ECONOMIC

SO0CIOLOGY

CARLO TRIGILIA

/) B



Economic Sociology



Economic Sociology

State, Market, and Society in
Modern Capitalism

Carlo Trigilia

Blackwell Publishers



© Carlo Trigilia, 1998, 2002

Editorial Offices:

108 Cowley Road, Oxford OX4 1JF, UK
Tel: +44 (0)1865 791100

350 Main Street, Malden, Massachusetts 02148-5018, USA
Tel: +1 781 388 8250

The right of Carlo Trigilia to be identified as author of this work has been asserted in
accordance with the Copyright, Designs and Patents Act 1988.

All rights reserved. No part of this publication may be reproduced, stored in a retrieval
system, or transmitted, in any form or by any means, electronic, mechanical,
photocopying, recording or otherwise, without the prior permission of the publisher.

First published in Italian under the name Sociologia Economica by 1l Mulino, 1998
This edition published 2002 by Blackwell Publishers Ltd, a Blackwell Publishing company
Translated by Nicola Owtram, 2002

Library of Congress Cataloging-in-Publication Data

Trigilia, C. (Carlo)

[Sociologia economica. English]

Economic sociology : state, market, and society in modern capitalism /
Carlo Trigilia ; [translated by Nicola Owtram].

p. cm.

Translation of: Sociologia economica.
Includes bibliographical references and index.

ISBN 0-631-22535-8 (hbk. : alk. paper) — ISBN 0-631-22536-6 (pbk. :
alk. paper)

1. Economics—Sociological aspects. 1. Title.

HM548 .- T7513 2002

306.3—dc21 2001005820

A catalogue record for this book is available from the British Library.

Typeset in 10 on 12 pt Meridien
by Ace Filmsetting Ltd, Frome, Somerset
Printed in Great Britain by TJ International, Padstow, Cornwall

For further information on
Blackwell Publishers, visit our website:
www.blackwellpublishers.co.uk



Contents

Preface

Acknowledgments

Introduction: What is Economic Sociology?

Part I: The Classics and the Sociology of Capitalism

1
2
3
4
5

From Classical Economics to Economic Sociology

The Origins and Developments of Capitalism: Simmel and
Sombart

Capitalism and the Western Civilization: Max Weber

The Social Consequences of Capitalism: Durkheim and Veblen
The Great Depression and the Decline of Liberal Capitalism:
Polanyi and Schumpeter

Part Il: Themes and Routes of Contemporary Economic Sociology

6

Notes
References

Index

The Legacy of the Classics and the New Boundaries between
Economics and Sociology

Modernization and Development of Backward Areas

The Keynesian Welfare State and Comparative Political
Economy

The Crisis of Fordism and New Economic Sociology
Globalization and the Diversity of Capitalisms

vi

15
17

36
54
76

96

117

119
147

166
197
237
256
264
279



Preface

A study of the history of opinion is a necessary preliminary to the emancipation
of the mind. | do not know which makes a man more conservative — to know
nothing but the past, or nothing but the present.

John Maynard Keynes, The End of Laissez-Faire

The aim of this book is to reconstruct the origins and developments of the research
tradition which underpins economic sociology. This is not an easy task. Over re-
cent decades, interest in this discipline has increased, as profound and rapid trans-
formations have affected both developed and less developed countries. The body
of specialized literature has grown and new textbooks and readers have been pub-
lished. What has been lacking, however, is a systematic and comprehensive recon-
struction of the sociological approach to the study of the economy. Therefore, I
have sought to pursue two main aims in writing this book. First, I have tried to
identify and describe the elements of continuity between past and present, be-
tween the writings of the classic authors and contemporary developments in the
discipline. Second, I have sought to present the methodology and research themes
of economic sociology in a manner that is accessible both for students and for
specialists from other disciplines who are interested in the contribution that this
approach can make.

A historical presentation may help contribute to the institutionalization of eco-
nomic sociology. In the field of social sciences, an analytical perspective can be
strengthened if a shared and recognized body of knowledge can be transmitted
and continuously updated, adapting it to the research problems which emerge as
society changes. However, in order to communicate the essential elements of a
particular approach more effectively to students, or other interested readers, it is
important to show that a longstanding and coherent research tradition exists, in
both methodological and substantive terms. This is why a historical introduction
to the development of economic sociology may be particularly appropriate.

Moreover, there is a second important reason for this mode of presentation. The
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physical and natural sciences develop through a cumulative process: as research
advances, new general theories emerge, replacing those that precede them. In
these fields the distinction between the history of a discipline and contemporary
theories is clear-cut. For these sciences Alfred Whitehead’s warning, mentioned
by Robert Merton, is pertinent: “A science which hesitates to forget its founders is
lost.” This is not, however, the case for social sciences. Indeed, to some extent the
opposite is true, despite repeated positivistic attempts to treat the social sciences as
analogous to the physical and natural sciences. In other words, the social sciences
cannot aspire to producing general theories; instead, they can develop historically
oriented models, with definite boundaries in time and space, largely based on com-
parative methods. Society is in a process of continual change as a consequence of
interaction between human beings. Thus, relations between economy and society,
which are the focus of this work, are subject too to perpetual change. This means
that the tools needed to understand society must take account of its diversity in
time and space. The distinction between history of thought and theory is therefore
less clear-cut than in the physical and natural sciences, and the historical presenta-
tion of a social science can be useful both for teaching and for communication with
scholars from other related fields.

In other words, reference to the classic authors — the “founding fathers” — may
be useful for methodological reasons, because one may identify a continuity and
coherence in the study of relations between economy and society, which is impor-
tant in students’ training. However, it is also appropriate for substantive reasons,
because it shows the contributions that economic sociology has made to the un-
derstanding of the origins and nature of particular forms of economic organiza-
tion. These include the origins of capitalism in the West; the characteristics of
liberal capitalism; and those of the more highly regulated and organized capitalism
which has come into being since the thirties.

In this perspective the rhetorical question posed by George Homans some time
ago — “Who cares of what old Durkheim said?” would not seem to be justified.
Certainly, Durkheim, like Weber or Polanyi, has less to tell us if we wish to analyze
contemporary society; however, the contribution of these authors is still crucial to
understanding the problems of the societies on which they worked. If one wishes,
for example, to understand the origins of modern capitalism in the West — one of
the classic themes of economic sociology — one cannot neglect reading Weber’s
works. Certainly, successive historical and sociological analyses have added new
elements and have contributed to redefining his interpretation. It cannot, how-
ever, be said that it has been “superseded” in the sense that theories in physics or
biology are superseded when new knowledge is discovered.

Naturally, this does not mean that an introduction to economic sociology should
examine Weber’s work and other classics of the discipline from a merely historical
perspective. It is not a question of reconstructing the social and intellectual con-
text in which their ideas matured or of following their development over time.
The aim is rather to highlight how the classics contributed to developing a theory
of economic action as socially oriented action, and how they used this theory to
throw light on some of the crucial problems which emerged over the last two
centuries in the relations between the economy and society. In this way they con-
tributed to developing a set of hypotheses on the functioning of the market, on



viii PREFACE

economic development, and on consumer behavior, all of which can be found in
the tools used by contemporary economic sociology to analyze how culture and
social and political institutions influence economic activities.

