in the heyday of Stalinism
approximated this type.

It is difficult, however, to identify empirical instances of either extreme
type because, in the absence of effective state regulation, civil society self-
organizes on the basis of whatever grounds for solidarity and normative
control can be found. In “frontier” situations, Hobbesian wars are pre-
vented by the emergence of social hierarchies grounded on tradition and

TABLE 7.2
Civil Society and State Regulation of the Economy

Extent of Intended Regulation

Minimal Limited Total
Universalistic
Character  Atomized Hobbesian State Enforcement Totalitgrian
of Civil War of Rules (Western Planning
Society Democracies)
Informal Fogr(l);ll/rl)rfg)rfnal Widespread
Networked  Enforcement Anti-Statist

Enforcement of

of Rules Rules

Resistance
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Figure 7.3 State Regulatory Power and the Extent of Regulation

able to enforce a minimum of predictability and order. In the totalitar-
ian case, the initially unchecked government power becomes increasingly
contested by sectors of civil society that find grounds for solidarity and
ways to bypass omnipresent state rules. The end stage of this confronta-
tion commonly features a state economy weakened, in multiple ways,
by its inability to stamp out popular initiatives and simultaneously be
dependent on them. This is what happened in the former Soviet Union
and its East European satellites where the “second” economy succeeded
in undermining and eventually replacing the state as the true pivot of
economic activity.*

A logical corollary of this analysis is that the high point of formal reg-
ulation of the economy and ability to neutralize recalcitrant informal sec-
tors is achieved in the midpoint of limited oversight by a competent state
apparatus. Attempts to go beyond this limit inevitably trigger resistance,
reducing the very scope of control that state rules seek to achieve. Figure 7.3
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highlights the complementary point that densely networked communi-
ties are more difficult to subdue at any level of state regulation. This
helps explain why organized informal subcontracting and other forms
of informal enterprise in Western democracies are commonly rooted in
tight-knit ethnic enclaves. It also explains why the most effective chal-
lenges to Soviet totalitarianism were mounted by groups who, like the
Georgian Jews, could rely on solidaristic networks and a cultural basis
for high social capital.*!

To summarize, the basic paradox of state control is that increased
official regulation of economic activity does not necessarily reduce the
informal economy, but may expand it as it creates opportunities for prof-
itable violation of the rules. However, the extent to which these oppor-
tunities are used varies with the scope of official control, the effective-
ness of the state apparatus, and the countervailing power of society to
resist or bypass official rules. The dual embeddedness of the economy in
political and social contexts thus determines the geometry that formal-
informal relations take. The discussion also makes clear that power is
not a one-way street. Efforts by strong states to stamp out all traces of
nonregulated economic activity seldom achieve this goal, as they consis-
tently activate latent sources of solidarity among the population, leading
to consequences that are frequently the opposite of those intended.

MEASURING THE UNMEASURABLE
The Labor Market Approach

By definition, informal activities violate the law, and thus participants
seek to conceal them. This makes it impossible to arrive at precise and
reliable estimates of the extent of these activities or the number of people
involved in them. The capacity of society to confront the state is nowhere
clearer than in its ability to mislead taxmen, inspectors, and statisticians
as to what is really taking place. This capacity gives rise to a third para-
dox described later in this section.

In the absence of precise measures of the informal economy, a variety
of approximations have been devised. They fall into four main catego-
ries: (a) the labor market approach, (b) the small firm approach, (c) the
household consumption approach, (d) the macroeconomic discrepancy
approach. Labor market approximations seek to estimate the percent-
age of the total or economically active population (EAP) that works
informally on the basis of specific employment categories identified in
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censuses or nationally representative surveys. The assumption is that cer-
tain categories of people are more prone to conceal all or some of their
income-earning activities from taxing and recording authorities. The self-
employed are foremost among these groups.

Presumably, as Barry Molefsky points out, “the self-employed have
greater opportunities to hide income and participate in the underground
economy than other workers.”* Indeed, a study by the U.S. Internal
Revenue Service, cited by this author, found that 47 percent of workers
classified as independent contractors did not report any of their earnings
for tax purposes. A similar rationale has led the International Labour
Organization (ILO) and its regional affiliates, such as the Regional Em-
ployment Program for Latin America (PREALC) to categorize the self-
employed, minus professionals and technicians, as part of the informal
sector.

A second suspect category is the unemployed because of the possibil-
ity that they may be working “on the side” while receiving benefits. This
rationale is not plausible in third world countries where unemployment
benefits are nonexistent, but it is quite applicable in advanced countries.
For the United States, economist Peter Gutmann states flatly that “the
U.S. unemployment rate, on which so much government policy depends,
is substantially overstated.”* In Gutmann’s view, reinforced by later au-
thors, about one in five of the officially unemployed is really a disguised
informal worker or entrepreneur.

In a field study in Cleveland, R. MacDonald found that working
while claiming benefits was “a way of life” among the poor, justified
as a necessary strategy to make ends meet. Informal employment was
provided by subcontractors who paid low wages for irregular work.* A
similar pattern has been uncovered in a number of European countries.
In Italy, the national statistical agency, ISTAT, estimated an irregular la-
bor force in the construction industry numbering half a million workers
in the early 1990s. These workers combined spells of unemployment,
funded by state benefits, with periods of formal or informal employment.
A common pattern is for construction firms to hire workers on the books
for the minimum number of weeks legally required for benefits and then
to dismiss them and rehire them informally through subcontractors. Sim-
ilar findings have been reported in Greece and Ireland.*

A fourth category is the occupationally inactive. The rationale is that
those not working and not looking for work are more likely to engage in
underground activities, at least on a part-time basis. Gutmann used the
recorded decline in male labor force participation between 1951 and 1976
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and again between 1970 and 1990 to hypothesize that many of these drop-
outs had actually moved to the underground economy.* This hypothesis
is open to challenge on a number of counts, including the fact that the
largest and only significant declines took place among male workers aged
fifty-five or older. Clearly, other factors such as ill health, disability, or
retirement can play a major role in accounting for these figures. In other
age categories, male labor force participation rates fluctuated erratically
while, among females, they increased consistently and sizably for all age
groups, except the oldest.*” These inconsistencies have led to the dismissal
of labor force nonparticipation as a reliable indicator of informality.

The ILO adds other occupational categories to the informal sector
based primarily on data from less developed countries but with applica-
tions to wealthier nations as well. Domestic servants and unpaid family
workers are thus classified as informal. So are workers in microenterprises
that employ up to five workers on the rationale that these enterprises are
either off the books or, if registered, commonly fail to observe legal rules
in their hiring practices. Based on these employment categories, as re-
corded in national household surveys, UN agencies can provide estimates
of the informal labor force for most countries. Table 7.3 presents recent
estimates for selected Latin American countries. These estimates repro-
duce those for the informal proletariat in the same countries, reported in
the prior chapter. For comparative purposes, figures for the United States
and three major states are also presented.

The U.S. figures are much lower than for Latin America, represent-
ing less than 10 percent of the adult civilian population. Even this small
proportion declined marginally during the last decades. To see if there
were significant regional variations in these estimates, we examined the
series for California, Florida, and New York—states where rising infor-
mal activities associated with mass immigration have been reported. As
shown in table 7.3, the state-level series follow closely the national pat-
tern and provide no evidence of a significant rise in informal employment
anywhere. According to these figures, informal employment represents
a phenomenon of limited significance in the United States involving less
than one decile of its labor force.

The Small Firm and Household Consumption Approaches

A second, related method is based on the evolution of the number and
proportion of “very small enterprises” (VSEs) as an indicator of change
in informal activities. VSEs are defined as those employing fewer than



TABLE 7.3
Estimates of the Informal Economy Based on Selected Employment Categories,
1980-1998

Employment Category

Workers in
Micro- Own Account  Domestic

Country! Year  enterprises® % Workers* Servants  Total %*
Argentina 1998 15.7 19.6 4.8 40.1
Brazil 1997 9.7 25.8 8.6 44.1
Costa Rica 1998 10.6 15.4 4.8 30.8
Mexico 1998 14.9 20.5 4.1 39.5
Panama 1979

1998 6.4 18.2 6.6 31.2
Uruguay 1981

1998 10.6 19.9 7.2 37.7
Venezuela 1981

1994 9.2 27.4 4.0 40.6
United States 1980 4.0 4.5 0.9 9.4

2000 3.6 4.0 0.5 8.1
California 1980 4.0 4.5 0.8 9.3

2000 3.3 4.3 1.0 8.6
Florida 1980 4.5 4.5 0.6 9.6

2000 4.0 3.5 0.5 8.0
New York 1980 3.9 2.5 0.9 7.3

2000 4.0 2.9 0.7 7.6

'For all Latin American countries, estimates are available only for the urban economi-
cally active population.

2 As percent of the civilian economically active population aged fifteen to sixty-four.

3Salaried and unpaid family workers in firms employing fewer than five
workers.

4Self-employed individuals minus professionals and technicians.

Sources: Economic Commission for Latin America and the Caribbean, Panorama 2000,
tables 6, 11. U.S. Bureau of the Census, Current Population Surveys, 1980, 2000; U.S.
Bureau of the Census, Statistical Abstract, 2000.
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ten workers. This approach has been applied in the United States in lieu
of labor market data. The assumption is that, in advanced countries,
most activities defined as informal occur in smaller enterprises because
of their lesser visibility, greater flexibility, and greater opportunities to
escape state controls. Larger firms are assumed to be more subject to
state regulation and more risk-averse to potential penalties. Hence, they
are less likely to engage in informal activities directly, although they can
subcontract work to smaller firms that do.

The idea for this approach came from interviews with officials of the
Wage and Hour Division of the U.S. Department of Labor, the agency
charged with enforcing minimum wage, overtime, and other protective
codes for American workers. The interviews indicated widespread viola-
tions of labor codes among garment, electronics, and construction sub-
contractors as well as in all kinds of personal and household services,
especially in large metropolitan areas. Most of the enterprises involved
were small, employing fewer than ten workers.*® A separate study by the
General Accounting Office identified the restaurant, apparel, and meat
processing industries—all sectors where small firms predominate—as
having the greatest incidence of “sweatshop practices.” Included in this
category were failure to keep records of wages and work hours, wages
below the legal minimum or without overtime pay, employment of mi-
nors, fire hazards, and other unsafe work conditions.*

As an indicator of the extent of informality, the evolution of VSEs is
subject to two contrary biases. First, not all small firms engage in informal
practices, which leads to an overestimate; second, fully informal VSEs es-
cape all government record keeping, which leads to underestimation. The
extent to which these biases neutralize each other is not known. In this
situation, the statistical series are best interpreted as a rough estimate of
the evolution of the informal sector on the basis of those recorded firms
that most closely approximate it.

About three-fourths of U.S. establishments counted by the Census
were VSEs in 1963, and they absorbed approximately one-seventh of the
economically active population. By 1985, the figures were almost exactly
the same, although the variations along the way are instructive. Between
1965 and 1970, there was a 6 percent decline in the proportion of VSEs
and a 2 percent drop in the proportion of the labor force employed by
them. The reversal of this trend between 1970 and 1975 is an artifact
of the small-size class of establishment reported by the Census—from
fewer than eight to fewer than ten employees. Thereafter and until 1980,
there was again a gradual decline, but, in that year, the trend reversed
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once more with the proportion of VSEs in 19835, reaching the same level
as in 1965. After 1985, there has been a new slow decline in the rela-
tive number of VSEs and the proportion of the labor force employed by
them.’°

By 2005, figures were not much different from what they had been
forty years earlier. This stability in the relative number of VSEs and the
proportion of the labor force employed by them, is in line with results
from the labor market approach above, indicating little variation over
time in those sectors or employment categories that come closest to the
definition of informality. These results also support the stability of the
class of petty entrepreneurs, as described in chapter 5.

A third approach, the household consumption method, is based on
the recognition that direct survey measures of informal employment are
difficult to obtain in developed countries. For this reason, James Smith
and his associates developed an ingenious method based on the consump-
tion of informally provided goods and services by American households.
The studies were based on national probability surveys conducted by the
Survey Research Center of the University of Michigan. Informal activity
was defined as market transactions that should be recorded or taxed but
were not. Respondents were asked to report the amounts spent over the
preceding year on goods and services acquired off the books or on the
side. On that basis, the authors estimated that U.S. households spent
a maximum of $72.4 billion in informal purchases, representing 14.6
percent of all expenditures (formal and informal) in the late 1980s. The
study also reported that fully 83 percent of all American households
made use of at least one type of informal supplier. Home repairs and
improvements topped the list in terms of dollars spent, followed by food
purchases, child care, other personal and domestic services, and auto
repairs.’!

This method has the merit of relying on statistically representative sur-
vey measures and, hence, yielding authoritative estimates of household
consumption. As an indicator of the scope of informality in the national
economy, it suffers the fatal flaw of neglecting informally produced in-
puts for larger firms and irregular labor practices within them. In other
words, the entire universe of informal subcontracting in the apparel, elec-
tronics, furniture, construction, and many other industries as well as off-
the-books employment by formal enterprises is excluded by a measure-
ment approach focused exclusively on final household consumption. The
method shares with the VSEs approach the assumption that informality
is found predominantly in the smallest economic units; however, in both
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cases, there is considerable slippage between what actually happens on
the ground and what these numbers can tell us. Both approaches are best
characterized as partial and tentative approximations to the real underly-
ing phenomenon.

Macroeconomic Estimates

The fourth strategy, the macroeconomic discrepancy method, attempts to
measure the magnitude of the total underground economy as a propor-
tion of the gross national product (GNP). This method is based on the
existence of at least two different, but comparable, measures of some
aspect of a national economy. Discrepancies between these measurements
are then attributed to underground activities. For example, gaps in the
income and expenditure side of national accounts can be used to esti-
mate the size of unreported income to the extent that individuals can be
assumed to be less likely to misrepresent their expenditures than their in-
comes. These methods have been more popular in the advanced countries
where government record keeping and national accounts are better devel-
oped and where the probability of obtaining valid reports on participa-
tion in underground activities through survey questions is low. The more
elaborate of these methods, based on the ratio of currency in circulation
to demand deposits, were pioneered by Gutmann and subsequently mod-
ified by Feige and Vito Tanzi. This “currency ratio” approach is based on
the assumption that informal transactions are conducted mostly in cash
in order to avoid detection by the authorities.*?

The approach consists of building an estimate of the currency in cir-
culation required by the operation of legal activities and subtracting this
figure from the actual monetary mass. The difference, multiplied by the
velocity of money, provides an estimate of the magnitude of the under-
ground economy. The ratio of that figure to observed GNP then gives the
proportion of the national economy represented by subterranean activi-
ties. The method depends on the identification of a base period in which
the underground economy was assumed to be insignificant. The ratio
of currency in circulation to the reference figures (demand deposits for
Gutmann; GNP for Feige; M2 for Tanzi) is established for this period and
then extrapolated to the present. The difference between this estimate
and the actual ratio provides the basis for calculating the magnitude of
underground activities. Using this approach, Feige reported that the U.S.
underground economy as a proportion of total reported adjusted gross
income (AGI) rose from 0 in 1940 (the base year) to 20 percent in 1945,



The Informal Economy ¢ 155

declined subsequently to about 6 percent in 1960, increased rapidly to
reach 24 percent in 1983, and then declined again to about 18 percent
in 1986.%

More recently, Feige noted that earlier calculations had been grossly
distorted by the failure to take into account currency that left the United
States to serve as a deposit of value or a means of exchange in other coun-
tries. According to his calculations, up to 80 percent of U.S. currency is
unaccounted for, and much of it is held abroad. After a series of complex
calculations, Feige concluded that unreported income in the United States
was approximately $700 billion in 1991 and not the over $1 trillion esti-
mated with unadjusted models. Even after this adjustment, the size of the
unreported economy reached 25 percent of reported AGI in 1990-91.%

Macroeconomic methods for estimating the size of the underground
economy through unreported income have been increasingly used by
economists in other countries. In Canada, for example, various research-
ers utilizing these methods arrived at figures ranging from 2.8 percent of
GDP in 1981 (reported by Statistics Canada) to 14.1 percent (reported
by Mirus using Tanzi’s approach). A decade later, Guttman’s method, as
applied by Vladimir Karoleff and his colleagues yielded an estimate of
21.6 percent of GDP, but the figure from Statistics Canada remained at
2.7 percent.>

The macroeconomic procedures have serious weaknesses that have
been noted by a number of analysts. First, the assumption that informal
transactions take place mostly in cash is questionable in settings where
bank checks and other instruments can be used with little fear of de-
tection by the authorities. Second, the assumption that informal activi-
ties did not exist in some arbitrarily designated period is also subject to
question. Third, and most important, these estimates do not differentiate
between criminal and informal activities. As seen above, informal activi-
ties involve goods and services that are otherwise licit, but whose produc-
tion or distribution bypass official channels. Hence, the huge estimates
of the subterranean economy sometimes reached through these methods
can be due to the presence of a large criminal underground whose opera-
tion and character are quite different from those of the informal economy
proper.’®

Estimates based on macroeconomic methods also vary widely ac-
cording to the assumptions and figures employed. Richard Porter and
Amanda Bayer replicated the methods used by Guttman, Feige, and Tanzi
to obtain estimates of the absolute and relative size of the U.S. under-
ground economy. Their results are reproduced in table 7.4. The three
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TABLE 7.4
Estimates of the U.S. Underground Economy According to Macroeconomic
Discrepancy Methods

Guttmann Tanzi Feige
Year Billions § % of GNP Billions § % of GNP Billions $ % of GNP
1950 15.9 5.6 14.5 5.1 27.6 9.6
1955 14.7 3.7 12.8 3.2 1.7 0.4
1960 17.3 3.4 20.7 4.1 -3.4 -0.7
1965 31.6 4.6 26.3 3.8 9.6 1.4
1970 62.4 6.3 45.6 4.6 101.0 10.2
1975 150.8 9.7 77.0 5.0 467.3 30.2
1979 317.8 13.1 130.7 5.4 628.4 26.0
1980 372.8 14.2 159.9 6.1 1,095.6 41.6

Source: Porter and Bayer, “A Monetary Perspective,” p. 178.

sets of estimates vary widely. In 1980, for example, Guttman’s method
(as applied by Porter and Bayer) yielded an estimate of the underground
economy of 14 percent of the GNP; Tanzi’s approach reduced the figure
to 6 percent, while Feige’s method increased it to 42 percent. Similar dis-
crepancies have been found in later estimates for other countries, such as
Canada, Great Britain, Germany, and Mexico.’”

The Measurement Paradox

The limitations of all existing methods of measurement stem from the na-
ture of the phenomenon they attempt to gauge, which is elusive by defini-
tion. However, the extent to which informal activities are concealed is not
uniform. There are levels of concealment depending on the character of
state regulation and the effectiveness of its enforcement. In settings where
the informal economy is widespread and semiopen, as in many third world
countries, it is possible to arrive at reliable estimates of its size on the basis
of direct surveys. Lax enforcement and the generalized character of these
activities make informal owners and workers less apprehensive about an-
swering questions about their work. In Latin America, survey methods
applied during the last three decades have produced acceptable estimates
of the size of the labor force employed informally in most countries.
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When state regulation is both highly effective and extensive, as in many
industrialized nations, the situation changes. In these instances, informal
activities are better concealed and, as we have seen, embedded in tighter
social networks. Hence, no matter how well organized the official record-
keeping apparatus is, it is likely to miss a significant amount of informal ac-
tivity. In the United States, for instance, analysts have long discounted the
possibility of measuring the informal or underground economy through
direct survey questions and hence are forced to rely on the approximate
methods described earlier. The measurement alternatives, from household
consumption patterns to macroeconomic discrepancy ratios, have yielded
estimates too feeble to guide either theory or policy.

The third paradox of the informal economy is that the more credible
the state enforcement apparatus is, the more likely its record-keeping
mechanisms will miss the actual extent of the informal economy and,
hence, the feebler the basis for developing policies to address it. If Feige’s
estimates are taken at face value, an entire quarter of all economic activ-
ity in the United States took place outside the pale of state regulation in
the 1990s. Since the government knows little about the character and
scope of these practices, it proceeds as if, in effect, they did not exist.
The assumption can lead to serious policy distortions: “To the extent
that national accounting systems are based on data sources primarily col-
lected from the formal sector, a large and growing informal economy will
play havoc with perceptions of development based on official statistics,
and consequently with policy decisions based exclusively on information
provided by official sources.”>®

This statement must be qualified, however, by the previous discussion
concerning the extent of state enforcement and the character of the civil
society subject to it. As described in figures 7.4 and 7.5, the informal
economy is likely to be weakest when limited regulation of economic
activity by a competent state apparatus is coupled with a population ac-
customed to regular waged employment and to legal welfare programs.
In these situations, working “on the side” or “off the books” is likely to
meet with public disapproval, leading to a situation in which civil society
itself and not only the state enforces legal rules. Informal enterprise in
these social contexts is limited to marginal activities and sectors, and the
bulk of the “unreported economy” is probably accounted for by crimi-
nal, not informal, activities. In these contexts, the altruistic sources of
social capital described in chapter 3—value introjection and bounded
solidarity—tend to work for the state rather than against it.
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At the other extreme, the capacity of civil society to resist complete ab-
sorption by a totalitarian state is nowhere clearer than in its withdrawal
of information from state record-keeping agencies. The best example
of this third paradox is provided by the now-defunct Eastern European
command economies. In these contexts, state policies aimed at control-
ling every aspect of economic activity required vast amounts of infor-
mation in order to function properly. However, the same policies gave
rise to a vast underground economy whose existence depended precisely
on escaping official detection. The result was that the information on
which state managers had to rely became progressively illusory and the
subsequent policies unrealistic.”” Firms and state agencies in the “first”
economy became trapped in a make-believe world, feeding one another’s
misperceptions and operating at an ever-growing distance from the real
world. The outcome is well known.

CoNCLUSION: THE CHANGING BOUNDARIES OF INFORMALITY
Reprise

This chapter has reviewed various definitions of the informal economy,
distinguished it from criminal activities, and explored some of its pecu-
liar characteristics. From the definition of the phenomenon used in the
analysis, it is clear that the elements composing the informal sector will
vary across countries and over time. The relationship between the state
and civil society defines the character of informality, and this relation-
ship is in constant flux. The changing geometry of formal/informal eco-
nomic activities follows the contours delineated by past history and the
nature of state authority. There is thus no great mystery in the diversity
of formal-informal interactions reported in the literature. Every concrete
situation has in common the existence of economic practices that violate
or bypass state regulation, but what these are varies according to state-
society relations. Hence, what is informal and persecuted in one setting
may be perfectly legal in another; the same activity may shift its location
across the formal-informal divide over time. The economic sociology as-
sumption of social embeddedness finds few clearer expressions than in
the informal economy.

Informality may be characterized as a constructed response by civil
society to unwanted state interference. The universal character of the
phenomenon reflects the considerable capacity of resistance in most soci-
eties to the exercise of state power. An activity can be officially declared
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illegal without disappearing at all; entire economic sectors may be legis-
lated out of existence and still flourish underground. The universality of
the informal economy is confirmed by a bourgeoning research literature
that describes its characteristics and consequences in settings as diverse as
Canada, the Netherlands, Mexico, Jordan, and South Africa.®

This literature also illustrates the diverse functionality of informal ac-
tivities for the actors involved. While a good portion of this literature,
coming from economics, views the phenomenon as tax evasion, sociolog-
ical and social anthropological studies provide a more nuanced view. It is
obvious that informal enterprise is “functional” for those so employed,
since they create a means for survival. It is equally obvious that large
firms that subcontract production and marketing to informal entrepre-
neurs or who hire workers off the books also benefit from higher flex-
ibility and lower labor costs. It is less evident, however, that the informal
economy can also have positive consequences for the very actor whose
existence and logic it challenges.

A Final Paradox

The fourth paradox of the informal economy is that it can have positive
consequences for the state, the very institution charged with its suppres-
sion. This paradox also adopts different forms depending on national
context. In less developed countries, where protective labor legislation
runs ahead of the capacity of the formal economy to provide full em-
ployment, informal enterprise has a double function. First, it employs
and provides incomes to a large segment of the population that oth-
erwise would be deprived of any means of subsistence. The “cushion”
provided by the informal economy can make all the difference between
relative peace and sustained political upheavals in these settings.®! Sec-
ond, the goods and services provided by informal producers lower the
costs of consumption for formal workers and the costs of production
and distribution for larger firms, thus contributing to their viability. The
low wages received by formal sector employees in third world nations
are thus partially compensated by the greater acquisitive power of these
wages through informally produced goods and services. In turn, large
firms can compensate for costly tax and labor codes by restricting the
size of their formally employed labor force and subcontracting the rest
to informal entrepreneurs. Through these mechanisms, the informal
economy contributes to the political stability and economic viability of
poorer nations.®?
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In the advanced countries, the cushioning function of informality is
also present, especially in relation to marginal segments of the popula-
tion. When for political or economic reasons, unemployment and other
state-provided benefits are meager, recipients compensate by finding
additional sources of income, commonly through informal employment.
This gives rise to the situation reported by MacDonald, where combining
welfare with off-the-books casual jobs becomes a “way of life” for mi-
nority workers in the American inner city.®* While such arrangements are
regularly condemned by the media and by government officials, it is conve-
niently forgotten that these casual jobs make possible the perpetuation of a
social welfare system bearing little relation to the actual cost of living.

Informality can also provide a protective environment for fledgling
but innovative forms of entrepreneurship. The Emilian case again offers
a good example. Although the government in Rome took a dim view
of what was taking place in Emilia-Romagna, the informal networks of
cooperation and solidarity among Emilian artisans eventually gave rise
to an industrial district that became a world model. This is not the sole
example of this “incubator” function, as the experiences of Silicon Valley
firms started in owners’ garages and basements attest.** For fledgling but
viable entrepreneurial ventures, the informal economy can operate as a
protective and flexible cushion sparing them from burdensome and costly
regulations that can prematurely sink them. As firms mature, they enter
the formal economy, contributing to its growth. This is what happened
in central Italy, in Silicon Valley, and elsewhere.®

The unheralded positive effects of the informal economy may help
explain why governments in advanced and less developed countries com-
monly adopt an ambiguous attitude toward these activities, tolerating
their existence, at least on a temporary basis. Too much tolerance would
compromise the credibility of the rule of law and the willingness of for-
mal firms and taxpayers to continue shouldering their obligations. Too
repressive a stance would do away with the “cushion” provided by in-
formal activities or, what is worse, may drive them further underground,
depriving authorities of any information about them. As seen in chapter
6, the free market approach toward economic adjustment in Latin Amer-
ica used the informal economy to absorb those displaced from regular
employment on the tacit premise that casual workers cannot organize
politically.

The complex relationships between the state and the informal econ-
omy, and the multiple forms adopted by informal activities, rule out an
approach to the phenomenon based on a simple tax-evasion perspective.
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The analytic stance to study these phenomena must be as nuanced and
flexible as the informal economy has proven to be, combining the use of
aggregate statistics and large surveys with careful firsthand investigation.
By the same token, these activities will continue to be a privileged site for
examining the social underpinnings of economic action. While a naive
approach may see this universe as the reign of the “free market,” it is in
reality the realm where the embeddedness of economic action in social
networks and the unanticipated consequences of purposive official action
emerge most clearly.



CHAPTER EIGHT

Ethnic Enclaves and Middleman Minorities

THIS PAIR OF CONCEPTS, ethnic enclaves and middleman minorities, has
served well to analyze the economic behavior of nonmainstream groups
and the internal dynamics that have made their enterprises viable and sus-
tainable over time.! Although these phenomena appear marginal in com-
parison with large corporations and other major economic institutions,
they represent a strategic site for economic sociology for two reasons:
First, they help explain how apparently poor and resourceless minorities
have managed to move ahead and create enterprises that compete effec-
tively with larger mainstream firms. Second, they illustrate the embed-
dedness of economic action with singular clarity, revealing facets of these
dynamics that are unexpected and do not exists in other contexts.

Enclaves are assemblages of enterprises owned and operated by mem-
bers of the same cultural/linguistic groups that concentrate in an identifi-
able geographic area, maintain intense relations with one another, and
hire significant numbers of their coethnics. Enclave entrepreneurs may
or may not live in the enclave area, but the siting of their firm in it is a
precondition for their viability and success. Middleman minorities are
groups from the same cultural/linguistic background who specialize in
operating commercial activities in downtrodden urban areas, profiting
from a quasi-monopolistic position given the absence of competitive firms
in them.

Minorities who become middlemen or enclave entrepreneurs rely on
unique mechanisms of solidarity based on a common cultural experience,
not only to make their firms sustainable but also to accumulate sufficient
capital to propel their offspring into the professions. For this reason,
these economic formations tend to be short-lived unless the original en-
trepreneurial generation is reinforced by new migrants from the same
origin or replaced by others from a different ethnic background. These
ethnic phenomena bring into play, in singular ways, the operation of sev-
eral concepts analyzed in previous chapters, in particular:

® Social capital
e Social classes and the class structure
¢ The informal economy
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Enclaves and middleman minorities represent specific instances of these
more fundamental concepts, but they also possess heuristic value of their
own given the singular ways in which basic forces interweave and mani-
fest themselves within these formations.

ETHNIC ENCLAVES
Basic Characteristics

Near downtown Los Angeles there is an area approximately a mile long
where all commercial signs suddenly change from English to strange pic-
torial characters. Koreatown, as the area is known, contains the predict-
able number of ethnic restaurants and grocery shops; it also contains a
number of banks, import-export houses, industries, and real estate of-
fices. Signs of “English spoken here” assure visitors that their links with
the outside world have not been totally severed. In Los Angeles, the pro-
pensity for self-employment is three times greater among Koreans than
among the population as a whole. Grocery stores, restaurants, gas sta-
tions, liquor stores, and real estate offices are typical Korean businesses.
They also tend to remain within the community because the more suc-
cessful immigrants sell their earlier businesses to new arrivals.?

A similar urban landscape is found near downtown Miami. Little Ha-
vana extends in a narrow strip for about five miles, eventually merging
with the southwest suburbs of the city. Cuban-owned firms increased
from 919 in 1967 to 8,000 in 1976 and approximately 28,000 in 1990.
Most are small, averaging 8.1 employees at the latest count, but they also
include factories employing hundreds of workers. Cuban firms are found
in light and heavy manufacturing, construction, commerce, finance, and
insurance. An estimated 60 percent of all residential construction in the
metropolitan area is now done by these firms; gross annual receipts of
Cuban manufacturing industries increased 1,067 percent during a recent
ten-year period.’

These areas of concentrated immigrant entrepreneurship are known
as ethnic enclaves. Their emergence has depended on three conditions:
first, the presence of a number of immigrants with substantial business
expertise acquired in their home countries; second, access to sources of
capital; third, access to labor. The requisite labor is not too difficult to
obtain because it can be initially drawn from family members and then
from more recent immigrant arrivals. Sources of capital are often not a
major obstacle either, because the sums required initially are small. When
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immigrants do not bring them from abroad, they can accumulate them
through individual savings or obtain them from pooled resources in the
community. In some instances, would-be entrepreneurs have access to
financial institutions owned or managed by conationals. Thus, the first
requisite is the critical one. The presence of a number of immigrants
skilled in what sociologist Franklin Frazier called “the art of buying and
selling” can usually overcome other obstacles to entrepreneurship. Con-
versely, their absence tends to confine an immigrant group to wage work
even when enough savings and labor are available.*

Entrepreneurial minorities have been the exception in both turn-of-
the-century and contemporary immigrations. Their significance is that
they create an avenue for economic mobility unavailable to other groups.
This avenue is open not only to the original entrepreneurs, but to later
arrivals as well. The reason is that relations between immigrant employ-
ers and their coethnic employees often go beyond a purely contractual
bond. When immigrant enterprises expand, they tend to hire their own
for supervisory positions. Today Koreans hire and promote Koreans in
New York and Los Angeles, and Cubans do the same for other Cubans
in Miami, just as eighty years ago the Jews of Manhattan’s Lower East
Side and the Japanese of San Francisco and Los Angeles hired and sup-
ported those from their own communities.’ I review next the histories of
these earlier groups as background for analysis of the specific social traits
underlying these formations.

Historical Examples

Two immigrant groups arriving during the 1890-1914 period differed
markedly from other minorities both in the way their labor was utilized
and in their mode of adaptation. The similarity between these two groups
after their arrival in the United States could not have been anticipated on
the basis of their background, for it is difficult to imagine more different
national origins. One of these groups came to the United States to es-
cape the brutal persecutions of their own country’s government; the other
came as part of an officially sponsored and monitored flow. One came
to fill industrial and service jobs in an urban economy; the other came
to meet labor demands in agriculture. One was committed from the start
to permanent settlement in the country; the other viewed its sojourn as a
temporary stay until debts could be settled or land bought in the mother
country.
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Both groups were non-Christian, but they were different in religion,
language, and race. They disembarked at opposite ends of the continent
and never met in sizable numbers at any point. Yet, Jews and Japanese
developed patterns of economic and social adaptation that were remark-
ably similar. What both groups had in common was their collective re-
sistance to serving as a mere source of labor power. From the start, their
economic conduct was oriented toward two goals: (1) the acquisition of
property, and (2) the search for entrepreneurial opportunities that would
given them an “edge” in the American market.

In coastal cities at both ends of the land, Jews and Japanese created
tight-knit communities that in appearance resembled the ethnic neigh-
borhoods of many other immigrant groups but differed from these neigh-
borhoods in their social and economic organization. These communities
were not exclusively residential—places where an immigrant working
class could find comfort and sociability. They were instead economic
hubs where a substantial proportion of immigrants were engaged in busi-
ness activities and where a still larger proportion worked in firms owned
by other immigrants.®

To overcome the lack of capital, the absence of connections in the
general economy, and the patent hostility surrounding them, Jewish and
Japanese entrepreneurs made use of the resources available in their own
communities. For the entrepreneurially inclined, ethnic solidarity had
clear economic potential. The community was (1) a source of labor, which
could be made to work at lower wages; (2) a controlled market; and
(3) a source of capital, through rotating credit associations and similar
institutions.

Starting from very humble beginnings, many immigrant enterprises
reached a modicum of success, and some expanded into major firms.
Characteristically, these immigrant groups experienced significant eco-
nomic mobility in the first generation, and this process frequently pre-
ceded, not followed, acculturation. There were immigrant millionaires
who spoke broken English and whose cultural allegiance was still to the
home country. This pattern contradicted the typical assimilation saga,
whereby economic advancement was supposed to involve a long and dif-
ficult acculturation process.”

The combination of cultural distinctness and economic success pro-
voked in both cases a number of racist campaigns. Quotas were estab-
lished for keeping Jewish students out of the best universities. Increasing
in frequency and intensity, anti-Semitic campaigns forced the creation
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of the Jewish Anti-Defamation League and other ethnic defense orga-
nizations. On the West Coast, continuous attacks against the Japanese
culminated in confiscation of their property and their mass internment in
camps during World War II.

THE JEwWISH ENCLAVE

The first major wave of Jewish immigration took place roughly between
1840 and 1870, when about 50,000 Jews of German origin arrived in
the United States. These immigrants engaged almost exclusively in com-
merce. Starting as street peddlers and small merchants, they managed to
reach significant economic prosperity in the course of a single generation.
By 1890, the German Jewish community in the United States was better
off economically than the average native population. Merchants special-
izing in the sale of “dry and fancy goods” pioneered in the creation of the
modern department store, laying the basis for such firms as Macy’s and
Sears Roebuck. In banking, Jewish companies such as Kuhn and Loeb,
Speyer, and the Seligmans reached significant size. In 1870, about 10 per-
cent of Jewish firms were capitalized at or above $100,000; in 1890,
almost 25 percent reported a minimum capital of $125,000.

Starting in 1870, a new wave of Jewish immigration overtook the
original one. Between 1870 and 1914, more than 2 million Jews aban-
doned Russia, where the Jewish population had been confined to the
“Pale of Settlement,” a belt of land extending from the Baltic to the Black
Sea. After the onset of industrialization, the Russian government pursued
a policy of systematic discrimination destined to keep ownership out of
Jewish hands. In addition to economic and geographic restrictions, Jews
suffered increasing political persecution. After the assassination of Tsar
Alexander IT in 1881, a wave of major pogroms against the Jewish popu-
lation occurred with the connivance of the government. Major pogroms
took place in 1881, 1882, 1903, and 1906.°

To escape such conditions, Eastern European Jews moved en masse to
the United States. They arrived and resettled, in large numbers, in New
York City. Within it, they concentrated heavily in a small section of Man-
hattan, the Lower East Side. In the heart of this district, the 10th Ward,
population density reached 523.6 people per acre by the turn of the cen-
tury. Efforts to disperse this population met with very limited success.
Despite the initially harsh conditions, few Jewish immigrants abandoned
their community. Thousands took to street peddling, others opened small
shops, and many went to work in factories owned by German Jews.
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The German Jewish community viewed the arrival of these impover-
ished masses with alarm, fearing that they would stigmatize the whole
group in American eyes and jeopardize its own position. It promptly re-
alized, however, that the best strategy lay not in rejecting the newcomers
but in integrating them. Organizations such as the Hebrew American Aid
Society, the United Hebrew Charities, the Independent Order of B’nai
B’rith, the Baron de Hirsch Fund, and others ministered to the needs of
the immigrants. They attended both to their material welfare and to the
imperative need of teaching them the language and the ways of the new
country. Although charity was often administered in an impersonal and
even condescending manner, the Jewish organizations proceeded with
such efficiency as to prompt outsiders to note that no other immigrant
group had “proved so generous to their own kind.”*°

The newcomers, however, lost little time in emulating the earlier Ger-
man immigrants. As they improved their economic position, German aid
societies were replaced by Russian, Hungarian, and Galician ones. The
Yiddish language, regarded by the Germans as a symbol of the patent in-
feriority of the new arrivals, became increasingly acceptable. In industry,
the pattern of German-owned firms and Russian Jewish labor rapidly
changed, as more Eastern Europeans became contractors and entrepre-
neurs. Jewish industry proliferated in the building and metal trades, in
jewelry and printing, and in tobacco and cigar making. It was, however,
the clothing industry that became “the great Jewish métier.”'' In 1920,
of 23,479 factories in the borough of Manhattan, almost half, 11,172,
were engaged in clothing production and employed more than 200,000
people. Except for the larger firms, employers were no longer German
Jews, but overwhelmingly Eastern Europeans.'?

The Jewish entrepreneurial drive led to significant economic mobility
among first-generation immigrants. The ascent along the economic and
social ladders was to be completed by the second and third generations.
The original immigrants lacked the resources and time to take advantage
of the public higher-education system in New York City. Their children,
however, were able to do so and literally monopolized facilities at City
College. By the third generation, Jewish students were attending top-rated
schools, including those created by their own group. Thus, despite anti-
Semitism, quota systems, and other restrictions, the remarkable progress
of this immigrant group continued unabated. At the end of the 1930s,
two-thirds of all Jewish workers were in white-collar positions. By the
early 1940s, Jews comprised 65.7 percent of New York City’s lawyers
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and judges, 55.7 percent of its physicians, and 64 percent of its dentists.
By the 1960s, Jewish family income was the highest of any ethnic group,
exceeding by 72 percent the national average.'®

JAPANESE ENTERPRISE

Under very different circumstances, Japanese immigration to the West
Coast followed a similar adaptation pattern. Significant Japanese immi-
gration to the mainland did not start until 1890. From that year until
1908, about 150,000 male immigrants came. After the Gentlemen’s
Agreement of 1908, Japanese arrivals were predominantly the spouses
of earlier immigrants, until the 1924 Immigration Act banned all fur-
ther Asiatic immigration. During the entire period, there were fewer than
300,000 Japanese recorded as entering the United States.'* This figure
does not take into account the return flow and, hence, overestimates the
actual size of net immigration. From 1908 to 1924, for example, the
160,000 Japanese immigrants resulted in a new inflow of only 90,000.
The 1920 census counted 111,010 Japanese in the United States out of a
total population of 106,000,000."

Several authors have commented on the discrepancy between the tiny
size of this group and the magnitude of the public reaction to it. Repeat-
edly, the California press and the labor movement engaged in virulent
campaigns against the “Japanese invasion.” In 1905, both houses of the
California legislature passed a resolution asking Congress to limit further
Japanese immigration. Included in a long bill of particulars was the fol-
lowing statement: “Japanese laborers, by reason of race habits, mode of
living, disposition, and general characteristics, are undesirable. . . . They
contribute nothing to the growth of the state. They add nothing to its
wealth, and they are a blight on the prosperity of it, and a great impend-
ing danger to its welfare.”!®

One reason for such hostility was that, like Jews back East, the Japa-
nese were highly concentrated and resisted efforts at dispersal. The vast
majority lived in the three West Coast states, with the greatest number in
California. Of the 111,010 Japanese counted by the 1920 census, 71,952
were in California. Even within this state, there was heavy concentra-
tion: one-third of Japanese residents of California in 1940 lived in Los
Angeles County; six other counties accounted for another third.'” But
this was not the only reason for hostility, as the Japanese continued to
be a tiny minority even in the areas of highest concentration. More basic
problems had to do with their role in the economy: “So long as the Japa-
nese remained willing to perform agricultural labor at low wages, they
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remained popular with California ranchers. But even before 1910, the
Japanese farmhands began to demand higher wages. . . . Worse, many
Japanese began to lease and buy agricultural land for farming on their
own account. This enterprise had the two-fold result of creating Japanese
competition in the produce field and decreasing the number of Japanese
farmhands available.”'® Faced with such “unfair” competition, Califor-
nia ranchers turned to the ever-sympathetic state legislature. In 1913,
the first Alien Land Law was passed, restricting the free acquisition of
land by the Japanese. This legal instrument was perfected in 1920, when
Japanese nationals were forbidden to lease agricultural land or to act
as guardians of native-born minors in matters of property, which they
themselves could not own."