It follows that the understanding of economic sociology on which this book is
based establishes very close links between sociology and historical analysis. It does
not share the presupposition that society can be studied like a system, like a ‘ma-
chine’” with its own laws, which impose themselves on the will of human beings.
Experience shows that all attempts to study society in the same way as nature
have given rise to results which are both disappointing in terms of knowledge and
politically problematic. This is because all attempts to find laws which are univer-
sal and necessary for society not only have not worked, but have usually been
accompanied by the attempt to impose a certain political solution to the problem
of social organization. As I shall show below, economic sociology was born with
Weber, who took a position that is exactly the contrary of this totalizing concep-
tion of the social sciences. It is a view which takes actors and their motivations —
that is, the people that live in society, and orientations which change in space and
time and which influence the social order — seriously. A more modest view assigns
to the social sciences not the task of singling out “what must be done” but of
clarifying the problems and choices, and therefore of contributing to the reflexive
construction of society.

The book is divided into two parts. In the first, the problem of the origins of eco-
nomic sociology is initially tackled. Economics and economic sociology — the study
of markets and institutions respectively — were closely connected in the work of
the classical economists, and especially in the work of Adam Smith. This view-
point took the problem of economic development as its focus. It was as a result of
the growing success of neoclassical economics, at the end of the nineteenth cen-
tury, that economics withdrew from investigation of institutions and development.
This empty space was occupied, at the end of the century, by economic sociology.
It was in Germany above all, with Sombart and Weber, that the foundations of this
new discipline were laid. And it was Weber who outlined this new scientific pro-
gram with vision and clarity. The methodological and substantial contribution of
the classics is then presented. Naturally the choice of authors may always be ques-
tioned. All the same, the classics focused on the problems of origins and transfor-
mations of modern capitalism. In other words, economic sociology developed as a
sociology of capitalism: from its liberal forms, where the market plays a an impor-
tant role in economy and society to the “great transformation” which followed the
crisis of the 1930s and led to the more socially and politically regulated forms
which came into being after the Second World War.

The era of the classics can be said to come to a close with Polanyi’s and
Schumpeter’s famous works on the transformations of capitalism, which were
published in the 1940s. The second and wider part of the volume is dedicated to
the subsequent phase, which takes us up to the very recent past. In the years
following the Second World War, Keynesian economics prevailed and economic
analysis regained its capacity to grasp economic reality and to influence economic
policies. The problem of development in the more advanced and industrialized
countries was now examined mainly by Keynesian economics. At the macro level,
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the original tradition of economic sociology continued to perpetuate itself, mainly
in the sociology of the development of less developed areas and countries, with
the theory of modernization and other approaches up to current comparative po-
litical economy. At the same time, at the micro level, the original tradition disinte-
grated, giving rise to an increasing disciplinary specialization with the sociology of
organizations, of labor studies and of industrial relations. These branches became
better established and were institutionalized, but at the same time moved away
from the direct investigation of the relations with the economic organization and
development.

On the whole, it can be said that there was a decline in the specific tradition of
economic sociology — particularly in the study of more advanced countries — which
lasted until the 1970s. It was at this point that there was a visible upsurge of inter-
est in the field, made tangible in the increasing body of studies and research that
are outlined in the final chapters of the book. This trend first became apparent at
the macro level. The crisis of Keynesian welfare state, the spread of inflation, as
well as stagnation and unemployment, all showed the shortcomings of the
Keynesian model, and triggered new research on the role of social and political
institutions in the economy. In addition, the difficulties of the Fordist-Taylorist
forms of productive organization — the micro-level underpinnings of the golden
age of post-war development — also spurred the search for new perspectives. The
emergence of flexible production models drew attention to how institutional con-
text influenced economic forms of organization and the capacity of these latter to
adjust rapidly to increasingly unstable markets. These new research perspectives
at the micro and macro levels led to studies of the institutional variety of contem-
porary capitalism and their relations with the phenomenon of globalization.

The two parts into which the book is divided are strictly related. However, in
order to facilitate the use of the book by students, each part is organized and pre-
sented so that it may be read as a single unit, according to specific needs. Each
section considers the relationship between economics and sociology. Indeed, from
its origins to its most recent phase, the dialogue with economics has been crucial
for economic sociology. In recent years this exchange has been even more fre-
quent and, as is shown in the final chapters, has been shaped by a sort of “double
movement.” On the one hand, economists have increasingly come to recognize
the importance of institutions, at both micro and macro levels. On the other hand,
there has been a reaction by sociologists to the “imperialism” of economics, which
has led not only to the development of non-economic explanations of institutions,
but has also underlined — more clearly than in the past — the impact of social and
political institutions on the organization and evolution of the economy. It is un-
likely that these tendencies can lead to an integrated study of the economy, and
perhaps this is not even desirable. It is instead to be hoped that the dialogue will
continue and become more highly focused, and that the scholars of the two tradi-
tions will come to know each other better and take closer account of each others’
work. Concrete reality is, of course, not divisible and it combines both economic
and social factors. Therefore, when one moves from analytical models to empiri-
cal-historical studies it is necessary for both economists and sociologists to take
into account the complexity of social phenomena, as the most careful scholars in
both traditions have always done.
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Introduction: What is
Economic Sociology?

In everyday life, one often hears opinions of various sorts about economic activity.
For example, the claims that German industry is so successful because it has such
high levels of technical competence and professional training; that Japan’s eco-
nomic development has benefited from its strong tradition of social values and
structures, which have favored cooperation; or that the Italian economy is ham-
pered by the inefficiency of public services. These opinions can also be more gen-
eral. For example, the claims that the working classes are less important now than
they used to be because of new technologies; that underdevelopment has led to
large and sprawling cities where most of the population lives in dreadful condi-
tions; that the economic prosperity of Western countries weakens the class conflict
as well as the unions and left-wing parties.

These opinions may or may not be based on facts. They are of interest, though,
in that they show very clearly how common sense suggests that economic and
social phenomena are related. Some of these examples emphasize how the
cultural and social characteristics of a country influence its economy. Others
call attention to more general tendencies and to the reverse causal relationship:
how economic phenomena can influence social and political life. Both kinds of
example, however, may bring us closer to economic sociology’s domain of re-
search.

As a first approximation, we may say that economic sociology involves a body of
study and research aimed at establishing the links between economic and social phenomena.
The objective is to deal with questions such as those above through the scientific
method — which is to say by applying greater rigor and control than one does in
everyday language, and with the aim of identifying regularities in the relation-
ships between the phenomena under examination. It should be pointed out, though,
that this is a different sort of science than that found in the physical and natural
sciences; it does not aim to formulate universal laws, as in the case of natural
phenomena, nor can it provide sure remedies to resolve problems. The social sci-
ences can only hope to increase the shared knowledge of the members of a society
about the questions of collective life — namely, to help clarify collective choices.
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We will return to this question later, but first we must more precisely define eco-
nomic sociology’s field of research.

1 Two Definitions of Economy

Economic phenomena can be defined in various ways. Clearly, these reflect differ-
ent theoretical orientations, which will be described in greater detail in the follow-
ing chapters. One may start with two fairly representative approaches, which have
important implications for how one may look at the relationship between economy
and society. They have been suggested by Karl Polanyi (1977, ch. 2), a social scien-
tist whose work cannot be confined within traditional disciplinary boundaries.

In the first, the economy is presented as a body of activities which are usually carried
out by members of a society in order to produce, distribute, and exchange goods and services.
The economy here is conceived as an institutionalized process — it is guided by
relatively stable rules — of interaction between men and nature in the satisfaction
of a society’s needs. These needs are not exclusively physical; they may also be
cultural, scientific or military. However, to the extent that the production and
distribution of goods and services is needed to satisfy them, the economy is in-
volved.

Although it is apparently straightforward and easy to understand, this definition
is not widely accepted. That is to say, not all economists subscribe to it and a sec-
ond definition is more typically found in economics textbooks. In this formula-
tion, the emphasis is on “economizing” as a synonym for economic phenomena,
which is to say, on activities which involve the rational allocation of scarce resources in
order to obtain the most from the means available. On this view, individuals carrying
out economic activities are motivated by the rational pursuit of their interests,
while the rules conditioning the interaction between them are set by the market as
aresult of the effect of demand and supply on prices. The ways in which goods and
services are produced can therefore be explained through the “maximizing” choices
of individuals in a market context. Thus, for example, one may suppose that indi-
viduals will be willing to buy more of a good if the price is low, because of the
relationship between demand and supply, and vice versa if the price is high. For
their part, if the price is high, the producers of the good will tend to supply more of
it, and vice versa. So it becomes clear that the amount and price of goods produced
will depend on the trade-off between the demand of both consumers and produc-
ers on the market. The same mechanism is true for the distribution of income
among various economic actors. For example, payment for labor will depend on
the relationship between demand and supply. If the supply of labor grows with
respect to demand, wages will tend to decrease as a consequence.

The first definition of economy mentioned above is more general. It allows us to
see how the satisfaction of needs and economic behavior can be handled in differ-
ent ways, depending on how society is organized. For example, in primitive socie-
ties economic activities are not distinct, but take place in the context of family and
kinship relations which regulate how goods are produced, distributed, and ex-
changed. In the great empires of antiquity, for example, the state played a very
important role in the regulation of economic activity, while in capitalist societies —
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based on the private ownership of the means of production — the economy has
freed itself from these social and political controls. Thus the satisfaction of needs
depends more on the functioning of “self-regulating” markets, where resource
allocation and price setting are conditioned by relations of demand and supply.
For example, neither traditional rules nor the political order determine reward for
individual labor (as happened in the feudal system); this instead depends on the
relationship between the demand and supply of labor on the market.

It is in this latter context that the definition which is more widely shared by
economists finds its historical roots. Indeed, it comes as no surprise that economics
as an autonomous scientific discipline has emerged as capitalist society has estab-
lished itself, as we shall see later. This is because the assumptions about the maxi-
mizing behavior of individuals and its effects on demand and supply in the market
reflect the increasing independence of the economy from social and political struc-
tures. Thus, in contexts in which self-regulating markets prevail, the satisfaction of
needs and individual life chances are conditioned by the employment of available
resources on the market.

These two definitions of economic phenomena should not be considered as
mutually exclusive. Rather, they represent two theoretical perspectives on the
economy that provide particular advantages and constraints which one should be
aware of. For example, the definition used more widely by economists has given
us a far better understanding of the self-regulating mechanisms of the market, i.e.
of the influence of the movements of demand and supply on price setting and
resource allocation. By using a few and simple assumptions about the utilitarian
roots of behavior, and taking institutions as a given, economics has been able to
develop theoretical models to a high level of generalization, with the application
of mathematical tools. This has also provided instruments for formulating eco-
nomic predictions and normative principles, that is, criteria to guide the choices of
economic actors. On the more specifically theoretical plane, however, difficulties
emerge when one needs to understand contexts in which the self-regulating mar-
ket has a limited role, or simply does not exist. Take, for example, the precapitalist
contexts mentioned above, or even capitalist societies when the different paths
and growth rates of their economies are examined. The problems become even
clearer when one asks, for example, why some countries industrialized before
others, or why some economies coped better with the economic problems of the
1970s. In all these cases the institutional context must be considered to provide a
convincing interpretation.

Itis in precisely this set of issues that the advantages of the first definition emerge;
it is more open to the study of the interaction between economy and society. It is
also, for this reason, better suited to the perspective on the economy offered by
economic sociology, as well as by anthropology and economic history; a perspec-
tive that seeks to understand the particular features of a certain period or territory.
One must always be cautious in making generalizations, given the differences of
approach between the various social sciences and even within them. This said, all
these disciplines share a feature that differentiates them from economics in that
they hold that economic activity is an institutional process. They do not start from the
isolated individual with utilitarian motivations to reconstruct the aggregate effects
of individual behaviors on the level of production and distribution of goods and
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services. They focus instead on the institutions which regulate economic activity.

One can define institutions as a set of social norms which orient and regulate behavior
and which are based on sanctions which seek to guarantee compliance on the part of indi-
viduals. These sanctions can be either positive, in the sense that they encourage a
certain kind of behavior through approval or material incentives, or they can be
negative, tending to prevent a certain type of action. And again, they can be infor-
mal when they are based on the disapproval of others, or they can be formal, as
when they are established by the law (in this case one can speak more specifically
about legal rules). For example, in economic behavior, there may be ethical stand-
ards in business which are based only on social approval in a certain environment,
or else there may be norms which are based on formal sanctions (those of civil and
labor law) which regulate the market exchange of goods and capital, or of labor.
Other kinds of norms — no less important — define the aims of the actors rather
than the ways in which they are pursued, as illustrated in the previous examples.
In other words, they can involve the way in which labor is conceived or, more
generally, the commitment to economic activities as opposed to those in other
areas of activity, e.g. military activity (in traditional societies) or leisure and con-
sumption (in contemporary societies).

These distinctions will be discussed in greater detail further on; at this point it is
simply useful to note that the concept of institution refers — in sociological lan-
guage — to a set of phenomena which is usually wider than everyday usage would
suggest. In common language, when one talks about institutions, one is usually
referring to public institutions (parliament or government) or judicial or military
institutions. The term institution may also sometimes be used to indicate the con-
crete collectivities that institutions regulate; for example firms, unions or business
organizations. However, the sociological meaning of institution is wider because it
includes the system of rules on which these collectivities are based and which
make possible their functioning — for example, the norms which regulate the right
to property and labor relations. It is therefore useful to keep the concept of institu-
tion distinct from that of organization, using the latter term to indicate the concrete
collectivities which co-ordinate a set of human and material resources to achieve a
certain end (examples of economic organizations are firms, unions, chambers of
commerce, etc). While organizations may be actors, institutions cannot.