Restrictions in agriculture drove many Japanese into urban enterprise.
Already in 1909, the Immigration Commission had found a total of about
3,000 small shops owned by Japanese in many Western cities. By 1919,
47 percent of hotels and 25 percent of grocery stores in Seattle were
Japanese owned. Forty percent of Japanese men in Los Angeles were self-
employed, operating dry-cleaning establishments, fisheries, and lunch
counters. A large percentage of Japanese urban businesses were produce
stands that marketed the production of Japanese farms.?’

Two recurrent questions about the emergence of Japanese enterprise
in agriculture and services were these: (1) how could they compete with
larger and better-capitalized American farms? And (2) where did common
laborers find the capital to start even small firms? Answers to both ques-
tions were found primarily in the strength of economic networks within
the ethnic community. Rotating credit associations, variously known as
ko, tanomoshi, or mujin, provided capital for urban businesses and farms
where banks would offer none. Such associations depended heavily on
mutual trust, and this was found within the immigrant community to an
extent that effectively counterbalanced discrimination by the banks. Even
relatively large undertakings, requiring sums close to $100,000, were fi-
nanced on the basis of tanomoshi.?!

Despite the many political restrictions and the continuous hostility,
Japanese immigrants continued to improve their economic positions. Ev-
ery effort to return the first generation Issei to the status of common
laborers seemed to strengthen their resolve to move out of it. The major
blows of wholesale confiscations and camp internments during World
War II seriously disrupted this ethnic economy, but did not entirely elimi-
nate it. Aging Issei and many of their children came out of the camps
to create or reestablish small businesses. In addition, the end of the war
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brought about a rapid growth of labor demand, along with a reduction
of hostility toward the Japanese.

The Nisei (the second generation) were thus able to explore alterna-
tive mobility paths. As second-generation Jews before them, the Nisei
moved en masse toward higher education. Between 1940 and 1950, the
number of professionals among the Japanese increased by 142 percent,
while farmers and proprietors decreased by 14 percent and 29 percent,
respectively. The third generation, Sansei, followed a similar course, with
a remarkable 88 percent attending college. Still, a number of them con-
tinued the entrepreneurial tradition of their parents, though along new
lines. In addition, there has been a significant movement toward ethnic
reaffirmation and pride in the third generation.??

There are at present about 800,000 Japanese Americans. Since 1940,
they have had more schooling than any other group in America, includ-
ing native whites. The average in 1960 for both males and females was
12.5 years. Average occupational attainment trailed that of native whites
in 1950, but exceeded it in 1960, being the highest for any ethnic group.
By 1959, Japanese American males on the mainland earned 99 percent of
the income of whites. By 1969, the average Japanese family income ex-
ceeded the national average by 32 percent, second only to the Jews among
American ethnic groups.??

Social Capital

Neither the Jews of the Lower East Side, nor the Japanese of California
could have performed these amazing economic feats without recourse to
social ties to their fellows. Although values are commonly credited post
factum as the source of internal solidarity and success in these communi-
ties, the primary forces creating social capital in such instances were situ-
ational: external hostility and discrimination meted on members of the
same collectivity inevitably lead to the rise of strong bounded solidarity
among them.?*

By the same token, absence of any support or resources on the outside
reinforces the power of the ethnic community to compel observance of
its rules, leading to higher levels of enforceable trust. Rotating credit as-
sociations and a multitude of informal exchanges can thus be transacted
in these environments without fear of malfeasance. Those tempted to do
so are constrained by knowledge that precious little opportunity exists
outside their own group. Justice Louis D. Brandeis, a prominent member
of the Jewish community in the early twentieth century, justified tight
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normative enforcement in the following terms: “A single though incon-
spicuous instance of dishonorable conduct on the part of a Jew in any
trade or profession has far reaching evil effects extending to the many
innocent members of the race—since the act of each becomes thus the
concern of all, we are perforce our brothers’ keepers.”?*

Post factum chronicles of the economic success of such groups make
much of their unique value endowment—the unique “love of learning”
among Jews or the Japanese “Confucian ethic”—for example.?® In real-
ity, immigrants from the most varied religio/cultural backgrounds have
been able to develop enclave or enclavelike economic hubs in America. In
addition to the historical experience of Jews and Japanese, they include
contemporary Protestant Koreans, Catholic and Buddhist Vietnamese,
Catholic Cubans, and secular and Orthodox Russians.?’” If a unique value
“ethic” were to be appended to the experiences of each of these groups,
we would end up with a very messy theory indeed.?®

The traits that all these communities have in common are situational
and are linked to their condition as foreign and frequently derided mi-
norities, leading to the rise of the social mechanisms noted previously.
However, it is not the case that all discriminated and excluded foreign
groups have created enclaves. As seen previously, they represent the ex-
ception in the economic adaptation process of immigrant groups: German
and Russian Jews went that route, but neither Italians nor Poles arriving
contemporaneously did so; Cubans and Koreans created ethnic enclaves
in the late twentieth century, but neither Mexicans nor Filipinos followed
that path.

These differences should alert us to the distinction between sources
of social capital and the resources that can be accessed through their
operation. This distinction, already noted in chapter 3, is crucial to avoid
the circular reasoning of attributing collective success to the presence
of social capital and collective failure to its absence. In fact, situational
sources of social capital are commonly activated among all minorities
confronting a difficult or hostile environment, but the resources accessed
through its activation are very different. The key resource characterizing
groups that have created enclaves has already been noted: the presence
of a substantial number of immigrants with business expertise acquired
in their country of origin. This type of human capital, combined with the
situational social capital associated with immigration, leads the collectiv-
ity in the direction of self-employment and creation of business networks,
rather than wage work. Absent this combination, immigrant social capital
functions primarily as a survival mechanism—a means of gaining access



172 e Chapter Eight

to manual jobs and of finding some comfort and protection among one’s
fellows from a forbidding outside world.?

Authors like Carol Stack, Patricia Fernandez-Kelly, and Mitchell Du-
neier have already documented the density of mutual assistance networks
present in inner-city ghetto areas inhabited by domestic minorities.
However, the social isolation of these areas makes the information flow-
ing from these networks largely redundant and the resources that can
be accessed through them limited to modest mutual assistance. In like
fashion, immigrant communities populated primarily by poorly educated
manual workers can generate bounded solidarity and enforceable trust,
but lack the internal human capital necessary to transform these social
mechanisms into vehicles for upward mobility.

Class Heterogeneity

A second related feature in the onset of ethnic enclaves is the existence
of class diversity within the immigrant population. Just as a uniform
working-class background prevents the rise of these economic formations,
a community made up exclusively of entrepreneurs would not create them
either because it would lack both a consumer and a labor base. Access
to a large captive market for ethnic goods and to a pliant coethnic labor
force have been sine qua nons for the emergence of most ethnic enclaves.3!
In the absence of class diversity, immigrant enterprise is most likely to
devolve into the middleman minority form, to be examined later.

Class heterogeneity in immigrant communities is commonly a func-
tion of the passage of time. Earlier cohorts usually come from higher-
class backgrounds and have longer time to consolidate their position in
the host society. Subsequent waves tend to possess less human capital,
and their recent arrival makes them readily available for employment in
enclave firms, where cultural ways are familiar and English is not neces-
sary.’> Among Cubans in Miami, for example, the earlier exile waves
were composed of members of the upper bourgeoisie displaced by the
revolution. Subsequent cohorts came from progressively lower-class back-
grounds, creating a social gradient highly favorable to the emergence of
an enclave.?

The Cuban example is not an isolated one. In a well-known article in
this literature, Thomas Bailey and Roger Waldinger showed how enclaves
served as “informal training mechanisms” teaching entrepreneurial skills
to younger or more recently arrived members of the same ethnic group.’*
Social capital for enclave entrepreneurs flows from bounded solidarity
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and enforceable trust, enjoining these job seekers to work long hours dili-
gently and without complaint. In turn, business owners are expected to
pass along skills to coethnic workers and to support them once they had
acquired the necessary means to set up businesses on their own. The fact
that social capital “cuts both ways” in these situations is well illustrated
by Min Zhou’s study of the Chinatown enclave of New York.* Zhou
shows how Chinese enclave firms function as veritable business engines
where internal class differences provide ready labor for existing firms but
also lead to skill transfers in favor of coethnic workers.

Returning to our two historical examples, we can readily see that the
two causal factors noted—a combination of social capital with business
human capital and a measure of internal class heterogeneity—were pres-
ent in both. The presence of a strong “tradition of enterprise” among
turn-of-the-century Jewish immigrants is well known. In the Pale of Settle-
ment, Russian Jews, forced in part by laws restricting their ownership of
land, had actively engaged in trade and commerce. An 1898 survey of the
area found that one-third of all the factories were Jewish-owned.

Upon arrival in New York, Jewish immigrants with commercial, craft,
and entrepreneurial skills easily surpassed comparable numbers among
other immigrant groups. By 1914, they ranked first among printers, bak-
ers, and cigar packers. They made up 80 percent of the immigrant hat
makers, 68 percent of the tailors, and 60 percent of the watchmakers.
They were up to half of the jewelers, photographers, dressmakers, and
butchers. In total, Jews ranked first in twenty-six out of forty-seven trades
recorded by the 1911 Immigration Commission.*® The original class het-
erogeneity of the Jewish enclave was due to the marked differences be-
tween well-established German Jewish merchants and the newly arrived
Russian immigrants As the latter moved on in the business world, they
in turn hired recently arrived coethnics, leading to the “training system”
described by Bailey and Waldinger.

The smaller size of the Japanese immigrant population and its more
uniform character did not permit the level of complexity and class differ-
entiation found in the Jewish Lower East Side. Japanese immigrants came
mostly from rural areas. They were not, however, part of an impoverished
subsistence peasantry, but members of a commercial farming class. They
frequently sojourned to America to buy additional land or retire loans
incurred in commercial production. Among Japanese requesting visas
to travel to the United States between 1886 and 1908, 20 percent were
classified as “merchants” and an additional 20 percent as “students.”?”
Thereafter, the passage of time functioned in similar ways as among other
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entrepreneurial groups, with better-established merchants hiring and in-
structing more recent arrivals and would-be business owners of the Nisei
generation.

How THE CuBAN ENcLAVE WaAs BuiLT
Three Stories

In 1966, Santiago Alvarez had had enough of the clandestine war con-
ducted by the Central Intelligence Agency (CIA) against Castro’s Cuba
and decided to settle down. He was twenty-five and, for the last few
years, had worked as a boat captain for the CIA infiltrating men and
arms into Cuba. Aside from an intimate knowledge of the Cuban coast,
he had few skills. “I didn’t have much of an education. . . . I had to fight
since a very young age,” he said. In Miami, Santiago worked as a waiter,
truck driver, and concrete salesman. Finally, in 1971, he opened his own
construction firm, beginning with just himself, his pickup, and his connec-
tions. Such “back-of-the-truck” enterprises proliferated during the early
1970s, but did not yet challenge the dominance of established Anglo-
owned companies. Alvarez’s operation, however, never ceased growing.
By 1985 he was one of South Florida’s most active real estate developers,
having taken over from older companies the building of shopping centers
and department complexes in Hialeah.?

After spending eleven days in jail for antigovernment activities, Reme-
dios Diaz-Oliver and her husband, Fausto, left Cuba in 1961. A graduate
of two Havana business schools, she went to work as a bookkeeper for
Richford Industries, a container distributor. Fausto found work at Ber-
tram Yacht, located nearby; that meant the couple could manage with
a single old car. Within a year, Remedios had been moved to Richford’s
international division. Fausto took his two weeks’ vacation and the
couple traveled to Central America with a bag of Richford’s samples.
They returned with $300,000 in orders from pharmaceutical companies
in Honduras and Costa Rica. By 1965, Diaz-Oliver had been appointed
Richford’s vice president of domestic sales, in addition to her duties as
president of the Latin American division.

These were the years in which former militant exiles were looking
for permanent employment. From her Havana days, Remedios knew
many people with the skills to make a business succeed. In 1966, she per-
suaded Richford to advance $30,000 in credit to one such person, with
the promise that if he defaulted she would cover the debt with her own
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salary. The man paid, the account grew, and so did her commission. Fol-
lowing this experience and at her prodding, Richford agreed to advance
credit to numerous exile clients. As these firms developed, the company’s
own business grew rapidly.

In 1976, however, Richford was sold to a division of Alco Standard
Corporation of Omaha, Nebraska. The new employer required Remedios
to sign a contract guaranteeing that she would not compete with Alco
Standard if she left the company. Instead of signing, Diaz-Oliver decided
to quit and form her own company. The construction trailer in which
American International Container opened did not look like much, except
that its owner had far more solid connections in the local market than the
buttoned-down midwestern company. By 1978, American International
had taken over the inventory of Alco Standard after driving it out of
Miami. Diaz-Oliver became exclusive Florida distributor for some of the
biggest names in packaging, including Owens-Illinois and Standard Con-
tainer. Her company had warehouses in Miami, Orlando, and Tampa
and annual sales of over $60 million.

Remedios has been president of Dade County’s American Cancer So-
ciety, the Hispanic division of the Red Cross, and the social committee of
the Big Five—the private club created in Miami in nostalgic remembrance
of the Havana Yacht Club and its four extinct peers in Cuba.*

All that Diego R. Suarez has done in his life is design and manufac-
ture agricultural equipment, especially for the sugarcane industry. A
graduate of the Vocational School of Havana and of the Civic-Military
Institute of Ceiba del Agua, Suarez founded and operated a company
called Vanguard National Equipment prior to the revolution. After Fidel
Castro came to power, Suarez started moving his capital out of Cuba, and
he himself left in 1961. With the monies smuggled out and a loan from
a small Puerto Rican bank, he established in Miami the Inter-American
Transport Equipment Company, a manufacturer and supplier of harvest,
transport, and field machinery for the sugar industry. The company be-
gan by exporting light equipment to Puerto Rico, then expanded to all
Latin American countries except Brazil. At present, over 90 percent of
the equipment manufactured is exported to more than forty countries
worldwide. In Suarez’s estimate, the large majority of field equipment
used today in Florida’s sugar industry comes from his factories.

The company’s headquarters and main factory are located in the vi-
cinity of Hialeah, where it employs between three hundred and four
hundred workers. Trade names include Vanguard and Thomson (tractors,
transport equipment, and other machinery) and Claas (harvesters). By
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1986, most of this equipment was designed and manufactured at these
facilities, except the harvesters, which were made in West Germany. Inter-
American’s engineers are Cuban, Mexican, American, and British.

In 1980, Suarez initiated the Inter-American Sugar Cane Seminars,
which bring engineers, technologists, and sugar mill owners from all
over the world to Miami to discuss scientific and technical issues ranging
from sugarcane diseases to computer automation of sugar mills. Suarez
also presides over companies affiliated with Inter-American Transport
and is one of the founders and former directors of the Cuban American
National Foundation.*

Character Loans

Diego Suarez was fortunate to have brought money and contacts from
Cuba. In general, the largest and best-capitalized firms of the emerging
Miami enclave were created by exiles experienced in business and hav-
ing access to these resources. Many would-be entrepreneurs seeking a
niche in Miami’s economy during the early 1960s were not so fortunate,
however. Unlike Asian immigrant communities that make extensive use
of the rotating credit association as an instrument for pooling savings,
Cubans did not have this cultural practice. In its absence, it seemed that
business starts would have to rely on paltry family loans or small savings
from wage labor.*!

There was another way, however. What Remedios Diaz-Oliver was
doing at Richford—extending credit on the basis of personal reputa-
tion—became institutionalized as Cuban managers gradually took over
the loan portfolios of local banks. To be sure, these were not the domi-
nant Anglo-owned banks for whom the exiles were just another down-
trodden minority, but small banks created with South American capi-
tal. South American owners had deemed it wise to put the management
of their firms in the hands of experienced but then unemployed Cuban
bankers. Once their own positions became secure, these officers initiated
a program of lending $10,000 to $30,000 to other Cubans for business
start-ups.

Access to this credit was not based on the applicant’s balance sheet or
collateral, but on his or her business reputation in Cuba. This unique prac-
tice became known as “character” lending and allowed numerous exiles
who spoke little English and had no standing in the American banking
system to get a foothold in the local economy. A leading Cuban American
banker who took part in this operation described it as follows:
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At the start, most Cuban enterprises were gas stations; then came grocery shops
and restaurants. No American bank would lend to them. By the mid-sixties,
we started a policy at our bank of making small loans to Cubans who wanted
to start their own businesses but did not have any capital. These loans of ten
or fifteen thousand dollars were made because the person was known to us by
his reputation and integrity. All of them paid back; there were zero losses. With
some exceptions, they have continued being clients of the bank. People who
used to borrow fifteen thousand dollars on a one-time basis now take out fifty
thousand in a week. In 1973, the policy was discontinued. The reason was that
the new exiles coming at that time were unknown to us.*?

An early client, now a large factory owner, describes his impressions of
differing banking styles:

The American banker looks only at the statement, the balance sheet of the
company. If he doesn’t like it, he doesn’t give you the loan. The Cuban banker
has a different technique: He looks for signs of your character. If he knows
you, knows that you meet your obligations, he lends you without looking at
the balance sheet. He knows you are not going to fail him. American banks
have the habit of changing credit managers very often. They hire fresh college
graduates who come here to Miami, know no one, and have to begin analyz-
ing statements. There the Cuban banks have the advantage. Their loan officers
know their clientele, they often even knew their families in Cuba—twenty,
thirty years. It’s a small technical detail, but important.*

Meanwhile, in the construction industry, skilled Cubans who sought
jobs as carpenters, plumbers, and bricklayers were being blackballed by
local unions dominated by native whites. Undeterred, the Cubans created
their own home repair businesses by buying a truck and going door-to-
door seeking work. Eventually, some of them gained access to character
loans, Small Business Administration loans, or pooled family savings to
establish more substantial firms. By 1979, about 50 percent of major
construction companies in Dade County were Cuban-owned, and they
accounted for over 90 percent of residential and commercial construction
in the southwest zone of the county.

Developers like Santiago Alvarez gradually displaced older unionized
companies. By 19835, six of the ten largest home builders in Dade were
Cuban-owned, including West Miller Heights (P. Adrian), Atrium Homes
(A. Sotolongo), H. G. Enterprises (H. Garcia), and Interam Builders
(E. Pereira). These companies were uniformly nonunion. As they gradu-
ally expanded, unionized new construction in Miami plummeted from
over 90 percent in 1960 to less than 10 percent in 1980. A Carpenter
Union’s organizer gloomily summarized the situation: “We paid dearly
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for not letting the Cubans in. They came to see us as the enemy, and
workers in their companies would not touch us.”** Grouped in the Latin
Builders Association, the Cuban companies came to exert growing influ-
ence not only in the construction industry, but in local politics as well.
Predictably, one of the goals of the association is to insure that the influ-
ence of the construction trades in Dade remains at a minimum.