By examining institutions, one may create a bridge between economy and soci-
ety. Economic phenomena are situated in a historical context —in a specific period
of time and in a particular territory. Thus, one can evaluate how economic behavior
and structures — that is, the set of stable relationships between a specified set of
actors — are affected by the institutional context, and how they affect it in turn.
This does not mean that individual choice does not count, but that it does not take
place in a void, that it is socially oriented and may take place within wider or
narrower margins depending on the type of society. Therefore, economic sociol-
ogy does not study the economy in general, but instead analyses specific economic
systems, for example, capitalist economies, feudal economies, the economies of
primitive societies, and so on, together with the specific characteristics that these
take on in particular cases. The concept of economic system is crucially important in
this perspective; it tends to underline the different ways, over space and time, in which
institutions orient and requlate economic activities.
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2 Economic Sociology: Schumpeter and Weber

The difference of perspective between economics and the other social sciences — in
particular economic sociology — also emerges in a famous definition by Joseph
Schumpeter, an economist who was very sensitive to relations between econom-
ics and social analysis. Schumpeter (1954) attributed to economic sociology the
task of explaining how people “came to behave as they do” (1954, p. 21) and he
specified that actions must be related to the institutions which affect economic
behavior, such as the state or private property and contracts. For its part, econom-
ics deals with the questions “how people behave at any time and what the eco-
nomic effects are” (1954, p. 21).

This distinction is useful in clarifying the research perspectives of the two disci-
plines in the sense that has already been discussed. However, it requires further
specification and qualification. First, it should not be used too rigidly. A sociologist
or an economic historian who wishes to evaluate how a particular country has
developed will tend to consider both economic variables — such as the availability
of capital and labor — and non-economic variables — such as political and socio-
cultural structures — together. Moreover, it is clear that an economist who seeks to
bring his analysis closer to empirical reality will have to consider the role of insti-
tutions — whether explicitly or implicitly — to improve his hypotheses. For exam-
ple, it is difficult to study the labor market in contemporary capitalist societies
without taking the role of unions into account. Schumpeter would of course have
agreed, and his research, which was always open to institutional questions, con-
firms this. He felt that the theoretical economists should master economic sociol-
ogy, just as they should master history and statistics.

Schumpeter’s definition must however be integrated, in line with his historical
and evolutionary conception of the economic process. In actuality, the economic
sociologist should not simply limit his enquiry to the influence of the institutional
context on the economy, as the previous definition might seem to suggest. As we
have already noted, he/she would examine causal relations running in the opposite
direction, taking an interest in the social, political, and cultural consequences of
economic development. In studying capitalist societies, he/she would attempt to
evaluate, for example, the extent to which economic structures increased social and
political conflict, or led to changes in family structures or relations between town
and country. In this way it becomes possible to formulate hypotheses for the inter-
pretation of institutional change, in particular change in the organization of eco-
nomic activities — one of the most difficult tasks for traditional economics with its
ahistorical tools. To return to the above example, one could evaluate how capitalist
economic structures have given rise to social and political conflicts which have in
turn led to greater state intervention in the economy and the role of the unions and
industrial relations in general. As a consequence, the previous institutional frame-
work regulating economic activity was modified (sometimes a transformation of
this kind is referred to as a transformation from liberal to organized capitalism). The
bidirectionality of research — from society to economy and vice versa — should not be
presented simply as an extension of the field of analysis, but as having its own in-
trinsic motivation: it allows one to focus on change in economic structure.
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Max Weber, who made a crucial contribution to the scientific agenda of eco-
nomic sociology, highlights the bi-directionality of sociological research on the
economy very clearly. For him, a “social-economic science” was in substance a
science of the relations of interdependence between economic and social phe-
nomena. While economics above all involves the “technical-economic problems
of prices formation and markets in the modern exchange economy,” the main aim
of economic sociology is to shed light on “economically relevant” and “economi-
cally conditioned” phenomena (Weber [1904] 1949, pp. 64-6). The former con-
cern the influence of non-economic institutions, such as religious or political
institutions, on the functioning of the economy; the latter illustrate how not only
political orientations, but also aspects of social life which might seem very far re-
moved from economic issues, such as aesthetic or religious phenomena, are in fact
influenced by economic factors. In setting out his scientific agenda Weber explic-
itly contrasted his views with those of Marx. In his polemics against the more
naive and mechanistic variants of Marxism, he tried to show both that the influ-
ence of economic structures on the characteristics of a society could not be ig-
nored, and that a crude materialistic interpretation had little scientific merit.

Another aspect of the Weberian approach also needs to be recalled. The study of
issues which are “economically conditioned” or “economically relevant” leads — as
in all sciences — to the search for regularities and causal links between the phe-
nomena under investigation. Weber believed that this tendency in sociology should
under no circumstances lead to a search for general laws that would establish
causal links between economic and non-economic features of social life beyond a
specific context. The formulation of generalizations — which Weber called “ideal
types” — has specific spatial and temporal limitations and essentially aims to im-
prove historical knowledge. As we will see, this position has not been unanimously
accepted. For other scholars, such as Talcott Parsons in particular (1937), the limits
that historical research imposed on theoretical generalizations was a barrier to the
scientific development of sociology, that ought to be overcome. However, the ef-
forts to move towards theoretical models with a high level of generalization have
not culminated in very satisfying outcomes.

3 Sociology, Anthropology, and Economic History

In the previous discussion, we have drawn a distinction between economic sociol-
ogy and economics. In so doing, we have argued that sociology’s attention to insti-
tutional issues and historical and evolutionary phenomena has brought it closer to
anthropology and economic history. We may now examine the ways in which the
analytical perspectives of these three disciplines are different. Naturally, these dif-
ferences are relative and are often — when dealing with actual topics — much less
important. Similarities in research practices sometimes extend to economists them-
selves (especially those who are more distant from the mainstream). However, we
may draw distinctions in three main areas: the object of investigation, the tools
used, and the level of theoretical generalization.

There is an established research tradition within economic anthropology that
studies the economic structures of primitive societies; among its most important
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instruments of research is the method based on “participant observation,” given
the difficulty of using other techniques in this type of context. In general, the
characteristics of a society are reconstructed in their totality, although theoretical
generalizations originating from research experience are elaborated explicitly and
contribute to orienting the analysis. For example, there has been discussion of the
term “reciprocity” as a general category suitable for interpreting the economic or-
ganization of primitive societies.

Economic history traditionally concentrates on the past, makes use of docu-
mentary analysis, and has a particularistic orientation that aims to reconstruct
concrete phenomena, for example, the process of industrialization of a specific
country or area. In contrast to anthropology and economic sociology, it uses ex-
plicit theoretical generalizations in a very limited way and often is suspicious of
them. It should be remembered, however, that the economic historian must none-
theless use theoretical hypotheses about the causal linkages between the phenom-
ena under study. In contrast to the anthropologist or the economic sociologist,
though, these references usually remain implicit: they are not formalized, nor are
they discussed independently of the object of inquiry. Of course, there are many
exceptions to this — an increasing number of economic historians make use of the
instruments and hypotheses of sociologists and economic anthropologists in their
work.

In economic sociology, the main subject of research is contemporary society,
even if there is an important tradition studying the process of modernization. The
tools employed are documentary analysis and, above all in the study of contempo-
rary societies, empirical research based on interviews or the direct collection of
information, which can also be analyzed quantitatively. It tends to take a more
generalizing approach than economic history; more precisely, it seeks to elaborate
theoretical generalizations about the relationships between economic and non-
economic phenomena, such as, for example, the cultural conditions that helped
foster capitalist development, or the relationship between industrialization and
social conflict, or the relationship between economic structure and urbanization,
and so on. Despite some disagreement as to the level of generality that the disci-
pline should aim at, in practice, research usually involves the formulation of theo-
retical models that are limited to particular contexts in space and time.

4 The Scientific Status of Economic Sociology

The previous discussion has cautiously situated economic sociology in an interme-
diate position between the generalizing approach of economics and the more
particularistic perspective of history. What does this imply for the scientific status
of the discipline? There is wide consensus that the search for “general laws” con-
necting phenomena is an essential objective of scientific activity. As we have seen
however, Weber held that this aim was impracticable when he outlined the scien-
tific agenda of the discipline. We may confront this question directly by examining
the problems that a “monist” perspective on scientific activity faces when applied
to social phenomena.

According to the monist viewpoint, there are no qualitative differences between
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the natural and social sciences. Four unifying points can be identified within this
perspective: (a) there is only one scientific method, based on the formulation of
hypotheses and empirical testing; (b) conceptual activity seeks to develop causal
explanations of the phenomena, that is, to set out the conditions under which it is
likely that a certain event will take place; (c) scientific activity is nomological: it
tends, over time, and through the increase in knowledge, to formulate general
laws; (d) the differences in the respective objects of the physical and natural sci-
ences on the one hand, and the social sciences on the other, only involve particu-
lar technical problems. Thus, if it is easier or more common to identify regularities
in natural than social phenomena, this implies only that observation is more diffi-
cult in the social sciences; certainly, it is more difficult to apply the experimental
method. This explains why the social sciences lag behind the natural sciences,
although it is possible to catch up over time through accumulating knowledge.

The more controversial points here are (c) and (d). Let us address them through
examining Raymond Boudon’s reasoning (1984), as elucidated in several exam-
ples that he lays out, which I have simplified for the purposes of exposition. The
first comes from economic theory. It predicts that if the price of a product rises (A),
the demand for that product will fall (B). As can be seen, this is a classic example of
law in the sense of (c), i.e. it is a good example of a conditional law of the type
“every time a certain phenomenon A occurs, another phenomenon B will follow.”
However, it is also easy to discern that the validity of this law is linked to certain
conditions, K, when we limit ourselves to the same product. We must suppose
that product P is substitutable with another, Q, with the same characteristics but
less expensive than P, and that it is equally familiar to consumers. In a situation of
this kind there is a high probability that the consumer will move his demand to-
wards the less expensive product. The aggregate effect of individual decisions of
this kind will in turn lead to an overall fall in the demand for P.

Individual choices are not always so easy nor are the aggregate effects always so
clearly cut. In fact, the opposite is more often true. We can also hypothesize that
product Q is not as well-known as P; that although it might be as well-known, it
does not have the same characteristics; that Q does not exist and that P is therefore
the only product available on the market. In each of these cases we successively
increase the margins of uncertainty for individual choice. One must evaluate
whether it is better to spend more on the old product, or whether one can save a
bit of money but lose a little in terms of quality, or whether one may continue
buying P. But this process of evaluation brings the criteria of choice — which are
called preferences in economics and normative orientations in sociology — to center
stage. They are independent of the situation of choice and are influenced by the
effects of actors” experiences, which can vary widely in space and time. The aggre-
gated effects of these choices are consequently far more difficult to define a priori,
which in turn presents major obstacles for general predictive theory.

Let us turn to a second, more sociological example, also suggested by Boudon.
Linking economic and social phenomena may lead one to formulate a law as fol-
lows: if economic conditions deteriorate (A), collective violence (revolts, unrest,
strikes, etc.) will increase (B). Historical and empirical research does not in fact
support this relationship, at least not on such a general level. This helps us to
understand how difficult it is to formulate laws for society which are similar to
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those of the natural sciences. In other words, one can claim that a uniform dete-
rioration in living conditions does not determine a parallel willingness to partici-
pate in forms of collective discontent. This choice is influenced by the resources
available and the normative orientations of actors, which, in their turn, will condi-
tion the degree to which they are prepared to tolerate a worsening of living condi-
tions, and the extent to which they perceive collective violence as legitimate.
However, even supposing that these factors increase individual willingness, they
do not necessarily lead to an immediate collective effect. For this to occur other
conditions must be taken into account too — for example, the availability of leaders
to organize the protest. For their part, the potential organizers will evaluate the
chances of success and will consequently be influenced by the prevailing institu-
tional arrangements (for example, whether there is a right to demonstrate, or,
where there is not, the strength of the police, etc.). In sum, it is not possible to
establish a general causal connection between a worsening of economic condi-
tions and collective violence.

These simple examples demonstrate the difficulty of formulating laws of the
type “if A, then B” in the study of social phenomena. Two points emerge in par-
ticular: the complexity of the conditions which influence action and the impor-
tance of actors’ normative orientations. The latter may enormously complicate the
set of factors which must be taken into consideration when formulating condi-
tional laws because they introduce a strong degree of variability. They may in fact
change in space and time according to the context in which they are formed. In
such a situation it is still possible to formulate general laws but — as we have seen
in the first example — these need to be based on restrictive conditions and this
clearly limits their empirical applicability.

A path of this type is frequently followed by economics. The tendency of the
discipline is to overlook the role of institutions and their influence on individual
action, instead searching for ideal situations in which choice is objectively rational
—in which, that is, any individual would be likely to react in the same way (in the
above example this would be to cease consuming product P). This leads to a ten-
dency to privilege analytical-deductive models in which it is possible to determine
the behavior of the actor in advance. These models can be interesting from the
theoretical point of view insofar as they allow for the application of sophisticated
mathematical techniques. However, this does not mean that such situations are
the most common on the historical-empirical level. In fact, the opposite is usually
true.

For its part, economic sociology attaches more importance to the institutional
forms of the economy in determining individual behavior. This gives rise to a more
complex and variable picture of the actor, whose motivations can no longer be
reducible to simple utilitarian orientations. The scope of generalization is more
limited and confined to more strictly defined spatial and temporal boundaries. This
has led to a more inductive approach in which causal connections — as well as
being limited — are also more empirically grounded. Obviously, the differences
between economics and sociology involve general tendencies rather than hard
boundaries. Just as some economists work more on the empirical level, so some
sociologists dedicate their time to developing theories.

Does this mean that to understand social phenomena one must oscillate be-
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tween abstract theorizing and narrow empiricism? Not necessarily. The experi-
ence of real research shows us that the best work, that is to say, the most effective
in terms of increasing knowledge, avoids extreme positions of this type. Thus it
tends to avoid the nomological orientation of “positivist monism,” but also the
radically particularistic stance of “historicist dualism.”-------- For this latter, only
the natural sciences can establish general causal links since each social phenom-
enon is distinct, preventing one from making any sort of theoretical generaliza-
tion.

The scientific status of economic sociology — and of the social sciences in general
—is however based on a conception that is different from that of both monism and
dualism. The application of the scientific method, based on the verification of hy-
potheses, does not necessarily require the formulation of general laws. Indeed,
this is not the aim of the social sciences; they instead aspire to the formulation of
models. While laws are expected to be generally applicable, models are ideal re-
constructions of specific situations, defined by particular conditions limiting their
validity in space and time. They are elaborated on the basis of a historical-empiri-
cal situation, but do not treat it exhaustively. Instead, they serve to interpret it.
While Boudon called this approach to the social sciences “formal theory,” recalling
Simmel, it also comes close to Weber’s ideal types. Weber proposed these last in a
methodological debate where he sought to set out a scientific programme for eco-
nomic sociology, envisaging a specific space for research that would break free of
the limits of historicism and positivism.