There were other means of capitalizing new firms, both orthodox and
unconventional. Established Cuban Jewish companies in Havana sim-
ply moved to Miami and continued their long-standing relationship with
suppliers and creditors. This is the case of the Suave Shoe Company, a
footwear manufacturer and one of the largest firms of the Miami enclave.
Suave and similar manufacturers were able to secure credit from “fac-
tors,” bankers who specialize in advancing capital on the basis of work
orders, bypassing the usual 90 to 120 days’ repayment period. “Factor”
banking is not available to any business newcomer, however. Access to
this credit system is available only to businesses with established net-
works and a solid commercial reputation. Thanks to this advantage,
Suave became so successful that it went public and qualified to be listed
on the New York Stock Exchange.*

But it was capital advanced by Cuban officials at the small South
American banks that played the decisive role during the 1960s, fuel-
ing the development of a thick midlevel layer of enterprises between the
transplanted large firms and the small family businesses. By 1977, the
Census of Minority-Owned Enterprises counted 30,366 Cuban-owned
firms in the United States, most of them in Miami. The area was home
to half of the forty largest Hispanic firms in the nation and to the largest
bank. There was one firm for every twenty-seven Cuban-born persons.*

Unexpected Consequences of Political Militancy

Clearly, social networks and social capital were essential in effecting the
rapid transformation of political militants into ethnic entrepreneurs. Yet
it is useful to delve deeper into the social context in which these events
took place. Language and a common culture provided Cubans with a
basis for solidarity but, by themselves, they were not enough to create
a level of mutual support stronger than that typical among other immi-
grant communities. It was instead the common circumstance of exile and
the collective experience of successive political defeats that cemented a
strong sense of “we-ness” among these refugees. Expelled and despised
by the government of their country, abandoned at the Bay of Pigs by a
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supposedly firm ally, traded off during the 1962 Missile Crisis, ridiculed
by Latin American intellectuals who confined them to the dustbin of his-
tory, Cuban exiles had little to fall back on but themselves.*”

Sharing a common political fate, and an unenviable one at that, had
the unexpected consequence of promoting economic progress by cement-
ing ties built originally on a common culture. The “discrimination” that
Cubans suffered was not the usual type involving labor market oppor-
tunities or social acceptance. Instead, it concerned the failure of their
overall political project and their inability to persuade others of its merit.
Latin as well as North American intellectuals derided Cuban exiles as just
a bunch of political losers stranded between two nations. This isolation
defined the community and strengthened its internal solidarity in a way
that even language or a well-defined national culture could not.

The physical boundaries of the Miami enclave are not clearly demar-
cated because Cuban businesses may be found throughout the metropoli-
tan area. The social boundaries are, however, extremely clear; they define
the operation and the limits of bounded solidarity and enforceable trust.
Underlying the ease with which Cuban bank officials made character
loans was the certainty that their clients would pay. Anyone defaulting
or otherwise violating the implicit trust built into such deals could kiss
good-bye his or her chances for business success; the entire Cuban com-
munity would know, and there was precious little opportunity outside of
it. Hence, bankers were not simply being loyal to their friends but were
also displaying good business acumen. The “zero losses” reported by our
Cuban bank sources were predictable.

In his study of commercial enterprises in Bali, Clifford Geertz observed
how successful entrepreneurs were assaulted by job- and loan-seeking
kinsmen. The petitioners’ claims were buttressed by strong norms enjoin-
ing mutual assistance within the extended family and among all com-
munity members. The result was to turn promising businesses into relief
organizations languishing at the margins of solvency.* Family and ethnic
obligations surely existed among Miami Cubans, but they did not go as
far as to compromise the viability of business ventures. On the contrary,
such ties worked in the entrepreneurs’ favor because they functioned as
sources of low-cost family labor and start-up capital. Most enclave firms
could thereby prosper without fear that they would be turned into wel-
fare hotels.*

The mechanisms of bounded solidarity and enforceable trust produced
entrepreneurial success that was celebrated by the entire community and
was presented to the world as a model to follow. In political defeat, suc-
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cess in business gradually emerged as a source of collective pride and as
proof of the correctness of the refugees’ ideological stance: while Cuba
foundered economically and regimes friendly to Castro also failed, the
Miami enclave flourished on the energies of exile entrepreneurs and their
politically grounded solidarity.

THE INFORMAL EcoNOMY

The examples of Inter-American Transport and the Suave Shoe Com-
pany—formal capital and business transfers from the country of origin to
the immigrant enclave—are important, but exceptional. Far more com-
mon in the development of enclaves are the patterns exemplified by the
“back of the truck” beginnings of Santiago Alvarez’s construction firm
or the character loans without collateral pioneered by Remedios Diaz-
Oliver. Small and medium enclave enterprises begin invariably informal,
either in their sources of credit, their access to labor, or their business
practices. It could hardly be otherwise. Immigrant business initiatives
face a foreign and often hostile world in which observance of formal
rules, including fiscal requirements and labor covenants, would sink most
such efforts.

For that reason, improvisation and nonobservance of formal rules is
the norm, at least in the earlier stages of business creation. In the absence
of money capital and social status in the host society, immigrant entre-
preneurs mobilize their skills and social capital, seeking ways to bypass
regulations in order to gain a competitive advantage. As Vittorio Capec-
chi noted in the case of the informal economy of central Italy, relation-
ships of “complicity” among economic actors predominated in the early
stages of development in this industrial district.’® For the same reason,
immigrant enclaves have been more common in the United States than in
countries of northwestern Europe. Looser regulation of economic activ-
ity in America has provided the necessary space for the mix of immigrant
human capital and social capital to produce a multitude of informal and
semiformal enterprises whose viability would lead eventually to higher
levels of formalization.

While the enclave of Miami is typical of these social arrangements, it
is certainly not the only example. Studies of New York’s Chinatown, Los
Angeles’s Koreatown, and the Dominican enclave of northern Manhat-
tan also point to the proliferation of informal credit and informal modes
of production and trade underlying the consolidation and growth of eth-
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nic firms.’! In terms of the functional typology of informal economies
presented in chapter 7, immigrant enclaves fit squarely in the category of
informal economies of growth. A common mistake in the past literature
on immigrant and ethnic businesses was to define these initiatives as mere
vehicles for economic survival.’? While that may be true in the case of im-
migrant minorities composed mainly or exclusively of laborers, the defin-
ing feature of enclaves is precisely the capital accumulation and business
development they make possible.

As in the case of Emilia-Romagna and other industrial districts that
started as assemblages of small informal businesses, early enclave enter-
prises give way over time to larger formal firms. This leads, in turn, to the
emergence of a class of wealthy first-generation immigrants and creates
a platform for the subsequent entry into the professions of the second
generation. The histories of the Jewish Lower East Side and the Japanese
Little Tokyos of Los Angeles and San Francisco attest to this pattern.
The evolution of the Miami enclave, of New York’s Chinatown, and Los
Angeles’s Koreatown provide additional and compelling evidence.*?

MIDDLEMAN MINORITIES

A tight-knit enclave is not, however, the only manifestation of viable eth-
nic entrepreneurship. In other areas where immigrant concentration is less
dense, entrepreneurs tend to take over businesses catering to lower-income
groups. In this role as “middlemen,” these immigrants position themselves
between dominant ethnic groups at the top of the class structure and im-
poverished minorities at the bottom. While this role entails substantial
risks, as we will see next, it also offers the potential for significant profit
since middleman businesses tend to operate without competition.*

Edna Bonacich, who coined the term, noted that middleman groups
have existed in many historical contexts and have often been recruited
by elites to cushion the conflict between haves and have-nots in specific
circumstances. Jewish merchants in medieval cities commonly played this
role. Indian merchants in East Africa successfully inserted themselves be-
tween the British colonial elites and the mass of native black population.
Overseas Chinese are legendary in their capacity to create successful mid-
dleman enterprises throughout Southeast Asia.’

In these and other specific instances, middleman groups have been the
target of intense hostility by the subordinate population to which they
cater. This is a consequence of two interrelated factors: first, their daily
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presence and high visibility in impoverished areas where their businesses
are located and, second, the high profits that they are known to derive
from their quasi-monopolistic position. Thus, when discontent and frus-
tration finally flare up, they are commonly targeted not on the economic
elites ultimately responsible for the plight of the downtrodden, but on
middlemen. This is the reason why, according to Bonacich, Jews in me-
dieval and modern European cities, Indians in East Africa, and overseas
Chinese throughout Asia suffered so many attacks and persecutions.

In America, immigrant groups endowed with sufficient human capi-
tal to follow the entrepreneurial path have commonly adopted a mid-
dleman role in the absence of a critical mass of coethnics to provide a
captive market and a pliable labor force. Outside of their Lower Manhattan
enclave, Jewish merchants played this role in pawnshops, grocery stores,
and liquor stores scattered throughout largely black central cities.’® As
these immigrants aged, their businesses were taken over by more recently
arrived entrepreneurial groups from Asia—Chinese and Koreans—out-
side of their respective enclave areas. Cuban merchants outside of Miami
and, especially, in Puerto Rico, have fulfilled a similar role.’”

Social capital plays a still stronger role among middlemen than among
enclave entrepreneurs. This is so because, to the normal business needs
for credit, information, and market opportunities, middleman enterprises
add the requirement for mutual protection against widespread hostility
by the population they serve. This sentiment strengthens, in turn, the
sense of “we-ness” among entrepreneurs and, hence, their bounded soli-
darity. In the American inner city today, the spectacle of Korean and
Chinese shop owners living in crowded apartments atop their businesses
and working long hours to accumulate capital is common.*® For these
families, isolated in an ocean of foreign and commonly unfriendly faces,
the only opportunity for sociability is in meetings with their fellows, of-
ten at Sunday church services. These rituals help reaffirm their sense of a
common fate and are sites where the social capital created by this solidar-
ity can be put to use.

The condition and role of middleman immigrant merchants were cast
in sharp profile during the events surrounding the Los Angeles riots of
1992. The triggering episode was the verdict of an all-white jury to ac-
quit a group of white policemen caught on tape beating a black motorist,
Rodney King. As news of the verdict came out, black Central Los Angeles
exploded. The impact of its fury was not felt, however, by the indicted
policemen or the suburban white jury, but by Korean merchants in the
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immediate vicinity. Korean shops were looted and burned by the dozens,
despite the fact that they had nothing to do with the beating or the ac-
quittal. In response, Korean merchants created armed self-defense groups
and organized politically.”” Largely defenseless until then, they came to
realize that the great vulnerability of their situation was not due to their
beliefs or actions, but to the structural characteristics of the economic
role that they had come to play.

The risks and dangers of middleman enterprise make it a one-generation
phenomenon among American immigrant groups. First-generation shop
owners toil in the inner cities with their sights on accumulating enough
capital for their offspring to escape it. This is a common trend, illustrated
by the mass move of second-generation Jews in an earlier period and Ko-
reans and Chinese today into the universities and, subsequently into the
professions. In this respect, they are similar to the one-generation pattern
found among enclave entrepreneurs except that, among middlemen, it is
strengthened by the very precariousness of their enterprises.

THE INTERFACE OF CLASS AND ETHNICITY

In chapters § and 6, we saw that social classes are formed by aggregates
of people with comparable life chances as determined by their possession
of power-conferring resources.®® While, in modern societies, the primary
class-defining resource is wealth, social capital and cultural capital also
come into play. As first noted by Pierre Bourdieu, a key characteristic of
these resources is their “fungibility,” meaning that under the right cir-
cumstances they can be transformed into each other.¢!

Immigrant business formations—enclaves and middleman minori-
ties—represent instances of one such strategy, namely the use of coethnic
social capital to alter the class position of an entire category of people.
Under normal circumstances, immigrants are relegated to the class of
common workers expected to live from paltry wages and to rise only
slowly over several generations. Enclave and middleman entrepreneurs
aim to bypass this situation by mobilizing the abundant sources of social
capital in immigrant communities, due to a common fate in a strange
land, and combining them with personal skills in order to create viable
enterprises. Depending on the success of these firms, owners may find
themselves in the class of petty entrepreneurs or be catapulted into that
of rentiers or even regular capitalists (see the typology of class structure
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in chapter 5). In all cases, the goal is that, if the first generation does not
make it beyond petty enterprise, the second will either by becoming elite
professionals or full-fledged capitalists.

The unique character of these economic formations is best seen from
the lens of the “normal” relationship between ethnicity and class. Nor-
mally, ethnic traits associated with foreignness and cultural difference
from dominant elites compound social and economic disadvantage and
serve to perpetuate a subordinate class position among immigrant groups.
Enclaves and middleman minorities reverse that equation, grounding in-
vestments and economic transactions on bounded solidarity and trust.
Instead of impersonal relationships governed by formal market rules, we
find relationships of “complicity” guaranteed by the informal enforce-
ment mechanisms of the community.

To be sure, not all members of even the most business-oriented groups
become entrepreneurs themselves. Normally, only a minority does. But
their success and that of their offspring gives to these communities a
distinct social profile. Wealthy entrepreneurs become community lead-
ers and role models; they commonly endow coethnic religious and civic
institutions, and their success stories become part of the community lore
and a source of collective pride. The histories of German and Russian
Jews in America, followed by the Japanese, and contemporaneously, by
Chinese, Cubans, and Koreans, attest to the power of these social ar-
rangements and their capacity to provide a vehicle for both individual
and collective mobility in the American class structure. The symbolic/cul-
tural dimension stemming from repeated entrepreneurial success has had
much to do with these groups’ unique histories.

A second set of relationships between immigrant business formations
and the class structure has to do with their potential legitimation of the
existing order. As we have seen, middlemen can play a key role, soften-
ing the edges of the confrontation between elites and the subordinate
population and often redirecting the frustration of the populace toward
themselves. In a more indirect manner, enclaves play a similar role. Their
visible presence in urban space blurs the sharp physical separation be-
tween wealthy suburbs and the impoverished inner city. Symbolically,
enclaves offer tangible proof that the capitalist system is not closed to
ethnic minorities and that opportunities exist for the willing and able.
Elites can incorporate these achievements into their discourse, counter-
ing complaints about inequality and social oppression. This discourse is
generally structured along the lines: “If minority x could move upward
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and achieve positions of wealth and influence, why could not minorities
y and z do likewise?”

At a more concrete level, enclave entrepreneurs hire their own, thus
reducing the level of ethnic minority unemployment, while creating a seg-
ment of the urban working-class refractory to organizational attempts by
trade unions and populist organizations. The uniformly nonunion char-
acter of Cuban industrial and construction firms in Miami is a pattern
that extends to most other enclaves: union organizers have had at best
a precarious foothold in garment shops in New York’ Chinatown or
among Korean-owned industries in Los Angeles. Overall, the political ef-
fect of immigrant business formations is conservative. They tend to adapt
rather than challenge the existing structures of power and contribute,
directly or indirectly, to their legitimation. While the creation and success
of immigrant firms are due to the characteristics of their community and
the initiative of their owners, native elites are quick to apprehend the
economic and political advantages these formations create.

In turn, successful immigrant entrepreneurs and their offspring tend
to adopt and disseminate the same message. Ironically, the individualistic
capitalist ethos, succinctly captured by the proverb “Where there’s a will,
there’s a way,” finds support in economic success built on the basis of

Type Ethnic Visibility Internal Class Bounded Effects on the Class Structure
Concentration Differentiation Solidarity
Enclaves High High High High Indirect Mediation and

Upward Mobility:

Dominant Classes
4

: Enclave
preneurs | Entrepreneurs
Subordinate Classes

Middleman Low Low Low Very high Direct Mediation and
Minorities Upward Mobility:

Dominant Classes

1
Ethnic Middlemen
Subordinate Classes

Figure 8.1 Characteristics of Immigrant Economic Formations

—> =Power flow
— = == =Upward mobility

* = Conflict and protest flow
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strong bounded solidarity. Social capital mutates into economic capital
and, in turn, into political capital, legitimizing an order initially hostile to
the immigrants’ efforts and their bid to mobility. Figure 8.1 summarizes
the relevant relationships.

CONCLUSION

The analysis of this second strategic research site continues the process
of bringing into focus the meta-assumptions of economic sociology along
with its explanatory mechanisms as applied to specific areas of economic
life. It is apparent how the assumptions of social embeddedness, power,
and unexpected consequences are reflected in the phenomenon of en-
claves. Among the three explanatory mechanisms reviewed previously,
only “institutions” has not been brought into the analysis. This is a con-
sequence of the initially informal character of enclave and middleman
firms that, in a sense, represent the opposite of “institutionalization.”
There are no formal legal blueprints for the creation of these immigrant
enterprises that are mostly emergent and unanticipated, at least as seen
from the lens of the mainstream economy.

As noted, enclaves and middlemen are relatively short-lived phenom-
ena since they serve primarily for the consolidation of the economic
position of their owners and as a platform for the advancement of the
second generation via the educational system and the professions. This
also conspires against the durability of these entrepreneurial initiatives
and their institutionalization. Except for the very largest and most suc-
cessful, enclave firms seldom devolve into permanent organizations that
transcend the lives of their owners; middleman enterprises almost never
do. Nevertheless, the success of these formations in propelling the second
generation into positions of economic advantage can be remarkable. The
appendix illustrates this fact with an emblematic case study.

APPENDIX

The original formulation of the concept of immigrant enclave dates back
to the early 1980s and was primarily based on the experience of Cuban
political exiles in Miami. It is appropriate to return to that city to ex-
amine what happened afterward since, if the notion that enclaves repre-
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sent vehicles for upward mobility holds, the effect should be most visible
among the group that gave rise to the concept in the first place.®

Data from the Public Use Microdata Sample (IPUMS) from the
2000 Census is appropriate for this purpose. Table 8.1 presents family
incomes for the adult population in the Miami/Ft. Lauderdale Metro-
politan Area (MSA), broken down by ethnic categories. Figures show
that non-Hispanic whites have the highest incomes in this metropolitan
area, significantly exceeding those of most other groups. The only excep-
tion is Cubans who arrived in the 1960s and 1970s, the creators of the
enclave—whose incomes are not statistically different from non-Hispanic
whites. Both groups exceed $80,000 on average. A close third is the U.S.-
born Cuban second generation, mostly the children of pre-1980 arrivals,
at over $78,700.

Table 8.2 disaggregates these figures further into the categories of self-
employed and wage earners among adult males (there are not enough
self-employed females to permit interethnic comparisons). Self-employed
Cubans in Miami are, by definition, enclave entrepreneurs since, as seen
previously, the original business networks of the enclave grew out of the
city of Miami to encompass the entire metropolitan area. By contrast,
Cuban waged and salaried workers may or may not be employees of the
enclave economy.

The same ethnic hierarchy observed earlier holds, with non-Hispanic
whites at the top, pre-1980 Cubans close behind, followed by their chil-
dren and everyone else below. As repeatedly noted in prior studies, en-
trepreneurs (the self-employed) enjoy a substantial economic advantage
over their waged coethnics. Non-Hispanic white business owners and
first-generation Cuban entrepreneurs are the only groups to exceed fam-
ily incomes of $100,000 per year, with the difference between the two
groups just shy of $1,000. They are followed, at some distance, by second-
generation Cubans, and then all others. Differences among waged and
salaried workers follow exactly the same pattern: there is no statistical
difference between the average incomes of non-Hispanic whites and pre-
1980 Cuban workers, while all other groups fall significantly behind.
This result indicates that Cuban workers who arrived at the time that the
economic enclave was developing have done rather well economically,
whether they were employed by coethnic firms or not.

Table 8.3 presents self-employment rates for adult males in the Mi-
ami metropolitan area in 2000. Two trends are apparent in these results:
First, pre-1980 Cubans are the most entrepreneurial category, with a rate



TasBLE 8.1
Family Incomes of Racial and Ethnic Groups in the Miami/Ft. Lauderdale Metropolitan Area (Adults 18-65)!

Cuban
Racial/Ethnic Non-Hispanic Non-Hispanic Pre-1980
Group Total MSA White Black Migrant U.S. Born Other Hispanic Other
Family Income 68,720 84,842 51,361%#* 82,589 78,739% %% 56,371%%* 59,674%%*
(67,753) (82,165) (41,434) (74,208) (62,310) (54,670) (59,775)
N 66,955 25,383 12,003 4,914 2,069 14,546 3,019

! Statistical significance of mean differences from non-Hispanic white incomes is indicated by asterisks.

***p < 0.001; **p. < 0.01; *p < 0.05, two tailed.

Note: Universe includes adults aged 18-64, who were not unemployed and whose annual income was greater than or equal to $500. Raw Ns
included; person-weights used. Standard deviations in parentheses.

Source: IPUMS 2000.



TaBLE 8.2

Family Incomes of Self-Employed and Salaried Males by Racial and Ethnic Group in the Miami/Ft. Lauderdale Metropolitan Area

Non-Hispanic  Non-Hispanic

Racial/Ethnic
Group Total MSA
Working Adults 70,500
(70,057)
Self-Employed 90,618
(100,842)
Waged/Salaried 67,102
(62,767)

Other Hispanic Other
55,409%** 58,974%%*
(52,973) (60,620)
71’67175:1-% 79,990: &
(85,701) (111,365)
53,294%*** 55,868%**
(46,670) (48,138)

! Non-Hispanic white is the reference category. Significant differences from this category are noted by asterisks.

**%+p < 0.001; **p < 0.01; *p < 0.05, two tailed.

Note: Universe includes adult males aged 18-64, who were not unemployed, and whose annual income was greater than or equal to $500.

Person-weights used; standard deviations in parentheses.