This discussion should by now have made clear the most fundamental factor lim-
iting the possibility for deriving general laws from social phenomena. It is necessary
to take account of the normative orientations of actors, which may vary over time
and space, in order to reconstruct their aggregate effects; these may take, for in-
stance, the form of social conflict or entrepreneurship, supply of labor or consump-
tion of goods, and so on. This view can be defined as “methodological individualism,”
insofar as it attempts to explain social phenomena from the starting point of indi-
vidual motivations. However, one can understand these last in a different way. Thus,
for example, sociology tends to emphasize the influence of social factors (i.e. values,
norms, power relations, etc.) on individuals, while in economics a more atomistic
conception of the actor prevails, which sets non-individual factors to one side. Thus,
economics places greater emphasis on the rational pursuit of individual interests by
isolated actors. It should however be noted that, despite these variants, methodo-
logical individualism can be contrasted as a whole with “collectivism,” or better,
with “methodological holism.” The latter is more typical of those monistic approaches
that seek their inspiration in positivism and argue that the social sciences must fol-
low the methods of the natural sciences. These approaches do not specifically take
individual motivations into account, but link them to the conditions which influ-
ence them. A simple, but common, example of this procedure can be seen in many
of the analyses which try to establish correlations between aggregate variables — a
method which is typical of the natural sciences. Thus one may study the influence of
the general level of education on economic development or that of economic growth
on political behavior, etc. Naturally, such work can lead to usetful results, but it may
be difficult to generalize, because it is ill-suited to taking account of actors’ motivations,
which may lead these actors to react differently to changes in the conditions under



INTRODUCTION 11

which they operate.

Methodological holism is not limited to behaviorism. As we will later see, it has
a complex history and a variety of forms, from the positivist sociological tradition
of Comte, through functionalism, to certain variants of Marxism. In general, what
links these approaches — which are of course very different —is their search for the
natural laws of society, and thus for clear principles on which one can link order
and social change, whether they be values or economic structures, or the func-
tional needs of the social system. In order to treat society like nature, however,
actors need to be reduced to stylized enactors of the constraints imposed by the
system.

5 Interpretative Pluralism: Science and Values

The dividing line between individualism and methodological holism runs through
the history of the social sciences, and may also be seen in economic sociology,
where it nourishes interpretative pluralism (that is, the coexistence of different
interpretative models). However, this pluralism — which characterizes the study of
society —may also be seen in the different variants of individualistic methodology.
All of them share the aim of analyzing the interaction between the external condi-
tions of action and the motivations of actors, so as to reconstruct the aggregate
effects of this interaction, which determine a particular phenomenon. As we have
seen, this is a difficult objective to achieve; different solutions have been offered to
these difficulties. There are two main reasons for this pluralism.

The first has to do with the complexity of the object of investigation. The condi-
tions which influence action are legion, and vary in space and time. It is difficult to
isolate them from each other and understand them. The same is true for motivations.
It is not easy to reconstruct the normative orientations of actors, the criteria of
choice which guide them, and thus the meaning that actors attribute to their ac-
tions. And in fact, for precisely this reason, some scholars maintain that one should
not investigate the motivations of individual actions. The result of these constraints
is therefore to widen the margin of discretion of the individual scholar in his selec-
tion of conditions and motivations and in his description of the relationships be-
tween them. This is where the second reason comes in. In widening the margin of
discretion, the values of the researcher become important; he is himself a member
of the society being studied, and has his own values, preferences, and criteria of
orientation, which will also guide him in his work.

It is important to remember therefore that the social sciences take societies that
change over time as their objects of study, and that the people who study these
societies also live in them and are influenced by them. Even if the values of the
individual researcher are also important in the natural sciences, the difference lies
in the greater space that the object studied leaves to these values in the social
sciences, and thus in the greater degree of interpretative pluralism that results.
Must we, however, be sceptical about the extent to which the study of social phe-
nomena can be scientific?

The answer is no if, as I have tried to show, one does not assume that a study of
this kind must have the same characteristics as the natural sciences. In other words,
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even if the researcher’s values play an essential role in selecting problems and
choosing a framework on which to build models and interpretations, the results
need not be arbitrary, and may be subjected to rational criticism, particularly if
these values are explicit, and the analytical models and the empirical evidence on
which they are based, are presented clearly. This in fact allows the scientific com-
munity to subject the various models to rational examination, evaluating their
appropriateness for the phenomena that they seek to explain.

From this perspective, interpretative pluralism is an unavoidable feature of so-
cial sciences (although it can be mitigated): it is intrinsically bound up with the
historical character of the society itself. Despite this constraint, social sciences —
including economic sociology — can make a significant contribution to a conscious
reconstruction of society as long as they do not exaggerate their responsibility and
claim to have a recipe-book for various social problems. There is, moreover, an-
other important difference between this conception of social sciences and research
aimed at discovering general laws, which concerns the practical implications of
knowledge. The search for laws of nature in society, and for unambiguous princi-
ples governing their evolution can lead one to claim that one has found a scientific
foundation for practical choices. If one believes that economic and social life must
respond to certain general laws which it is pointless to try to change, there is noth-
ing left to do other than to understand these laws and adapt to them. From this
point of view there is not much difference between positivism, a certain kind of
Marxism and functionalism. All these approaches tend to feed the recurring illu-
sion of having found scientific solutions to practical problems and political choices.
And just as they do not leave much space to interpretative pluralism at the theo-
retical level, so they also tend to have totalitarian consequences for politics.

Once more we can call on Weber to see how the problem of the relationship
between theory and practice, between knowledge and political action, may be
redefined once one abandons the illusion of general social laws. In defining the
boundaries of economic sociology, Weber warned against seeking a scientific basis
for value judgments. He distinguished between “relevance to values” and “value
judgments” (Weber [1917] 1949, pp. 21-2). Relevance to values underlines that,
as we have seen, in the selection of the topic of research and the discovery of
causal connections between phenomena, the researcher is inevitably guided by his
own values. This does not however invalidate the scientific value of the work if
the hypotheses and the evidence are presented properly and can therefore be ex-
amined critically. Value judgments instead refer to the desirability of certain aims.
They cannot be justified on a scientific basis. In his famous address, Science as Voca-
tion, given in Munich in 1919, Weber took up Tolstoy’s famous question, “As sci-
ence does not, who is to answer the question: ‘what shall we do?’” (Weber [1919]
1991, p. 152). He goes on to warn however that, “only a prophet or a savior can
give the answers. If there is no such man . .. then you will certainly not compel
him to appear on this earth by having thousands of professors, as privileged hire-
lings of the state, attempt as petty prophets in their lecture-rooms to take over his
role” (Weber [1919] 1991, p. 153).

What is science then supposed to do? It should above all put itself at the service
of clarity. Although neither value judgments nor the political choices over eco-
nomic and social organization can be established scientifically, not all judgments
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should be dismissed from scientific discussion. It is true that ultimate values can-
not be established through scientific methods. They can only be the result of a
collective choice. However, the social sciences may help to make these choices by
claritying the conditions for their fulfillment, and the advantages and disadvan-
tages that they may involve. On this view the task of economic sociology is not to
demonstrate, in scientific terms, that — for instance — the economic organization of
Japan is more efficient than that of the United States or Europe, or vice versa; it is
instead to clarify the implications and consequences of a certain way of organizing
the economy in society. By clarifying the origins of certain choices, one may help
avoid the temptation for facile transplants and imitations. At the same time, evalu-
ating the consequences of a particular economic form, its dynamism, and its impli-
cations in terms of the conditions of work, social life, and political power is important
to help orient collective decisions.

Economic sociology — and the social sciences in general — can help clarify the
implications and consequences of the ends pursued by the members of a society,
and thus help modify these ends as appropriate. In other words, it can contribute
to the conscious production of society. However, in order for this to take place,
two closely connected conditions are necessary: freedom of research and scientific
discussion has to be guaranteed and protected, which can take place only in an
open and democratic society.
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Chapter 1

From Classical Economics to
Economic Sociology

1 The Birth of Economics

It is impossible for any society to survive without some form of economic activity
to sustain it. And yet it was only fairly recently — during the 1700s — that economic
phenomena began to be studied in their own right; that is, that economics was
born as a scientific discipline. Why is this? It cannot solely be attributed to the slow
pace at which knowledge of society has developed. It also involves the “visibility”
of economic activities and their autonomy vis-a-vis other social structures. Specifi-
cally, only when the production and distribution of goods and services began to be
clearly separated from religious and political regulations and constraints did it be-
come possible to study the “laws” of economics as such. The economy could now
be analyzed as a phenomenon that was self-regulating according to its own princi-
ples. These principles were those of the market: production and distribution de-
pended on the interplay between demand and supply on the market, a game in
which actors were sought to maximize the likelihood of individual gain.

Karl Polanyi (1968, 1977) was one of a group of authors who insisted on the
primal link between economic enquiry and the consolidation of the market. To
substantiate this view, he referred to anthropological and historical work that studied
primitive and archaic economies. In these contexts, economic activities were em-
bedded into a system of non-economic institutions. This means that the produc-
tion and exchange of goods tied to agriculture, breeding, fishing, and handicrafts,
were organized on the basis of the principle of “reciprocity” or “redistribution,”
rather than “market trade.”

In the case of reciprocity, goods and services were produced and distributed on
the basis of shared solidaristic commitments to other members of the family group
or tribe. Such duties were usually linked to the prescriptions of the prevailing
religion, and forms of reciprocity, both within the family group and in larger groups,
were foreseen. In this way, different types of products could be exchanged, and, in
fact, the economies of these primitive societies were characterized by a continuous
exchange of goods. It is clear then that individual economic behavior was not
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motivated by the incentive for individual gain in this context, and that the quan-
tity of goods produced was not subject to the free play of market forces. If one
wishes to understand the economies of these primitive societies, one must take
account of the complex network of reciprocal social obligations that linked mem-
bers and motivated their behavior.

Reciprocity in primitive societies often went together with redistribution. For ex-
ample, prevailing social norms might prescribe that the head of a village or the
tribe be given certain products. These would then be put away, conserved and
periodically redistributed on special ceremonial occasions, according to variable
rules that entailed different levels of inequality. Such forms of economic organiza-
tion allowed a specialized division of labor across wider territories. For example, it
was typical of the economies of the great bureaucratized empires, such as ancient
Mesopotamia, Egypt, the Incas in Peru, and the Roman Empire. In these cases,
wide scale redistribution went together with the introduction of differentiated
political structures, of a “center” that established the rights and duties of people
with regard to the economy. Over time, the level of economic activity increased,
and money began to be used. Economic behavior began to be constrained not only
by shared social duties, but also by specific formal rules that were given force by
political power, although this was usually legitimized in religious terms. In this
case too, therefore, one cannot separate the study of the economy from the study
of the political structure in which economic activity was embedded.

According to Polanyi, one must take account of reciprocity and redistribution as
mechanisms of regulation in order to understand European feudalism too, with its
complex network of relations between the monarch and liege-lords, and between
the latter and the inhabitants of their estates. However, it is interesting to note
that, the medieval period saw — in Europe more than elsewhere — the constituting
of a growing and autonomous space for the market as an instrument for organizing
economic activity — increasingly at the expense of the other two “forms of integra-
tion,” reciprocity, and redistribution.

To understand this process, one must not subsume all types of exchange under
the rubric of “market trade.” Exchange involves the relatively pacific acquisition of
goods that are not immediately available through a bilateral relation. According to
the type of relationship existing between the parties, three forms of exchange can
be identified. First is “gift trade” which, as we have seen, was typical of a relation-
ship of reciprocity regulated by shared norms (Polanyi 1977, p. 94). “Adminis-
trated trade” was instead characterized by transactions that were rigorously
controlled by the political power, as seen in the archaic economies of the large
empires of antiquity (Polanyi 1977, pp. 94-5). In both cases, the reason for ex-
changing commercialized goods was not located in the relationship between de-
mand and supply, but in social or political norms; the demand and supply
relationship was specific to market trade in the strictest sense. The importance of
market exchange grew slowly but surely in the Western world until finally, during
the 1800s, “self-regulating” markets (that is, markets which determine prices
through demand and supply) became the primary instrument regulating the pro-
duction and distribution of goods and services in the developed world. Thus, eco-
nomic behavior was no longer conditioned by social or political duties but was
driven instead by the seak of the gain or the fear of hunger. The political system
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limited itself to an external role, guaranteeing property right and the freedom of
bargaining, while the life-chances of individuals came increasingly to depend on
their sale of the resources at their disposal on the market. It was in this context
that economic research, as an independent field of enquiry based on the laws of
the market, was able to develop. It was only the emancipation and unbundling of
economic activities from social and political constraints — as Polanyi emphasized —
that enabled economics to emerge as a science.

2 The Foundation of Political Economy and Adam Smith’s “Great
Synthesis”

During the 1700s in particular, two important trends began to emerge. First, eco-
nomic inquiry became increasingly detached from studies of religion and/or poli-
tics, where it had been confined to a relatively limited role until the market had
begun to become more important. Second, the study of economic phenomena
took on a more positivistic orientation. The prestige that the scientific method had
acquired in the natural sciences had an ever greater influence on the investigation
of social phenomena, lending greater importance to the verification of hypotheses
and to a more precise distinction between interpretation and prescription, between
explanation of phenomena and proposals for intervention. Just as the emancipa-
tion of the economy from society was slow, and reached its culmination in Eu-
rope, so too the creation of economics as an autonomous discipline was gradual
and tied to events within Western culture.