Source: IPUMS 2000.



TaBLE 8.3
Self-Employment Rates among Males by Racial and Ethnic Group in the Miami/Ft. Lauderdale Metropolitan Area (Adults 18-65)

Cuban
Racial/Ethnic Non-Hispanic  Non-Hispanic Pre-1980
Group Total MSA White Black! Migrant U.S. Born Other Hispanic Other
Self-Employment 0.14 0.18 0.06*** 0.21*** 0.11%** 0.12%** 0.13%%**
N 35,285 13,780 5,430 2,398 1,051 7,872 1,677

I Non-Hispanic white is the reference category. Significant differences from this category are noted by asterisks.

550 < 0.001; **p < 0.01; *p < 0.05, two tailed.

Note: Universe includes adult males aged 18-64, who were not unemployed, and whose annual income was greater than or equal to $500. Raw
N included; person-weights used.

Source: IPUMS 2000.
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significantly higher than even non-Hispanic whites. This result accords
with the historical role of this group. Second, second-generation Cubans
are among the least entrepreneurial category. This result is worth noting
because it supports the historical role of immigrant enclaves established
in the past literature. As with other entrepreneurial minorities before
them, most Miami enclave firms have not lasted indefinitely, but rather
have served as platforms for entry of the second generation into pro-
fessional careers. The relatively high incomes of second-generation Cu-
bans coupled with their low rates of entrepreneurship points toward that
outcome.

The Cuban history in the United States is also unique in having been
marked by a major hiatus that fractured the community. The defining
event for this rupture was the Mariel exodus of 1980. The decision of
the Cuban government to open the port of Mariel to all exiles wishing
to take their relatives out of the island triggered a massive and chaotic
exodus that brought 125,000 refugees in less than six months. The Cu-
ban government took advantage of the episode to empty its jails and
mental hospitals, putting the inmates aboard the boats. The spectacle of
a chaotic flotilla of ragged people arriving in the Florida Keys triggered
a strong negative reaction among the American public. The Carter ad-
ministration refused to grant the new arrivals refugee status, categorizing
them as “entrants, status pending.” The public reaction to the Mariel
episode shifted the perception of Cubans from a “model minority” and
“the builders of the new Miami” to one of the most unpopular minorities
in the nation.®

Perceiving the marielitos® and post-Mariel entrants as responsible
for the rapid decline of the Cubans’ public image in the United States
and having few social links with them, pre-1980 exiles came to regard
the newcomers as a category different from themselves. The separation
was physical, as well as social: the old middle-class Cuban population
settled in the comfortable suburbs of Coral Gables and Kendall; Mariel
and post-Mariel refugees crowded in the poor city of Hialeah and the
deteriorating “Little Havana” quarter of Miami. This rupture meant that
Mariel and post-Mariel refugees reaped few benefits from the Cuban en-
clave and its internal ties of solidarity and mutual business support. No
“character loans” were available to them; no business tips were granted
to them either. While many Mariel and post-Mariel arrivals went to work
for Cuban firms and some eventually became entrepreneurs, their social
bonds to established enclave firms were nearly absent. These differences
in the internal composition of the Cuban community spelled out the end
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of social capital and class heterogeneity as mechanisms for economic mo-
bility of new arrivals.

This history is poignantly reflected in the economic performance of
different segments of the Miami Cuban population over time. Table 8.4
presents regressions of family incomes in real dollars for the adult work-
ing population of Miami/Ft. Lauderdale on standard measures of human
capital, self-employment, and ethnic origins.®® The first model presents the
effects of ethnic categories for all adults; the second restricts the sample
to adult males.

Three findings emerge from this analysis: First, education and work
experience have the expected positive net effects on incomes. College
and postcollege graduates have an advantage measured in the tens of
thousands of dollars relative to high school dropouts (the reference cate-
gory). Females experience the familiar income handicap relative to sta-
tistically equivalent males. Second, after controlling for these predictors,
self-employment continues to have a strong positive effect. Compared to
workers of the same education, work experience, gender, and ethnicity,
the self-employed have a net annual income advantage of approximately
$15,000 in 2000. Third, there are stark differences among the three seg-
ments of the Cuban population. Pre-1980 Cubans have higher incomes
than native whites, controlling for all other predictors; this difference
becomes statistically significant among males. Their offspring, the second
generation, do not differ significantly from the native white population,
providing yet another indicator of their successful economic assimilation.
Mariel and post-Mariel Cubans experience a significant economic dis-
advantage, higher than other Hispanic groups and comparable only to
that suffered by African Americans. These differences are not due to
recency of arrival or to variations in human capital endowment since
the length of U.S.-specific work experience and the level of educational
achievement are statistically controlled. With these controls in place, dif-
ferences can be attributed directly to the rupture in modes of incorpora-
tion experienced by the most recent Cuban arrivals and the consequent
absence of the social mechanisms accounting for the economic mobility
of earlier exiles.

With this notable exception, results fit well the original theoretical ex-
pectations. A twenty-year retrospective provides an authoritative stand-
point to assess the economic situation and performance of any immigrant
group. From this perspective, the economic trajectory of earlier Cuban
exiles in Miami has been enviable, placing them at par, if not higher, than
the mainstream white population. Their children have gone on to join this
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Ordinary Least Squares Regressions of Family Income on Ethnicity

and Selected Variables

Adults (18-64)

Males (18-64)

Ethnicity:'
Pre-1980 Cuban

1980 or after Cuban
U.S.-Born Cuban
Black
Hispanic
Other
Female
Work Experience (U.S.)?
Work Experience (U.S.) Squared

Education:?
High School

Some College

College

Post-Graduate
Self-Employed *
Intercept

N
RZ

2023.88
(1220.47)
—14956.88***
(1027.94)
-222.71
(1574.38)
-19062.42%***
(676.70)
—-14163.78***
(813.21)
—-14091.57%%*
(1345.03)
—24(08.99%**
(528.30)
940.46"**
(58.77)
—15.81%%*
(1.89)

S787.45% %%
(697.25)
15452.91%%*
(717.47)
36585.79%#*
(977.00)
60334.30% %%

(1469.41)
14869.66% **
(1189.95)
50467.92% %%
(1017.30)
66,955
0.13

3849.55*%
(1777.46)

—16442.62%**
(1381.96)
-372.66
(2272.18)
~17100.27%%*
(974.96)

—15565.28%**
(1115.40)

~15856.60%**
(1834.92)

934.68%***

(100.78)

~13.00%**
(2.65)

5109.78%*
(893.68)
14750.29%%*
(938.03)
37062.47%%%
(1295.85)
66736.50% %%
(2010.92)
15281.24%%*
(1451.51)
49398.98% %+
(1371.06)
35,285
0.15

! Non-Hispanic White is the reference category.

2 Years of U.S. residence after reaching adulthood (18 years).

3 Less than high school is the reference category.
* Wage/salaried worker is the reference category.
Note: Universe includes adults aged 18-64, who were not unemployed, and whose an-
nual income was greater than or equal to $500. Raw Ns included; person weight used.
**%p < 0.001; **p < 0.01; *p < 0.05; two tailed
Source: IPUMS 2000 (5% microsample). Standard errors in parentheses.
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population, becoming indistinct from it in terms of economic solvency.
This overall pattern supports the original characterization of enclaves
as vehicles for economic mobility, as it is clear that Cubans could not
have moved ahead so rapidly without a history of rapid business forma-
tion grounded in bounded solidarity and enforceable trust. This route
placed the earlier Cuban cohorts and their children firmly on top of an
economically dynamic city. No other ethnic group, except native whites
themselves, has matched this achievement.



CHAPTER NINE

Transnational Communities

A THIRD STRATEGIC research site is, in a sense, the obverse of the second.
While ethnic enclaves and middleman minorities call attention to distinct
economic activities of foreign-origin groups within receiving societies,
transnationalism calls attention to the multiple social and economic net-
works they create across space and with places of origin.! Globalization
has become the term of choice to refer to the process through which
powerful economic actors, such as transnational corporations, progres-
sively integrate nations and localities into a single homogenous system.?
“Transnationalism” may be regarded as a form of “globalization from
below” in which individuals and communities mobilize their grassroots
networks to adapt and respond to the globalizing activities of corpora-
tion and governments.’

In the field of immigration studies, transnationalism is commonly seen
as a novel perspective, capable of providing an alternative theoretical
lens to the previously reigning assimilation framework.* For economic
sociology, the value of the concept is to call attention to a set of phe-
nomena that: (a) transcend national borders; (b) bypass formal, regu-
lated international activities covered by the literature on globalization;
(c) exemplify, in unique ways, the significance of its meta-assumptions
and the operation of its explanatory mechanisms, as discussed in previ-
ous chapters. To highlight these three aspects, I will use the term transna-
tional communities to refer to these concrete social formations, created
by grassroots networks and superimposed, as it were, between two or
more nation-states.’

Transnational communities represent a unique form of social embed-
dedness that mobilizes family and cultural ties to overcome the barriers
of space and formal governmental regulation, thereby insuring a smooth
flow of people, goods, and information across space. As we shall see,
these flows often run counter to those promoted by states and corporate
actors. The rise of these communities also represents an unexpected con-
sequence of international migration. For both orthodox economic theory
and the conventional sociological assimilation perspective, international
migration represents primarily a one-way flow of people escaping hunger
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and want who arrive on the shores of the developed world to carve a new
life, leaving the misery of their former existence behind.

Contrary to these views, transnational communities give concrete ex-
pression to the fact that immigrants in the developed world do not aban-
don their kin and communities, nor their cultural loyalties and historical
attachments. The consolidation of their economic and social positions
abroad runs hand in hand with a growing process of institutionalization
of cross-national ties through which migrants are able to lead dual lives,
exploit differentials of advantage between places of origin and destina-
tion, and ultimately create novel social and economic structures.”

Among key ideal types and research sites examined in prior chap-
ters, three bear directly on the rise and consolidation of transnational
communities:

(a) Social capital
(b) Social institutions
(c) The informal economy

This chapter examines these interrelationships after further clarifying the
concept of transnationalism by distinguishing it from related, but differ-
ent, phenomena.

THE DEBATE ON TRANSNATIONALISM: THE PROBLEM
OF MULTIPLE MEANINGS

The term transnational was not coined recently. As early as 1916, we
find it in the title of a classic article by Randolph S. Bourne. In that piece,
“Transnational America,” Bourne argued that the country was doing a
disservice to itself and its immigrants by pressuring them to conform to a
homogenous world, losing in the process their distinct cultural heritage.
In his words, “Just so surely as we tend to disintegrate these nuclei of na-
tionalistic culture do we tend to create hordes of men and women with-
out a spiritual country, cultural outlaws without taste, without standards
but those of the mob. . . . Those who came to find liberty achieve only
license. They become the flotsam of American life.”® Subsequently, the
concept has been used in multiple ways, referring in particular to the ac-
tivities of global corporations. Partially in response to this earlier mean-
ing, Luis Guarnizo and Michael Smith coined the terms #ransnational-
ism from above and from below to refer respectively to the cross-border
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initiatives of governments and corporations, on the one hand, and those
of immigrants and grassroots entrepreneurs on the other.” However, a
more refined typology is needed if confusion is to be avoided among mul-
tiple meanings. Actions conducted across national borders fall under four
broad categories: those conducted by national states, those conducted by
formal institutions that are based in a single country, those conducted by
formal institutions that exist and operate in multiple countries, and those
conducted by noninstitutional actors from civil society.

Examples of the first are the embassies, consulates, and diplomatic
activities of national governments. Examples of the second are the ex-
change activities conducted with other countries by certain universities;
the export drives of agricultural producers from a particular country;
and the multicountry tours organized by performing groups (orchestras,
dance troupes, etc.) based on a specific city or nation. Examples of the
third kind of cross-border actors are global corporations with production
and office facilities in multiple countries, the Catholic Church and other
global religions, and the various specialized agencies of the United Na-
tions. Examples of the fourth are grassroots activists coordinating envi-
ronmental defense strategies from different countries and the grassroots
trade conducted across borders by immigrant entrepreneurs.

To distinguish among these very different types of actors, we may re-
serve the term international to refer to the activities and programs of the
first and second types—that is, those conducted by states and other na-
tionally based institutions in other countries. The distinct characteristic
of these activities is that they are carried out across borders in pursuit of
the goals of large organizations that possess a clear national affiliation.
The term multinational may be assigned to the third type of activity—that
is, those conducted by institutions whose purposes and interests tran-
scend the borders of a single nation-state. While these institutions may
be headquartered in a specific national or urban space, say New York
or the Vatican, the very character of their goals renders them simultane-
ously committed and active in the social, political, and economic life of a
number of countries. Lastly, transnational activities would be those initi-
ated and sustained by noncorporate actors, be they organized groups or
networks of individuals across national borders. Many of these activities
take place outside the pale of state regulation and control. Even when su-
pervised by state agencies, the key aspect of transnational activities is that
they represent goal-oriented initiatives that require coordination across
national borders by individual members of civil society. These activities
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Cross-Border Activities by Different Types of Actors

Activities

Areas

Political

Economic

Sociocultural

International

Multinational

Transnational

Establishment of embassies and or-
ganization of diplomatic missions
abroad by national governments

United Nations and other interna-
tional agencies charged with moni-
toring and improving specialized
areas of global life

a) Nongovernmental associations
established to monitor human
rights globally

b) Hometown civic associations
established by immigrants to im-
prove their sending communities

Export drives by farming, ranch,
and fishing organizations from a
particular country

Production and marketing activi-
ties of global corporations with
profits dependent on multiple
national markets

a) Boycotts organized by grassroots
activists in First World countries to
compel multinationals to improve
their Third World labor practices

b) Enterprises established by im-
migrants to export/import goods to
and from their home countries

Travel and exchange programs
organized by universities based on a
specific country

Schools and missions sponsored
by the Catholic Church and other
global religions in multiple countries

a) Grassroots charities promoting
the protection and care of children in
poorer nations

b) Election of beauty queens and
selection of performing groups in
immigrant communities to take part
in annual hometown festivals
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are undertaken on their own behalf, rather than on behalf of the state or
other large organizational bodies.

Thus defined, immigrant transnationalism represents just one mani-
festation of this type of action. Peter Evans has highlighted the potential
effectiveness of grassroots transnational coalitions in exposing the abuses
of multinational corporations in third world countries.’® By publicly
shaming multinational giants for their labor practices in poorer nations,
these grassroots alliances of third world workers and first world activists
have succeeded in producing significant changes in work conditions that
otherwise would not have occurred. While there is nothing sacrosanct
in the labels proposed, it is important to separate these sets of activities
both to avoid terminological confusion and to facilitate analysis of their
interactions. For example, the ways in which the international policies of
national states affect the forms and scope of immigrant transnational ini-
tiatives has become a major analytic issue in this field of study. Similarly,
the contest between corporate multinationals and transnational grass-
roots activists highlighted by Evans represents another significant terrain
for future inquiry. Table 9.1 summarizes this typology with examples
from three substantive areas.

THE DEBATE ON TRANSNATIONALISM: THE PROBLEM OF ADUMBRATION

Shortly after the original statements in the early 1990s about the novelty
and importance of transnational communities,!! a loud chorus of critics
rejected the value of the concept by pointing to the presence of similar
practices among immigrant groups in the past. At the turn of the twen-
tieth century, Polish, Italian, and Russian immigrants also forged multi-
stranded relations linking together their societies of origin and settlement.
They invested in land and businesses back home, crossed the Atlantic to
visit families, and sponsored political causes favoring independence or
a change of regime.'? The independence of Poland and Czechoslovakia
was actively supported by their large immigrant communities in America;
and the struggle against Czarism found ardent partisans among Russian
émigrés."> On the other side of the world, the overseas Chinese had for
decades been creating complex trading communities spanning nations
across the Pacific Rim."*

The point that there is really nothing new in the cross-border activities
of contemporary immigrants was even embraced by some of the original
proponents of the concept who failed to realize that, if these practices
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had always existed, then there was no novelty or justification for coin-
ing a new term. The debate surrounding transnationalism represents an
exemplary instance of what Robert Merton referred to as the fallacy of
adumbration. Merton dedicated the first chapter of his classic Social The-
ory and Social Structure to this problem, introducing it with a citation
from Alfred North Whitehead: “But to come very near to a true theory
and to grasp its precise application are two very different things. . . .
Everything of importance has been said before by someone who did not
discover it.”!s

The thrust of the argument is that, in science, it is a common occur-
rence for a significant finding to be preceded by a number of observations
that pointed to the phenomenon in question, but failed to note its signifi-
cance. Once a scientist or group of scientists have brought the nature and
importance of the phenomenon to full public attention, it is a common
occurrence to point to the trail of earlier “findings” that had identified it
as well. The fallacy of adumbration consists in negating the novelty of a
discovery by pointing to these earlier instances. In Merton’s words, the
adumbrator believes that, if something is new, it is not really true, and if
something is true, it is not actually new. Precedents can always be found:
“What is more common is that an idea is formulated definitely enough
and emphatically enough that it cannot be overlooked by contempo-
raries, and it then becomes easy to find anticipations of it.”'®

Multiple historical instances of grassroots cross-border activities exist
and have been extensively documented. Yet, until the concept of trans-
nationalism was coined, the common character and significance of these
phenomena remained obscure. For example, the parallels between Rus-
sian and Polish émigré political activism and the trading activities of the
Chinese diaspora could not have been established because there was no
theoretical lens that linked them and pointed to their similarities. In its
absence, the respective literatures remained disparate and isolated from
one another, as well as from present events.!”

Once the concept of transnationalism made its appearance, it was a
relatively straightforward task to point to these precedents and uncover
commonalities among them. By itself, there is nothing wrong with this
exercise and it can indeed provide useful results by exploring parallel
threads linking contemporary events with similar ones in the past. The
fallacy of adumbration consists in negating the value of the new concept
by pointing to this evidence. Today, we rediscover and reappraise the
transnational activities of Polish peasants, Chinese traders, and Russian
émigrés not because such instances had been ignored in the past, but
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because their common relevance as instances of social fields across na-
tional borders has now been placed firmly before the eyes of the scien-
tific community. Absent the transnational lens, this would not have been
possible.

THE RoLE oF SociaL CAPITAL

“Migration and remittances represent the true economic adjustment pro-
gram of the poor in our country.”!® With this trenchant remark, a young
Salvadoran sociologist highlighted the significance of the transnational
communities built by his compatriots over time. A first empirical fact
established by research in this field is that migrant workers, lacking capi-
tal and legal standing, are unable to build transnational enterprises and
similar initiatives on a contractual, formal basis. They thus substitute
money capital with social capital in order to make these long-term activi-
ties viable. Social capital is cemented in preexisting kin and community
ties, reenergized and reoriented for this purpose. The operation of social
capital in this instance possesses three distinct characteristics:

1. The trust that it generates must be effective across long distances, making it
difficult to sanction malfeasance.

2. While cemented in purely local ties, effects of this long-distance trust can
have “structural” consequences for sending nations and immigrant settle-
ments alike.

3. “Negative” social capital is present in the transnational field as a set of
second-level unexpected consequences.

1. Precisely because they “float” over space and national borders, transna-
tional communities are seldom able to bring sanctions to bear against those
who shirk their obligations or violate the terms of the original agreements.
Sending towns cannot penalize migrants who fail to send remittances or join
civic hometown associations abroad, except by withdrawing social approval.
Migrants are essentially at liberty to cut off ties and seek full integration into
the host society, which is precisely what assimilation theory predicts. Similarly,
migrant associations can seldom seek redress against their home country coun-
terparts if the latter abscond with philanthropic contributions or rechannel
them to their own ends.

The root of this situation lies in that social capital sustaining transnational
ventures flow from consummatory rather than instrumental sources. Reciproc-
ity expectations are difficult to enforce across space, and the overarching social
structures that create enforceable trust are at best thin when the “assimilation
alternative” is readily available to migrants. In this context, transnational civic
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initiatives and contributions flow, for the most part, out of unselfish motives
grounded on values and, especially on bounded solidarity. A sense of duty to
families and communities left behind is the primary motivator for transna-
tional civic and philanthropic ventures. Even transnational economic enter-
prise is mostly grounded on trust flowing out of kin and coethnic solidarity.”

As we will see, the complexity and scope of transnational activities increases
with the length of time, legal security, and economic power of immigrants in
the host societies. This is precisely the outcome to be expected if these activities
derive from consummatory rather than instrumental sources; absent bounded
solidarity, older and better-established migrants would not invest their money
and their time in communities long left behind, but would reorient them to-
ward their new surroundings.?’ That they proceed otherwise attests to the
power of family-grounded and community loyalties.

Clearly, remittances sent loyally year after year and sustained philanthropic

contributions by hometown associations earn approval and status for migrants
among those left behind. Migrants become “big men” when they return home
and leaders of transnational organizations are greeted and feted by local au-
thorities.?! However, in most instances, these are derivative effects. Transna-
tional organizations are not generally launched as an explicit quest for status
and approval, but by genuine concern for the plight of kin and home commu-
nities. The operative motivation in the construction of such collective initia-
tives appears to be an extension of that underlying family remittances: “now
that we’re here and are doing better economically, we need to do something for
our poor families and our forgotten hometowns.”?
2. In principle, social structures built on such a basis could be expected to be
fragile because unselfish motivations may be easily undermined by opportun-
ism or malfeasance. As we will see next, this often happens. Nevertheless,
in the aggregate, immigrant transnational activities and organizations tend to
grow over time to the point that they acquire “structural” importance for the
countries left behind and for the immigrant communities themselves.

First, remittances sent by expatriate communities currently add to billions
of dollars and, in most sending countries, easily surpass foreign aid and rival
major exports as sources of foreign exchange. Guarnizo notes the irony that
the remittances of a migrant worker concerned with the welfare of his family at
home are “banked” by financial institutions as a reliable source of foreign ex-
change and used as collateral by countries for soliciting international loans.?
The financial magicians that rule the capitalist world have learned to rely not
only on present remittances, but also on the expectation of future flows for
rating the credit-worthiness of sending nations and their ability to repay loans.
In this manner, millions of independent decisions by migrants seeking to im-
prove their life chances can become transformed into a key “export” by their
home countries and a major means of maintaining their financial health over
time.*
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Second, transnational ties sustained by bounded solidarity also become a
key means for launching and developing immigrant enterprises. Surveys con-
ducted recently among immigrants in the United States have found that up-
wards of 60 percent of entrepreneurs engage in a form of arbitrage linking
economic opportunities at home with resources abroad in ways that could
not be implemented in either site alone.?> Case studies of “Chinatowns” and
“Koreatowns” in the United States point in the same direction, showing the
vital role of cross-national ties in sustaining these enterprises.? Hence, an im-
portant and generally unremarked character of ethnic enclaves is that they are,
to a significant extent, “transnational”; they depend on these ties and simulta-
neously strengthen them, to the point of defining the socioeconomic profile of
their respective communities.

Third, while many transnational organizations are small and short-lived,

the consolidation of a few successful ones provides a model and incentive for
other would-be leaders. Table 9.2 reproduces a 2006 inventory of all organiza-
tions created by Colombian, Dominican, and Mexican migrants in the United
States. As shown in the table, there are hundreds of such organizations pursu-
ing the most diverse activities and goals. Their structural significance lies in the
capacity of the best established of these groups to enter into a dialogue with
governments, endowing immigrant communities with “voice” in the affairs
of their homelands.?” Simultaneously, such organizations can play a vital role
in guiding the social and political incorporation of their members in the host
nations. Individual migrants seldom enter the political process on their own;
they do so instead through the mediation of coethnic organizations in their
immediate social environment.?
3. Trust sustained by value introjection and bounded solidarity is particularly
subject to malfeasance.?” Thus, it is not surprising that a number of such in-
cidents have been reported in the transnationalism literature, leading to the
breakup of cooperative relations. In the absence of formal contracts or strong
overarching social structures guaranteeing reciprocal expectations, partici-
pants in the transnational field are commonly at the mercy of the goodwill and
the good character of their long-distance transactors.>

More unexpected are other second-level consequences of transnational so-
cial capital that stem precisely from its anticipated positive effects. A reliable
flow of remittances over time keeps families at home alive, but also generates
dependence and discourages local productive investment. The conspicuous
consumption stimulated by migrant gifts and imported cultural tastes easily
leads to a sense of “relative deprivation” among nonmigrants and motivates
them to move abroad as well.3' Among young people, in particular, motiva-
tions to stay in school and pursue advancement locally may evaporate as they
come to see their chances for mobility exclusively in leaving their country.®

Social networks linking migrants with nonmigrants facilitate this process,
as they make each new journey abroad more predictable and less risky.>
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TABLE 9.2
Inventoried Immigrant Organizations by Type
Nationality

Colombian  Dominican ~ Mexican Total
Type % % % %
Civic/cultural organizations 47.30 30.00 6.82 16.23
Other cultural organizations 10.16 15.29 0.54 3.66
Economic organizations 4.44 2.35 0.70 1.52
Hometown associations 1.90 3.53 63.80 47.04
Federations of hometown 0.00 0.00 4.26 3.10
associations
State-of-origin associations 0.32 1.18 8.68 6.48
International philanthropic 6.98 3.53 0.00 1.58
organizations (Lions,
Rotaries, Kiwanis)
Home country 3.17 0.00 0.00 0.56
philanthropies
Political committees 7.93 10.00 0.46 2.70
Professional associations 8.89 14.12 0.70 3.44
Religious groups 1.59 1.18 0.23 0.56
Social service agencies 2.86 17.06 3.26 4.51
Sports groups 0.63 1.76 10.00 7.55
Student organizations 3.81 0.00 0.54 1.07
Total 100.00 100.00 100.00 100.00
N 315 170 1,290 1,775

Source: Comparative Immigrant Organizations Project (CIOP), Phase 2, 2006. Center
for Migration and Development, Princeton University. Reported in Portes, Escobar, and

Arana, “Bridging the Gap.”

Although the immediate consequences of this form of social capital are posi-

tive for individuals, their second-level effects may be highly negative for com-

munities as they continuously lose population. If the movement continues over

time and is not counterbalanced by a sustained return flow, the result may

be the hollowing out of sending communities. In the end, they become ghost

towns or “tinsel towns,” adorned only for the annual festivities, but otherwise
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populated only by the old and the infirm. Already up to one-half of Mexican
municipalities are reported to have lost population during the last intercensal
period.**

As elsewhere, effects of social capital in the transnational field “cut both
ways.” Highly positive for migrant kin and home communities that benefit
from contributions and entrepreneurial investments, the process may become
“too successful” over time. It can devolve into a dynamics of dependence, fos-
tering inertia and depleting the very structures required for future investments
and growth. This is the reason why many scholars from sending nations have
rallied against migration as inimical to national development, despite its posi-
tive individual effects. The “Declaration of Cuernavaca,” recently signed and
circulated by a number of third world intellectuals, offers a case in point:

The development model adopted in the immense majority of labor-exporting
countries has not generated opportunities for growth nor economic or so-
cial development. On the contrary, it has meant the emergence of regressive
dynamics; unemployment and job precarization; loss of qualified workers;
productive disarticulation and stagnation; inflation and greater economic
dependency. As a consequence, we experience a convergence between de-
population and the abandonment of productive activities in areas of high
emigration.

Declaration of Cuernavaca®

INFORMALITY AND INSTITUTIONALIZATION

Transnational activities, either of a civic/philanthropic or entrepreneurial
kind, generally start informally. This is reflective of their grassroots char-
acter and their tendency, initially at least, to bypass official regulations
and controls. To the extent that they remain survival strategies across
national borders, they will remain informal. This explains, for example,
the proliferation of unregulated couriers—known in Central America as
viajeros—who commute back and forth between immigrant communi-
ties and towns of origin, delivering money and goods to expectant kin.3
These long-distance informal transactions are usually highly reliable and
certainly cheaper than Western Union wires or other formal channels.
Paralleling the evolution of enclave firms, as seen in chapter 8, trans-
national enterprises and organizations may grow and consolidate over
time, expanding their scope of action and range of interlocutors. This
necessarily entails a process of formalization, including the development
of explicit institutional blueprints. A hometown committee formed by a
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few migrants and operating on a shoestring budget will remain informal,
but a state-level confederation of such committees will not. This is espe-
cially the case if migrant leaders seek to become interlocutors of political
authorities in their home countries and in host cities and states.?” Simi-
larly, successful transnational entrepreneurs cannot bypass legal rules
governing international trade forever. At some point, the very growth of
their firms will compel them to move above board and become visible to
the law.3®

The consolidation and institutionalization of transnational enterprises
and civic/political organizations has an important corollary; namely,
the substitution of bounded solidarity for enforceable trust and, subse-
quently, legal/contractual arrangements as guarantors of long-distance
transactions. This process removes much of the vulnerability to malfea-
sance tied to trust grounded exclusively on good character and good will.
A small club de oriundos or a fledgling migrant firm may be defrauded
by their home country counterparts without any opportunity for redress;
however, the Alianza Dominicana, the Centro Civico Colombiano, or the
Federation of Clubs of Zacatecas with lawyers on their staff and bud-
gets in the hundreds of thousands or even millions are not so vulnerable.
Venal local officials and other violators of agreements can be held to
task and sanctioned by these organizations through a variety of means,
economic and legal.*

The structural significance that transnational organizations can acquire
depends precisely on this process of institutionalization, for the legiti-
macy and power thus acquired enables its leaders to engage in a dialogue
with important political and economic actors. That mechanism has made
it possible for migrant communities to extract the right to vote abroad
from initially reluctant home governments and to encourage the latter
to fund initiatives such as the #res-por-uno program in Mexico, through
which each dollar raised by migrant organizations for public works at
home is matched by one dollar from the Mexican federal government,
one from the respective state, and another from the benefited municipal-
ity.** Similarly, migrant economic associations have been able to extract
trade concessions from governments and to establish alliances with home
country firms. As will be seen next, the residential construction industry
in several migrant-sending countries has become increasingly dependent
on demand from expatriates. Mediating between migrant demand and
domestic construction firms can become a profitable and growing busi-
ness for transnational real estate agencies.*!
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Transnational communities hence reflect and depend on the interplay
between two of the causal mechanisms central to economic sociology:
their emergence is inextricably tied to the cross-border operation of so-
cial capital grounded in altruistic sources; yet their consolidation over
time requires the abandonment of purely informal practices and nonen-
forceable trust through a gradual processes of institutionalization. Con-
tractual arrangements and organizations guided by formal blueprints
endow these initiatives with legitimacy and allow them both to enforce
agreements and engage the attention of powerful political and economic
actors.

There is no evidence thus far that institutionalized transnational orga-
nizations or firms have attempted to neutralize the negative consequences
of cross-border social capital, reviewed in the prior section. While, in
principle, they could do so, the research literature registers no instance
of migrant civic groups organizing return flows to repopulate home com-
munities or transnational firms seeking to reenergize these towns’ econo-
mies. The scope of institutionalization reached by transnational groups
until now does not allow them to engage or attempt such experiments
in macrosocial policy; instead, their reach has been limited to the proj-
ects and activities noted previously: promoting public works in the com-
munities that still exist and empowering expatriates to gain the right to
dialogue with political and civic authorities at home and in their areas of
settlement abroad.

TRANSNATIONAL ENTREPRENEURSHIP
Empirical Examples

This final section focuses more closely on economic transnationalism and
its determinants. It is convenient at the start to illustrate the character of
the phenomenon by drawing from the empirical literature. Instances of
transnational entrepreneurship have been documented among a number
of immigrant groups both in the United States and Western Europe. Four
such cases are summarized next.

In their study of the large Salvadoran immigrant populations of Los
Angeles and Washington, DC, Patricia Landolt and her associates discov-
ered a “vibrant entrepreneurial community embedded in a web of social
relations.”#? The study identified four types of transnational enterprises:
Circuit firms are involved in the transfer of goods and remittances across
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countries and range from an array of informal international couriers,
viajeros, to large formal firms, such as El Gigante Express, headquartered
in Los Angeles. Cultural enterprises rely on their daily contacts with El
Salvador and depend on the desire of immigrants to acquire and con-
sume cultural goods from their country. Salvadoran newspapers are read-
ily available in Los Angeles and Washington, DC, as are compact disks
and videos with the latest musical hits. Ethnic enterprises are small retail
firms catering to the immigrant community, which depend on a steady
supply of imported goods, such as foodstuffs and clothing from EI Sal-
vador. Finally, return migrant microenterprises are firms established by
returnees to El Salvador that rely on their contacts in the United States.
They include restaurants, video stores, auto sales and repairs, Laundro-
mats, and office supplies. Summarizing their findings on this last type
of enterprise, the authors conclude that: “Typically, the idea for a micro-
enterprise originates with the migrant’s experience in the United States,
and the investment capital comes from the migrant’s personal savings.
Given the precarious and often low rentability of their business ventures,
expansion and maintenance costs often force the entrepreneur to seek
wage work in the United States on a regular basis.”*

A similar pattern was detected by José Itzigsohn and his associates in
their study of the Dominican immigrant communities in the Washington
Heights area of New York City.** These researchers also uncovered a
number of informal transnational couriers operating between the United
States and the Dominican Republic; the proliferation of stores selling
imported Dominican foodstuffs, music, and newsprint in New York and
Providence; and the rapid growth of remittance agencies, known locally
as financieras. Return migrant firms in the capital city of Santo Domingo
also include an array of businesses based on examples found in the United
States. They include video stores, Laundromats, car detailing, home de-
livery of fast food, and computer software stores.

The residential construction industry, in particular, has become trans-
nationalized through its increasing dependence on immigrant demand.
Construction and real estate firms regularly advertise in the immigrant
press in New York City. Entire residential neighborhoods in Santo Do-
mingo have been built with the expatriate community in mind. Reflecting
the growing importance of remittances and investments, the Dominican
government has facilitated the election of a representative of the New
York immigrant community to the national Congress and appointed an
immigrant as its consul in New York City. In official parlance, Domini-



Transnational Communities ¢ 209

can immigrants are no longer “absent” (ausentes), but only “temporarily
abroad.”®

A third example with a unique cultural twist is provided by David
Kyle’s study of the Otavalan indigenous community in the highlands of
Ecuador.*® Traditionally, the town of Otavalo has specialized in the pro-
duction and marketing of clothing, developing and adapting new produc-
tion skills since the colonial period under Spain. During the last three
decades or so, Otavalans have taken to traveling abroad to market their
colorful wares in major cities of Europe and North America. In contrast
to other indigenous producers who sell their crafts to intermediaries,
Otavalans appropriate the full value of their production by bringing it
themselves to first world consumers. During the same period, semiperma-
nent Otavalan settlements began to emerge abroad. Their distinct feature
is that members do not make their living from wage labor, but from the
sale of goods brought from Ecuador. The back-and-forth movement re-
quired by their trade has turned Otavalans into a common sight, not only
at the Quito airport but also in street fairs in New York, Paris, Amster-
dam, and other first world cities.*’

This dense transnational commerce has also had a profound impact
on the town. Reversing the traditional racial hierarchy of the Andes, in
Otavalo it is the indigenous entrepreneurs rather than local whites or
mestizos who inhabit the better houses and have the best cars. In the
streets of Otavalo, it is not uncommon to find white women attired in
the regal traditional indigenous dress—the wives of transnational entre-
preneurs who have brought them back from their journeys in Germany,
England, or the Netherlands.*®

A final example concerns the informal trans-Atlantic trade linking the
islands of Cape Verde to their former colonial metropolis, Portugal, as
well as to other Portuguese-speaking nations. This trade is conducted by
women travelers. According to a research team from the University of
Lisbon, these women have earned a distinct name in the local dialect, re-
bidantes, roughly translated as those who are able to overcome obstacles
and create new life opportunities. The obstacles to be overcome are the
costs of travel and the difficulties of buying goods in foreign countries;
the opportunities relate to economic mobility and the acquisition of a
“respectable” position for their families and communities.*’

This informal transatlantic commerce is made possible by the presence
of settled Cape Verdean communities abroad and the long-distance net-
works among kin and friends that they make possible. Initially, bounded
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solidarity within these networks enabled women of modest means to ac-
cess wholesalers and other suppliers in distant countries; trust enforced
by kin in various national locations turned these women into reliable
international couriers carrying quantities of money and goods across
the Atlantic. Air transportation and long distance communication have
facilitated the growth of this transnational trade, which now employs
thousands of women in the Cape Verde islands.*°

These empirical examples not only illustrate the operation of social
capital across long distances but also show that, even when initially based
only on kin and coethnic solidarity, economic transnationalism has the
potential to grow and consolidate into better institutionalized arrange-
ments. They also show that, despite the potential negative consequences
of social networks in weakening places of origin, enough economic dy-
namism continues to exist in many of them to sustain the operation of
these enterprises. The obvious next question is what factors motivate
individual migrants to become engaged in them.

Determinants of Economic Transnationalism

Transnational entrepreneurs are self-employed immigrants whose busi-
ness activities require frequent travel abroad and who depend for the
success of their firms on their contacts and associates in another country,
primarily their country of origin. This section examines empirically the
determinants of this form of economic adaptation, drawing on several
hypotheses from past sociological theory and a data set uniquely suitable
for this purpose.

A traditional assimilation approach would suggest that these activi-
ties are transitional and bound to disappear over time as immigrants be-
come better integrated in the host society.”! Thus we would expect that
transnationalism would decline with years of U.S. residence and be most
common among the most recent migrant cohorts. Immigrants with a
precarious economic foothold, in particular those who experienced seri-
ous downward mobility upon arrival, should also be more likely to avail
themselves of this option.

The more recent literature on immigrant entrepreneurship has taken
a different tack, identifying gender, marital status, and human capital
as important predictors. Past research consistently indicates that mar-
ried males are overrepresented among entrepreneurs, gender, by itself,
being the most powerful factor.”> Human capital, in the form of years of
education and high occupational skills, has also been found to play a sig-
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nificant role in immigrant business success. We reason that transnational
entrepreneurship would be even more likely to depend on these human
capital traits, as it involves greater risks and complexity.

Lastly, the economic sociology concepts discussed previously, in par-
ticular social capital and social embeddedness, should also bear directly
on these individual decisions. Other things being equal, we should expect
that individuals with more extensive and diversified networks would be
in a better position to initiate and sustain transnational firms. The social
contexts in which particular immigrant flows are embedded can also be
expected to affect their economic options, regardless of other individual
traits. Thus, groups who came escaping political upheaval and general-
ized violence in their home country may not have a transnational option
at all, while those who are part of strong communities with multiple
ties to a nation at peace can find numerous cross-border economic op-
portunities. The data set used next to examine determinants of economic
transnationalism allows us to test these alternative propositions.

These data come from the Comparative Immigrant Entrepreneurship
Project (CIEP), which interviewed representative samples of Colombian,
Dominican, and Salvadoran family heads in their principal areas of con-
centration in the United States. When weighted, the 1,202 interviews
completed in 2000-2001 are representative of over 187,000 adult im-
migrants from these nationalities.”® The survey focused specifically on
the question of immigrant economic adaptation and, in particular, forms
of entrepreneurship. Table 9.3 presents preliminary evidence from this
survey with respondents classified into wageworkers, purely domestic
entrepreneurs, and transnational entrepreneurs. As the data show, the
latter group is better educated, has better occupational qualifications,
receives higher incomes, and is more likely to have acquired U.S. citi-
zenship than the other two categories. These results run contrary to the
assimilation perspective and provide additional support to the human
capital approach to entrepreneurship, with the caveat that transnational
merchants are even more qualified than those dedicated to purely domes-
tic ventures.

The data allows us to go further and examine determinants of different
forms of economic adaptation on the basis of the preceding hypotheses.
Table 9.4 presents results of a multinomial logistic analysis using wage-
workers as the reference and including indicators of all relevant causal
dimensions. The table reveals that immigrant businesses of any kind are
primarily the business of married males since both sex and marital sta-
tus bear strongly on the pursuit of this economic path. This result is no
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TABLE 9.3
Characteristics of Latin American Immigrants in the United States by Type
of Employment

Wage Domestic Transnational
Worker Entrepreneur' Entrepreneur* Total

Years of Education 9.8 12.2 13.6 11.0
Professional/Executive 16 31 35 23
Background, %

Monthly Income, U.S. $ 1251 2836 3143 1918
U.S. Citizen, % 26 49 53 36
Years of Residence in U.S. 14.0 18.0 16.4 15.1
Satisfied with Life in U.S., % 29 49 49 37
N 744 181 277 1202

! Owners of firms with no transnational linkages.

2 Owners of firms with regular transnational linkages: markets, sources of supplies and/or
credit.

Source: Comparative Immigrant Entrepreneurship Project (CIEP), 1998. Center for Mi-
gration and Development, Princeton University. Reported in Portes, Haller, and Guarnizo,
“Transnational Entrepreneurs.”

different from that reported consistently in the literature on immigrant
entrepreneurship, except that the gender effect is stronger on the prob-
ability of transnational than domestic enterprise.

Measures of socioeconomic background—education and professional/
executive experience—have the positive effects anticipated by the same
literature. Both increase the probability of self-employment, but the ef-
fects are stronger on transnational than on domestic enterprise. Based
on model coefficients, a married male with a college education and a
professional background has a 37 percent greater probability to become
a transnational entrepreneur; the figure increases to 45 percent if wage-
workers are the reference category. Since all of these predictors refer to
characteristics brought by immigrants from their home countries, the di-
rection of causality is unambiguous.

The notion that transnational activities are a transitional pursuit, to
be abandoned as assimilation takes hold, is not supported by the data.
Longer periods of residence in the United States increase the probability
of engaging in both domestic and transnational enterprise.’* The coef-
ficient associated with the most recent immigrant cohort, arriving during
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the 1990s, is both insignificant and negative. Nor are experiences of early
downward mobility associated with transnationalism. The mobility indi-
cator consists of the ratio of the last occupational status in the country of
origin to the first in the United States. Higher scores thus signify greater
downward mobility and should be associated with increased transnation-
alism. The effect is actually negative, indicating that each point drop in
status reduces the probability of engaging in transnational business by
2 percent.

Rejection of this set of hypotheses shows that, contrary to what may
be expected from an assimilation framework, it is not recency of arrival
or the experience of occupational failure that prompts immigrants to be-
come transnational entrepreneurs. Findings lead instead to the conclu-
sion that this route is mainly open to immigrants who have established
a secure foothold in the United States. While those experiencing serious
downward mobility may be motivated to follow the same route, they
lack the experiences, resources, and stability to follow it.

The effect of social networks lends support to the social capital argu-
ment. Business owners have more numerous social ties than wagework-
ers, and transnational entrepreneurs have more than domestic ones. As
shown in table 9.4, the social network coefficient is very strong, exceed-
ing five times its standard error. Each additional contact increases the
probability of transnational enterprise by 1.5 percent.

Finally, with Dominicans as the reference category, results demon-
strate sharp differences in forms of economic adaptation among the three
nationalities in the sample. Other things equal, Salvadorans are 7 to 9
percent more likely to engage in transnational business activities, while
Colombians are less likely to do so by about half that figure. Both coef-
ficients are reliable, indicating the resilience of national differences after
controlling for other factors. These results fit the known contexts of exit
and incorporation under which each of these migrant flows have taken
place: Salvadoran transnationalism has been supported by strong bonds
of solidarity with their home communities forged during the country’s
civil war; these bonds were subsequently put to economic use once the
country returned to democracy and internal peace. In contrast, Colom-
bian transnationalism is weakened by continuing political convulsions
and widespread violence in the home country.*

Hence, we find that both social capital, as indexed by strength of so-
cial networks, and social embeddedness, as represented by the distinct
historical contexts in which specific migrant flows take place, have a
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Determinants of Transnational Enterprise among Colombian, Dominican, and Salvadoran Immigrants

Transnational Entrepreneurship
(Binomial Logistic Regression)

Transnational Entrepreneurship

Domestic Entrepreneurship

(Multinomial Logistic Regression)

Predictors: Coefficient S.E. Al Coeff. S.E. Al Coeff. S.E. Al
Demographic:
Age 017 .012 .013 .014 -.008 .013
Sex (Male) 1.035%** 231 .08 1.245%%* 239 A1 .876%* .260 .04
Marital Status

(Married) 440% 215 .03 615%* 223 .04 749%* 243 .03
Number of Children -.049 .070 —-.046 074 -.014 .072
Human Capital:
Education (Years) A14%%* .026 .01 A30%%* .026 .01 .071% .028 .008
Professional/Executive

Background 1.191%%** 331 .10 1.473%%* .340 .14 .861% 416 .04
Assimilation:
Years of U.S. Residence .036* .017 .003 .048%* .018 .004  .041* .019 .003
Post-1989 Arrival -.437 .338 -.585 353 -.743% .373 -.02
Downward Mobility? -.402%* 167 -.03 —-451%* 170 -.02 -.110 202
Experiences of

Discrimination .308 207 344 217 199 222




TABLE 9.4 (continued)

Transnational Entrepreneurship Transnational Entrepreneurship Domestic Entrepreneurship
(Binomial Logistic Regression) (Multinomial Logistic Regression)
Predictors: Coefficient S.E. Al Coeff. S.E. Al Coeff. S.E. Al
Social Networks:
Size A11##* 022 .01 A39##* 023 .015 105##* .023 .008
Scope’ 226 121 153 133 -561*% .249 -.01
Nationality*:
Colombian -1.519*** 387 -.05 -1.685***  .384 -.04 -.846** 331 -.02
Salvadoran 1.097*** 279 .09 939%* 284 .07 -.619*% .306 -.015
Constant -6.235 .686 -6.511 692 -3.673 817
Chi Square 141.67(14)*** 257.17(28)%** 257.17(28)***
(Degrees of Freedom)
Pseudo R? 256 225
N* 1,096. 1,096

! Increase/decrease in the net probability of each outcome per unit change in significant predictors, evaluated at the mean of the weighted sample
distribution.

2 Ratio of occupational status in the country of origin to status of the first U.S. occupation.

3 Ratio of number of contacts outside city of residence to local contacts.

4 Dominican immigrants are the reference category.

5 CIEP weighted sample.

*P<.05; ** P<.01; ***P <.001.

Source: Portes, Haller, and Guarnizo, “Transnational Entrepreneurs,” based on data from CIEP.
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bearing on individual forms of economic adaptation. These quantitative
results support those of prior ethnographic studies concerning the role
of the same factors in the rise and forms adopted by transnational com-
munities as a whole. To summarize, transnational entrepreneurship is
neither a marginal mode of economic adaptation nor one associated with
poverty or recency of arrival. On the contrary, better-educated and more
experienced immigrants are overrepresented in these activities. Yet, the
opportunities to engage in them are also heavily conditioned by the so-
ciopolitical conditions of the country of origin and the general historical
circumstances in which each movement occurs. Depending on them, im-
migrants may move decisively in the transnational direction or avoid this
alternative altogether for more traditional pursuits.

CONCLUSION

What would lead older, better-educated, and more established immi-
grants to engage in transnational enterprise and/or pursue civic and phil-
anthropic projects in their home countries rather than to focus on their
new lives, as expected by traditional assimilation theory? Concerning
economic transnationalism, there is obviously the incentive of occupa-
tional independence and higher earnings in self-employment. As seen in
the preceding chapter, migrant entrepreneurs consistently receive higher
earnings than their waged coethnics; and, as seen in the previous sec-
tion, transnational enterprise is more profitable, on average, than purely
domestic pursuits. The human capital brought by educated and skilled
immigrants is commonly “discounted” in the host labor market because
of linguistic difficulties or racial discrimination.’® Transnational entre-
preneurship gives these immigrants an opportunity to put their human
capital to use by combining it with the social capital available in their
communities. Hence, the importance of extensive social networks, as
documented in the preceding analysis.

Concerning the second course—the pursuit of transnational civic and
philanthropic activism—I return to the importance of values and bounded
solidarity discussed at the start of the chapter. The pursuit of such projects
by economically secure immigrants is akin to the charitable activities en-
gaged in by native middle-class households. While native philanthropy is
guided by a broad gamut of concerns, immigrant transnationalism is natu-
rally focused on the needs of their hometowns and the condition of their
nation of origin. Not surprisingly, transnational organizations have much
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better luck recruiting among older and better-established migrants since
they are the ones with the time and resources to engage in these pursuits.

Table 9.5 illustrates this pattern with data from a study of ninety large
transnational organizations created by Latin American migrants in the
United States. While there are significant differences among the three
nationalities included in this survey, the common organizational profile
is strongly geared toward naturalized citizens, long-term legal residents,
and immigrants with higher levels of human capital.

In all cases, the consolidation and growth of transnational activities
depend on the shift from consummatory to instrumental sources of so-
cial capital and, subsequently, to a legal/contractual basis. Otherwise,
the initial enthusiasm and the good intentions stemming from bounded
solidarity can easily dissipate when confronted with hard realities on the
ground. Similarly, transnational businesses can only rely so far and so
long on kin and coethnic solidarity. Sooner or later, enforceable trust
must make its appearance followed, in the case of the more successful
firms, by lawyers and contracts. This is the point of inflection in which
grassroots economic activities of fledgling transnational entrepreneurs
start to acquire the contours of the multinational enterprises driving the
globalization process from above.

In conclusion, like the informal economy, ethnic enclaves and middle-
man enterprises, immigrant transnationalism represents a generally ne-
glected niche of economic activity that commonly escapes the attention
of both authorities and academics concerned with large formal structures
and macroprocesses. I argue that there is value in the study of these ap-
parently marginal activities for two reasons: First, because they illustrate,
with singular clarity, the social mechanisms underlying economic action.
They offer a strategic site to put the meta-assumption of social embed-
dedness into motion and to show how the midrange explanatory con-
cepts of economic sociology operate. Second, such apparently marginal
sites are not devoid of importance and can actually affect formal eco-
nomic structures and macroprocesses in unexpected ways. Like a large
informal economy can wreak havoc with the calculations of government
planners and the estimates of employment rates and gross economic ac-
tivity, the consolidation of transnational communities can have a series of
unanticipated consequences for the economies of home and host regions.
Analysts who focus on the surface level of economic life, drawing their
data from formal surveys and macroeconomic indicators are commonly
taken by surprise by such phenomena as the emergence of remittances as
a major source of foreign exchange, the colonization of entire sectors of
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Characteristics of Members of Transnational Organizations

Colombian Dominican Mexican Total

Age:

30 years or less, % 12.1 11.1 24.8 15.2

40 years or more, % 53.2 53.8 33.6 48.3
Education:

Less than high school, % 7.4 29.7 28.7 20.9

College degree or more, % 52.3 50.5 27.0 45.7
Occupation:

Manual laborer, % 18.0 26.4 40.1 26.6

Professional/Business owner, % 49.8 61.5 36.0 50.3
Knowledge of English:

Very little, % 11.9 18.7 5.0 12.4

Well or very well, % 64.2 49.7 60.9 58.5
Legal Status:

Does not have entry visa, % 6.3 3.5 27.9 10.7

U.S. citizen, % 56.3 48.5 38.4 49.1
Length of U.S. Residence:

Less than 5 years, % 10.1 5.8 10.4 8.7

Ten years or more, % 68.9 66.8 69.5 69.3
Average Trips to Home Country for
Organizational Matters:

Never or rarely, % 6.7 3.6 30.0 11.5

At least three trips a year, % 40.0 35.7 20.0 33.3

N 30 30 30 90

Source: Comparative Immigrant Organizations Project, Phase I, 2004. Center for Migration and Development, Princeton University. Reported in
Portes, Escobar, and Walton Radford, “Immigrant Transnational Organizations.”
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home economies by migrant investments and firms, and the emergence
of vibrant “parallel” economies in areas of immigrant concentration in
the host countries. Economic sociology, on the contrary, can bring light
to these processes and show how they interact with broader macroeco-
nomic structures.



CHAPTER TEN

Markets, Models, and Regulation

IN CONCLUDING, I wish to return to the meta-assumptions that ground
the field and to a so-far-unremarked aspect of them. It turns out that, in
addition to being “lenses” to see the economic world from, they also may
be transformed, under certain conditions, into midrange concepts ame-
nable to measurement and inclusion into testable propositions. Classic
authors associated with each can also be invoked to buttress this trans-
formation of perspective into explanatory concept. I draw on a recently
completed study of economic institutions and national development in
Latin America to illustrate these points.'

EMBEDDINGS

Easily the assumption most susceptible to this transformation is eco-
nomic sociology’s most basic. As seen in chapter 2, Mark Granovetter’s
reworking of Polanyi had the effect of reclaiming for sociology the study
of capitalist markets as social institutions. In a bold stroke, Granovet-
ter did away with the previous Parsonian-sanctioned division between
markets as a special sphere guided by rational maximization and the rest
of society, guided by value introjection. In the process, however, “em-
beddedness” was transformed into an overarching perspective, vacuously
applicable to any number of situations. Granovetter himself acknowl-
edged this point. In his exchange with Brian Uzzi, who had been seeking
to transform the notion into a variable, he remarked that the attempt
to measure the “degree” of embeddedness may be a less productive ap-
proach than to conceive of embeddedness “as kind of an umbrella under
which a lot of different and more precise kinds of research could be done
on the ways in which social networks affect the conduct of the economy,
economic behavior, economic actions, economic institutions.”?

This is the view adopted so far in this book but, in moving embedded-
ness to the status of a meta-assumption, the field lost the more specific
meaning that Polanyi had intended for it—namely the extent to which
the capitalist market is subject to control by society, rather than vice
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versa. According to Polanyi, disembedded markets are intrinsically de-
structive and lead inevitably to catastrophic outcomes. For him, the real
problem of modern capitalism is that “instead of the economic system
being embedded in social relationships, these relationships are now em-
bedded in the economic system.”? In opposition to the fervent belief on
self-regulated markets sponsored by economics in general and, as we
will see shortly, finance theorists in particular, Polanyi took a very dim
view of the paths toward which this reigning ideology was leading the
world.

Embeddedness for Granovetter is a matter of social networks and so-
ciability and how they permeate both markets and economic hierarchies;
embeddedness for Polanyi is mostly a matter of how the state and other
social institutions regulate and influence markets. This last definition is
both amenable to measurement and usable as an explanatory variable
for a number of economic outcomes. As such, it is less of an “umbrella”
concept than an ideal type, on a par with those examined previously.
Polanyi’s embeddedness has less to do with networks than with power—
the extent to which capitalists are able to impose their will on society
rather than vice versa.*

The evolution of Latin American national tax authorities (as exam-
ined in the comparative study cited previously) provides an interesting
example of how these power relationships play themselves in reality. Tra-
ditionally, the tax take of Latin American states has been low, represent-
ing a much smaller proportion of the Gross National Product than in
richer nations. For the most part, firms and wealthy individuals in these
countries were able to escape the tax man’s reach, operating with fiscal
impunity either de jure because of weak tax laws or de facto through
bribery of state agents.” Rudolf Goldscheid’s dictum that “the budget is
the skeleton of the state stripped of all misleading ideology”® is as true in
Latin America as elsewhere and, hence, states had to look elsewhere for
alternative means to finance themselves.

Traditionally, this was accomplished through three means: (1) duties
on imports and exports, (2) foreign indebtedness, and (3) inflation. Taxing
the country’s main export, usually a primary commodity, and its imports,
mostly manufactures, turned the customshouse into the main real revenue
source for the state. Foreign aid and foreign loans were also traditional
staples in these states’ weak financial systems, while inflation allowed
them to settle their debts with a debased currency, effectively unloading
the costs on the mass of the population. Meanwhile, local and foreign
firms and speculators were pretty much free to do as they pleased.”
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The advent of neoliberal reform throughout the continent following
the Mexican default of 1982 had a series of consequences that effec-
tively did away with these traditional practices. International assistance
to overcome the cascading defaults and subsequent economic depres-
sion of the early 1980s in Latin America was made conditional on the
opening of its markets to foreign competition in order to “get the prices
right.”® New external loans depended on state progress in balancing its
books and eliminating deficit spending, even at the cost of social unrest.
In effect, bringing down external trade barriers and drastically reduc-
ing domestic inflation deprived governments of their principal sources
of finance. Under these conditions, states had no recourse but to turn
to internal revenues through new value-added taxes and corporate and
personal income tax. Extracting these resources from a most unwilling
population and from a recalcitrant capitalist class required, in turn, the
massive application of state power. To cite but one example: “In 1987,
the International Monetary Fund noted that ‘given that the Dominican
Republic cannot cut its expenses on a mass scale, a tributary reform to
replace the loss of taxes to external trade is the only way to rebuild and
maintain social services and state investment.’”’

In country after country, the previously dormant tax authority was
replaced by semiautonomous and powerful entities whose directors were
commonly appointed by the president of the republic and whose func-
tionaries were insulated from the rest of the state apparatus. In the Do-
minican Republic, the fiscal reform began in 1997 with the unification
of separate tributary agencies into the National Directorate of Internal
Revenues (DGII in the Spanish acronym) which was subsequently given
operational and budgetary autonomy and whose director was and is ap-
pointed by the president. A charismatic figure was named to the post and
has held it, with brief interludes, until now. In the words of this function-
ary: “The institution has a commitment to be a prestigious organization
whose goal is to increase revenues on a sustained basis and reduce eva-
sion by heightening the perception of risk . . . tributary authorities have
as their raison d’étre to tax and, hence, to increase fiscal revenues must
be their strategic goal.”!°

In response, as shown in table 10.1, the share of government revenue
accounted for by internal taxes increased to 50 percent of the total in
just one decade while tax evasion declined by 10 percent. Income tax
declarations filed by firms increased from 11,403 in 1996 to 29,175 in
2004. Since 80 percent of the total tax take is accounted for by two dozen
large firms, the DGII created a Directorate of Large Contributors whose
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TasLE 10.1

Composition of Central Government Revenues, Dominican Republic
Year Customs % Internal Taxes % Treasury Obligations %
1998 35.1 42.5 21.6
1999 34.1 41.3 12.9
2000 34.8 44.0 10.8
2001 23.1 46.9 13.8
2002 23.9 44.7 17.6
2003 20.2 44.3 30.6
2004 31.4 45.2 19.8
2005 32.0 49.9 17.1
2006 21.7 47.4 29.7
2007 20.0 50.0 29.0

Source: Guzman, “Recaudacion y desarrollo,” p. 23 (based on official Treasury data).

function, according to the director general is: “To insure fulfillment of
these firms’ tax obligations, establishing teams of fiscal technicians who
operate as account officers and provide them with all the necessary infor-
mation.” ! Technological innovations that allow the Directorate to cross-
tabulate fiscal data from different sources insure that today the directives
of DGII auditors pack the necessary punch.

At the other end of the continent, in Chile, the story is very much
the same. The return of democracy after the Pinochet dictatorship was
followed by a political pact between the government and the corporate
elites to increase both the income tax and the value-added tax to a level
sufficient to restore the “social equilibrium” of the country. Government
programs designed to reduce social inequality could only be financed
internally because of drastic cuts in custom tariffs aimed at increasing
foreign trade. Business elites agreed to this compromise because of their
weakened political position, given their past association with the dicta-
torship, and because of a government guarantee that tax rates would go
no higher.!?

The reorganized Internal Revenue Service (SII in the Spanish acronym)
took full advantage of this pact. As in other countries of the region, the
director of the SII is appointed and accountable to the president of the
republic and, as in the Dominican Republic, the position was filled by
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a knowledgeable and powerful figure, in this case a civil engineer, who
has held it for the last twelve years.'® In Chile, only the top 18 percent of
income earners are liable for income tax and just 6 percent account for
92 percent of the total income tax receipt, figures reflecting the weight
of large corporations and wealthy individuals. In response, the SII also
created a Directorate of Large Contributors that functions, as in the Do-
minican Republic, to provide information and assistance to corporate
taxpayers, but also to insure timely payment.'

As a result, income tax receipts more than doubled between 1987 and
20035, and the internal tax take increased from 15 percent to 19 percent of
the Gross Internal Product during the last decade. A recent study that ex-
amined opinions of state agencies among members of the Chilean business
elite found that, despite the higher tax load placed on them by the post-
Pinochet administrations, the large majority believe that the SII is one of
the best state agencies and the one that has registered most progress in
recent years." Reasons for this conclusion are mostly based on the remark-
able technical progress experienced by the agency: “This process has had
as its fundamental axis a modernization of the technical infrastructure
that has allowed the Service to improve its mechanisms of fiscal control
and oversight . . . today, a large number of taxpayers receive their an-
nual tax declaration, prepared and sent via Internet by the SII; all they
have to do is examine it, sign it, and send it back. This presupposes a
level of information by the agency that is ever more encompassing and
reliable.”t¢

To a greater or lesser degree, the same evolution is apparent in the
other tax authorities included in this comparative study, such as those of
Argentina, Colombia, and Mexico."” In all cases, fiscal imperatives have
prompted the state to “re-embed” their economic elites in society, taking
away from them the fiscal immunity they enjoyed for so long. Whether
the capitalist class arrived at a fiscal pact with the state, as in Chile, or
was forced into compliance, as in Argentina, the result has been the same.
Although cases of fraud, tax evasion, and tax elusion are still common,
the overall trend is unmistakable.'®

Ironically, the global campaign, led by the International Monetary Fund,
to “free markets” and “get the prices right” ended up constraining for-
merly free market actors and reincorporating them into society via newly
energized fiscal institutions. As a consequence of market reform aimed
at “getting the state out of the economy,” the state has been compelled
to exercise vastly greater control over markets in order to finance itself
and fulfill at least some of its distributional functions.” The end result of
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this process has been a new form of regulated capitalism that bears closer
resemblance to the advanced economies of Western Europe than to the
freewheeling practices of Latin American elites in the past. For our pur-
poses, the methodological lesson to be derived from this experience is that
Polanyi’s “de-embedding” and “re-embedding” of markets and market ac-
tors can be readily examined, measured, and incorporated into explana-
tory propositions in ways that Granovetter’s version is not. As a midrange
concept, embeddedness is relevant to myriad situations, as it embodies the
perennial tension between states and markets in capitalist societies.

SELF-FULFILLING PROPHECIES AND PERFORMATIVITY

Unintended consequences is the second meta-assumption of economic
sociology. As seen in chapter 2, the concept is also so general as to be
unfalsifiable. The typology of possible alternatives to rational purposive
action presented in that chapter is a way of systematizing the general
idea and, in the process, seeking to bring it closer to the level of explana-
tory concepts. A variant that includes elements of several of these types
was also analyzed by Robert Merton under the term, “the self-fulfilling
prophecy.”?® This occurs when the end-state of an action comes close to
that initially envisioned, which was actually false. As Merton carefully
defines it, “The self-fulfilling prophecy is in the beginning a false defini-
tion of the situation evoking a new behavior which makes the original
false conception come true.”?!

As an illustration, Merton offers the “sociological parable” of the Last
National Bank of Millingville, which was a perfectly stable institution
until false rumors about its economic health made depositors stage a run
on it; the run brought about the bank’s demise.?? Initially false definitions
may be conveyed intentionally or may simply arise out of the culture of
the times; the important point is that action by relevant actors based on
these premises makes them come true. While Merton’s examples gener-
ally highlighted the negative consequences of this phenomenon, this need
not be the case, at least in the short run. For instance, financial markets
may become rule-bound and predictable not because they were so in the
first place, but because academic models of market behavior became ac-
cepted, by market players and regulators alike, as isomorphic with reality
itself.

The extent to which a “prophecy” becomes self-fulfilling is, in prin-
ciple, measurable and capable of inclusion into testable propositions. The
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specific genre of self-fulfilling prophecy to which I wish to call atten-
tion here—the extent to which academic models of the economy prefig-
ure the actual economy—was presciently identified by Emile Durkheim
in his critique of the economics discipline of his time. Even before the
mathematization of the field and its dominance by formal models,
Durkheim noted that “economists substitute their own ideas for em-
pirical reality; they then draw conclusions from these—and present re-
sults as applicable to the society that they chose not to study in the first
place.”?

Since Durkheim’s time at least, economics has become accustomed to
this form of self-fulfillment in which its intellectual models of markets
come to determine, or at least influence, how markets actually behave.
The process reached its zenith with the advent of finance theory in the
post—=World War II period: “a distinct academic specialty of ‘financial
economics,” which had begun to emerge in the 1950s, gathered pace in
the 1960s and 1970s. At its core were elegant mathematical models of
markets.”*

Milton Friedman’s declaration that economic theory was “an engine
to analyze the world, not a photographic reproduction of it,”% took a
life of its own as models developed by academic economists began to be
accepted as “the way things are” by market practitioners. By 1998, the
French sociologist Michel Callon could assert that “economics . . . shapes
and formats the economy rather than observing how it functions.”?¢
The British sociologist Donald MacKenzie elaborated the idea in a se-
ries of detailed case studies of how academic models have transformed
the way markets work. For instance, the elegant Black-Scholes-Merton
model of options pricing has, according to MacKenzie, not only altered
the ways options (“call” and “put”) work, but considerably facilitated
their growth:

[TThe Black-Scholes-Merton model’s assumption of zero transaction costs is
now close to true for the hedging of derivatives by major investment banks, in
part because the use of that model and its descendants by those banks allows
them to manage their portfolios in a way that minimizes transaction costs . . .
customers can in consequence purchase derivatives as if those individuals could
trade continuously without costs (italics in original).?”

MacKenzie labeled this form of self-fulfillment “performativity.” He
took issue with Daniel Miller’s call to “radically separate out the mar-
ket as a ritual and ideological system constructed by economists and
the actual practice of economies,” precisely because economic theory is
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so closely interwoven with the actual practice of markets. For this to
happen, that is, for the academic discipline to be able to “perform” the
economy, it had to start by disregarding contrary empirical facts. This is
actually a precondition for all self-fulfilling prophecies: in order to mold
reality according to their own definition of the situation, they must begin
by negating or ignoring present reality and its constraints.

In economics, this feat was accomplished primarily by Milton Fried-
man, who argued that it did not matter whether a model’s assumptions
were implausible or not, provided that they led to verifiable predictions.
In his words: “Truly important and significant hypotheses will be found
to have ‘assumptions’ that are wildly inaccurate descriptive representa-
tions of reality. . . . A hypothesis is important if it ‘explains’ much by
little . . . and makes valid predictions on the basis of them alone. To be
important, therefore, a theory must be descriptively false in its assump-
tions” (quotation marks in original; italics mine).?

The patently false assumption of continuously costless trade led to
the important Black-Scholes-Merton model, which, among other con-
sequences, turned that assumption into actual practice in investment
banking. Friedman’s statement is still more forceful because it makes the
wrongness of a theory’s original assumptions one of the preconditions for
its success. While he might have had in mind the need for simplification
in order to construct viable models, actual events can go further since a
successful theory can bring about post factum the accuracy of its own
assumptions.

MacKenzie gets a bit carried away in the last sentences of his oth-
erwise excellent study by asserting that “the notion of performativity
prompts the most important question of all: What sort of a world do we
want to see performed?”? While the statement may be permissible as a
final rhetorical flourish, it is problematic because it implies the full mallea-
bility of economic reality. It is not. The unreality of initial assumptions
so contemptuously dismissed by Friedman can return with a vengeance
when economic prophecies cease to become self-fulfilling and, conse-
quently, markets crash. The regular collapse of markets and market in-
stitutions, despite following the expectations of the best theories, attests
to the resilient power of facts on the ground. When economic phenom-
ena are not studied, but “performed,” long-term consequences can be
dire.

As T pen these lines in October 2008, the financial world is crashing
down in a cascading series of bankruptcies of epochal proportions. Who
could have anticipated that giant investment banks, like Lehman Brothers,
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would simply evaporate in a matter of days? There has been nothing
more “performed” than the complex set of derivatives and other instru-
ments on which financial capitalism, investment banks at the forefront,
has been based in recent years. Proliferating hedge funds employing
mathematical models created their own reality, multiplying many times
the value of the original loans. But when the underlying collateral for
those loans plunged in value and the debtors defaulted en masse, reality
came back with a vengeance. This was a situation that could not be sim-
ply manipulated at will.*°

Prophecies can also become self-defeating. In his original analysis,
Merton used the concept of the self-defeating prophecy to refer to those
situations in which repeated announcements of a final outcome lead to
a series of deliberate steps that prevent the foretold result from material-
izing.’! The classic example is Marx and Engels’s repeated announcement
of the end of capitalism and the advent of the dictatorship of the prole-
tariat. So transparent were the forces identified by the Marxist analysis
of capitalism and so threatening its implications for the dominant classes
that resolute measures were taken to change the course of events and thus
prevent the proletariat from fulfilling its “historical” role.3? Anticipating
the role of Keynesianism half a century later, Marx’s dire predictions
helped save capitalism from itself.33

In the case of performativity, a self-defeating prophecy materializes when
the remolding of markets by theory confronts hard constraints in the real
economy, triggering a cumulative reaction. The Friedmanesque “engine”
has hit a wall more than once. The 2008 collapse of the highly leveraged
financial markets, once assumed to be safe and even “conservative,”?* is
only the latest and most visible example. Others include the catastrophic
failure of the neoliberal model for economic development in Argentina,
Indonesia, Mexico, and other third world countries and its substitution,
under the press of circumstances, by statist policies and the renationaliza-
tion of recently privatized assets.*

For our purposes, the important lesson is that self-fulfilling and self-
defeating prophecies bring down the general assumption of unintended
consequences to the level of explanatory mechanisms. As Callon, Mac-
Kenzie, and his followers have demonstrated, it is possible to examine
the extent to which a particular theory or model can transform the eco-
nomic phenomena that it allegedly describes. “Performativity” is not an
umbrella concept, but a measurable and testable dimension of economic
life. In like fashion, we can examine a number of other definitions of the
situation from which a set of purposive actions or policies depart and
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establish their capacity to transform reality or, alternatively, give rise to
vigorous resistance. Propositions concerning these processes can be for-
mulated accordingly.

To return to Charles Tilly’s favorite example of “Hidden Elbow” in
chapter 2, it is possible that the original imagery of France as a uni-
fied, compliant, and centralized entity under the absolute authority of
the king—held with unfaltering conviction by Louis XIV and Colbert—
ended up by transforming a contentious France into precisely that en-
tity.** To cite a contemporary example of the opposite outcome, in the
early 1990s, Argentine economy minister Domingo Cavallo announced
that, henceforth, the Argentine peso would be worth a dollar and that
this “convertibility” scheme, added to other market-opening measures,
would usher the entrance of the nation into the ranks of the developed
world. Ten years later, the Argentine economy came crashing down in
the worst downturn of its history, bringing the country to its knees. As
in the United States in 2008, economic realities on the ground trumped
performance.’” Self-fulfilling prophecies based on economic theories have
a way of turning into self-defeating ones.

POWER AND MARKETS

The third meta-assumptions of economic sociology—power—can also be
brought down to the level of testable propositions. This can be done both
at the level of interpersonal relations and of structural processes. To begin
with, power is a factor intermingled with the ways in which the other
concepts guiding the field can also be converted into explanatory mecha-
nisms. As seen previously, the extent to which markets are able to tear
free of state society controls or, alternatively, are re-embedded into them,
depends fundamentally on the alignment of relevant actors and the power
with which they back their respective interests. Similarly, the extent to
which a particular economic prophecy becomes self-fulfilling or not hinges
on the relative power of actors willing to embrace its premises and act
accordingly.

Few academic models become self-fulfilling. In particular, those that
predict the demise of capitalism brought about by its own contradictions
and the rebellion of the exploited classes have seldom materialized. Such
predictions become self-defeating precisely because dominant classes can
marshal the necessary power to derail the foretold outcome. Economic
elites are not invulnerable, but their displacement comes about in different
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ways, often as an unintended consequence of their own actions. Under
certain historical circumstances, the rational pursuit of self-interest by
dominant actors can conjure the rise of still more powerful forces that
marginalize the former elites.

We have already seen the paradox of how the adoption of free market
policies in Latin America ended up fiscally constraining the very classes
that supported such reforms in the first place. A still more compelling
illustration is provided by the evolution of stock markets in the region.
I use material from the same comparative study cited previously to de-
scribe the dynamics of power in this instance and the self-defeating conse-
quences of its use by its former holders. Latin American stock exchanges
have traditionally been the fief of a small privileged group that used them
as much for sociability and networking as for rent seeking. Profits in
these exchanges depended on access to privileged information, and those
wishing to take part had to pay high rents to the few well-connected bro-
kerage houses. In the words of Colombian sociologist César Rodriguez
Garavito, these exchanges were “gentlemen’s clubs” that functioned less
to finance domestic industry than to serve as vehicles for interest repre-
sentation of the economic elite.’® Their membership commonly provided
a useful guide to the names of the local aristocracy.

Nowhere was this clearer than during the period of Socialist govern-
ment under President Salvador Allende of Chile. The Santiago stock ex-
change became during these years the focal point of opposition to the
leftist regime and the exchange’s president the most articulate spokesman
on the anti-Socialist camp. Stock values during this period declined to
near zero, until a few weeks before the military coup that overthrew Al-
lende. At that point, stock values started to rise again, as members of the
restricted “Gentlemen’s Club” gained knowledge of the imminent coup.*
They duly celebrated its success and welcomed with open arms the ar-
rival of General Pinochet to power and the imposition of free market
reform by its advisers.

During the years of the Pinochet dictatorship, the brokerage houses of
the Santiago Exchange remained, however, well insulated from the play
of market forces. They were, after all, one of the firmest pillars of the
regime. With the advent of democracy, their fortunes changed. The open-
market policies initiated by the “Chicago Boys”* under Pinochet and
continued by the subsequent democratic governments brought to Chile
a growing number of foreign investment banks. As these firms became
involved in trading and issuing shares in the Santiago Exchange, they
confronted the power of entrenched local brokers:
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The most significant “island of power” is formed by the traditional brokers
who immediately opposed the entry of the banks. . .. A tension emerged be-
tween the reproduction of the traditional ethos proper of a “gentlemen’s club”
and a modern perception that viewed the Exchange as a competitive business
place. To the extent that world financial markets operate under this modern
ethos, the interest of some in preserving the Exchange as a traditional space,
based on informal mechanisms of control, could only slow down the integra-
tion of the national market into global financial circles (italics and quotation
marks in original).*!

Foreign banks became seriously interested in the exchange after the Chil-
ean government privatized social security, compelling the newly established
private pension administrators to invest in the stock market and govern-
ment securities. From one day to the next, as it were, the volume of trans-
actions in the Santiago Exchange took a quantum leap: “[T]he law that
authorized the investment of pension funds in the stock market turned the
AFPs (the pension administrators) into financial actors of the first rank. . . .
In total, institutional investors increased their stock holdings in the San-
tiago Exchange from U.S. 1.04 billion in 1980 to 14 billion in 1991.”#

In response to the recalcitrance of the entrenched elite, foreign in-
vestors and emerging national banks allied with them created the new
Electronic Exchange (Bolsa Electronica) in direct competition with the
traditional institution. The evident advantages in speed and transpar-
ency of electronic trades over “voice” trading threatened the Santiago
Exchange with immediate obsolescence.* The finance ministry, no longer
beholden to traditional elite power, allowed the creation of the Electronic
Exchange as a way of quickening the nation’s integration into global
financial circles.

The prospect of losing most of their business to the Electronic Ex-
change forced the hand of the established brokers. Live transactions in
the Santiago Exchange’s “pits” gave way to electronic trades. New pen-
alties against inside trading and new rules on access to information seri-
ously restricted the privileged transactions of the past. Four of the eleven
seats on the board were granted to the new institutional investors who
also came to control the bulk of transactions. Brokerage houses declined
from seventy-two in 1960 to just thirty-four in 2005, as many of the tra-
ditional operators abandoned the business: “In fact, the new institutional
investors that have assumed the leadership of the Exchange are the great
commercial and investment banks. Hence, this decline in the number of
market operators has not reflected contraction, but actual expansion and

rationalization of trade.”**



232 o Chapter Ten

TaBLE 10.2
Sixteen Largest Brokerage Houses in the Santiago Exchange, 2004

Gross Income  Profit Rate,
Broker Type (Billion Pesos)'  2003-4 %
Banchile Domestic Commercial Bank 41,104 9.52
Larrain Vial Traditional Broker 14,404 4.77
Bice Domestic Commercial Bank 27,038 4.50
Consorcio Investment Group 9,976 4.06
BCI Domestic Commercial Bank 19,100 3.86
Valores Security ~ Foreign Investment Bank 31,268 3.48
IM Trust Foreign Investment Bank 7,039 2.66
Santander Foreign Commercial Bank 11,596 2.33
Investment
CorpBanca Domestic Commercial Bank 15,896 2.24
Banco Estado Domestic Commercial Bank 9,059 1.90
BBVA Foreign Commercial Bank 6,817 1.65
Citigroup Foreign Commercial Bank 6,841 1.61
Celfin Domestic Investment Bank 9,077 1.49
Deutsche Foreign Investment Bank 11,852 1.02
Alfa Investment Group 7,820 0.88
Ureta and Bianchi Traditional Broker 1,071 0.77

! The exchange rate in 2004 was U.S. $1.00 = Chilean $609.
Source: Wormald and Brieba, “La Bolsa de Comercio de Santiago de Chile,” table 3.

Several traditional brokerage houses survived the confrontation, but
their trade volume and relative importance were greatly diminished.
Table 10.2 lists the sixteen largest operators in the Santiago Exchange in
2004. Only two traditional brokers make the list and one of them is dead
last. Only one member of the old economic elite, Larrain Vial, ranks at
the top of the list; the rest are investment and commercial banks, both
foreign and domestic.

Chilean brokers must have seriously reconsidered what they prayed
for. The free market they welcomed with open arms removed the pro-
tective barriers under which they thrived in the past and placed them in
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direct competition with far larger and more technologically savvy multi-
national actors. It was the power of these competitors, not the policies
of the defunct socialist regime, that finally eclipsed the Chilean financial
elite, relegating it to a secondary role in its own country.

While the evolution of the Santiago Exchange illustrates this power
confrontation with unique clarity, it is not an isolated example. In coun-
try after country, stock exchanges experienced a similar evolution, elimi-
nating traditional practices and displacing entrenched elites lest the in-
stitutions themselves be shut out from global financial markets. Latin
American exchanges copied Wall Street and copied each other, watching
out for the latest technological innovations and moving inexorably to-
ward electronic trading and universalistic access to information. As they
modernized, they also denationalized since effective power devolved into
the hands of multinational investors and banks. As Rodriguez Garavito
concludes for the case of the Bogota Exchange:

As a consequence of a process of diffusion and international competition, the
Colombian Stock Exchange [BVC in the Spanish acronym] has been trans-
formed from a purely domestic institution into a node of the global financial
networks. . . . The entry of the new global actors has been the most transfor-
mative force for the BVC and the Colombian financial scene. Dissatisfied with
the preferential treatment granted by the Exchange to its stockholders, the new
actors forced changes in corporate governance and operational functioning,
accompanying the Exchange’s de-mutualization.*

REPRISE

In conclusion, I return to the broad themes sounded in chapter 2. Eco-
nomic sociology is not likely to move forward as a field if it continues to
insist on ritualistic invocation of its founding assumption accompanied
by a growing but disparate set of case studies. The latter support the
tenability of the assumption, but do not extend its range, reducing its
heuristic power through repetition. It is important to establish a clear
hierarchy between abstract perspectives and concepts that “work,” that
is, that carry explanatory and predictive power in multiple settings. Fol-
lowing Max Weber and Robert K. Merton, I have chosen to call these
concepts midrange ideal types. Perspectives and ideal types should also
be differentiated from research sites. The latter possess no explanatory
power of their own; they are simply places where broader ideas can be
applied, possibly yielding new propositions.
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In my view, a suitable theoretical program to advance the agenda of
economic sociology can be built around the following steps:

e Putting to use the explanatory concepts of the field in specific areas of the
economy and developing, in the process, new propositions and theories.

e Using these empirical explorations to modify, retain, and extend the scope
of existing ideal types.

¢ Developing new such concepts, thereby increasing the explanatory power
and reach of the field.

¢ Identifying new strategic areas where the perspective and conceptual tools
of economic sociology can be fruitfully applied.

The combination of these activities may not only move the discipline
ahead of its present state but also bring it into the public domain as an
alternative to the questionable policies stemming from theoretical eco-
nomics. It appears increasingly clear that the economic collapse of 2008
had some of its roots in an unshakable, almost religious belief in these
theories. They include not only the financial models “performing” mar-
kets without benefit of plausible empirical grounding but also the more
general assumption that markets are all-knowing, self-regulating entities
whose efficiency is inevitably compromised by government meddling.
Consequences of these beliefs have been exactly what Polanyian “disem-
beddedness” has led us to anticipate.

A sociological approach based on focused application of the concepts
of social class, social institutions, and the self-defeating consequences
of untamed markets would have gone a long way toward counteracting
the headlong march into economic disaster. While events, such as the
collapse of Lehman Brothers, could not be predicted with certainty, the
overall trend was unmistakable. In a similar vein, the generalized crisis
of confidence in the markets in 2009 was fundamentally a sociological
phenomenon that for long eluded the best efforts of mainstream econo-
mists in charge of policy at the U.S. Treasury and Federal Reserve to
overcome.

This historical contingency is not the only example. As applied to the
field of health care, the economic theory of “moral hazard” has pro-
vided the ideological underpinnings for effective resistance to universal
health care and for the harmful definition of care as a market commodity.
The sorry state of the American health system in the early twenty-first
century, more expensive and more inegalitarian than its counterparts in
other Western democracies, can be traced, at least in part, to the ideologi-
cal sway of such notions.* A sociological approach to health and health
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care, drawing on midrange concepts such as social class, institutions, and
Polanyian embeddedness could provide a much-needed theoretical cor-
rective in this field as well.

In sum, the agenda for economic sociology is both extensive and ur-
gent. It is a field whose time has come and whose promise should be ful-
filled. It will not do so by following the present path and, for that reason,
a change of course is needed.
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