Many “pieces” of economic analysis had accumulated over time, particularly
towards the end of the sixteenth century. However, it was only during the second
half of the seventeenth century — through the work of the physiocrats and Adam
Smith — that the idea of the economic sphere as an autonomous system of interact-
ing parts reached maturity. At the same time, the distinction between “scientific”
analyses of the functioning of the economy and proposals made by political economy
(that is to say, suggestions for how political authority might intervene through
regulation) also became clearer. The creation of political economy was accompa-
nied by an explicit and conscious reflection of the relationship between economy
and society. Thus it can be seen that a type of economic sociology developed prior
to the emergence of the field within the sociological tradition itself, and — in a
certain sense — prepared the ground for such outcome. Only later, towards the end
of the 1800s, with the advent of the neoclassical economists did the differences
between economics and sociology become clearer.

One may find much earlier observations on the activity of production and distri-
bution of goods than those discussed above. Amongst the most coherent and in-
fluential were the comments of Aristotle and the medieval Scholasticists, St. Thomas
Aquinas in particular. The term economics comes from Greek and originally refers
to householding (from oikos “household” and nomia “a set of norms or laws”) and
was used by Aristotle in the sense of “administration of domestic matters.” Only in
the seventeenth century did its use extend from the private sphere to the public
one, with the work of the first mercantilist economists, where the term came to
refer to the study of the features and economic problems of a national state. It was
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at this point that political economy began to be discussed (Montchrétien published
his Traité de I’économie politique in 1615). This expression conjoined two points: the
close ties of the economy with national states, that is to say, the limited extent to
which economic activities were emancipated from political regulations at this time;
and the lack of real distinction between analyses of economic phenomena and the
discussion of economic policy. The term political economy would continue to be
used when these factors had diminished in importance, and indeed was still present
in Smith’s Wealth of Nations (1776). Only later, towards the end of the eighteenth
century, would the term economics, as opposed to political economy, come into use.
This use, introduced into Britain and the United States through Alfred Marshall’s
textbook (Principles of Economics, 1890), tended to underline the autonomy of eco-
nomics from politics and the distinction between scientific analysis and economic
policy (Schumpeter 1954).

The terminology thus illustrates how economic activities were analyzed. In this
regard, an essential precondition had been the diffusion, especially in the 1600s, of
one particular branch of political economy which analyzed problems and charac-
teristics of economic activity strictly in light of underpinning the nation-states which
were then emerging. This set of heterogeneous investigations was grouped to-
gether under the name of mercantilism, to which authors such as Thomas Mun,
William Petty, and John Law contributed. Their vision of economics was not sys-
tematic but very practical, nor did they worry about discovering or establishing
“general laws.” What they promoted was the collection of data on empirical phe-
nomena such as commerce and taxation, so as to provide practical advice in terms
of political economy. This approach may be categorized as both inductive and con-
crete, and contrasted with the more deductive and systematic approach of the
French physiocrats.

This latter group — known as les économistes — developed its analyses around the
middle of the 1700s. Among its better-known members were Francois Quesnay,
the Marquis of Mirabeau, Pierre-Paul Mercier de la Riviere, and Pierre-Samuel
Dupont de Némours. Physiocracy means “government of nature” and, indeed, the
physiocrats started from the assumption that there were natural laws governing
society similar to those that existed in the physical world. For these authors, there
was a “natural social order” that might come to be understood through reason.
The more that society organized itself in accordance with these laws, through the
help of science, the more might both individual and collective well-being be in-
creased. One essential feature of natural laws was the right to property. If this right
was recognized and adequately guaranteed, and was not hindered by positive law,
it could better foster the pursuit of individual interests. This, in turn, would help to
create greater individual and collective wealth. It would thus be necessary to free
agriculture from its remaining feudal constraints, to liberalize commerce in cere-
als, and to rationalize the fiscal system through a single tax. In other words, their
main aim was to reinforce the role of the agricultural bourgeoisie. In his famous
Tableau économique, first published in 1758, Quesnay proposed the idea of the
economy as a “self-regulating machine,” as a set of interacting phenomena, all
affecting each other according to their own laws, that could be studied in isolation
from other social relations. This was clearly an essential contribution to the foun-
dation of economics as an autonomous science.
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In Adam Smith’s (1723-90) view, economy and society — market and institu-
tions — were still closely related. While the stereotypical view of Smith sees him as
the champion of laissez-faire (an expression which he does not use), he clearly
believes that the pursuit of individual interest and the workings of the market will
only conduct to the general good when they are constrained by precise institu-
tional rules (sociocultural, legal, political-organizational). Smith therefore saw the
study of these institutional constraints as an integral part of research into the “causes
of the wealth of nations.” Economics and economic sociology were, in consequence,
closely linked in his work.

Smith taught moral philosophy at the University of Glasgow for more than ten
years, and, in 1759, he published The Theory of Moral Sentiments. In this book he
attempted to demonstrate that public benefits do not derive from private vices, as
Mandeville’s caustic formulation in The Fable of the Bees (1714) had it. He believed,
instead, that they derive from the pursuit of individual interest in socially control-
led forms. In what way might it be said that individual interest is socially disci-
plined? Using more modern terminology, it might be argued that this occurs through
the process of socialization, a mechanism that Smith labelled “sympathy.” This
involves identifying with values shared with other members of society, who may
approve or disapprove of our behavior. The law-based sanctions suffered by those
who violate formal rules may reinforce these mechanisms. In this way, human
action is shaped by society and its institutions (through formal and informal norms)
and cannot be explained by a “natural” individual tendency to search for one’s
own interest. Smith in other words, was not an utilitarian.

Smith’s appreciation of the influence of institutions can also be seen in his more
specifically economic work, the famous An Inquiry into the Nature and Causes of the
Wealth of Nations, published in 1776. This text was basic to the formation of eco-
nomics as a scientific discipline, and has become well-known principally because
Smith precisely and systematically presents “laws” on the functioning of the mar-
ket in the production of goods and the distribution of incomes. In addition to
examining static equilibrium, a substantial part of the book examines the “causes
of the wealth of nations,” which is to say dynamic equilibrium, or economic growth.
In the section on static analysis, the role of institutions is viewed as a given; in
contrast, in the dynamic part they are presented as a variable that can, depending
on their characteristics, favor or discourage development.

Smith’s work on static equilibrium presupposed that new wealth was not cre-
ated, but rather that existing wealth was used to satisfy needs. In this context,
capitalist institutions were taken as given. Taking for granted that land belonged to
owners who lived on the proceeds, that capital accumulated in the hands of capi-
talists who lived on the profits, and that workers depended on the sale of their
work for a wage, Smith asked how the production of goods and distribution of
incomes took place. He supposed — as did the economists following him - that
there were many sellers, that information circulated freely, and that the resources
of capital and labor could be easily transferred from one use to another. In this
institutional context, the quantity of goods produced will tend to correspond to
the demand that exists for such goods. In the final analysis, consumer demand will
determine what is produced, given the costs of production for each good. If the
quantity of certain goods offered falls below demand, price will increase, as com-
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petition between buyers who wish to obtain the good drives them to pay more.
However, precisely because of this, it would be more advantageous to use addi-
tional resources in the production of that good, moving them from other uses. The
opposite, obviously, tended to happen if the amount offered was more than that
demanded. As for the distribution of income, it was also assumed that there was a
particular market price for wages, profits, and incomes. For example, wages tended
to rise if the demand for labour was greater than supply, and vice versa. Smith
thus described a situation in which members of society were not rewarded for
their participation in economic activity through traditional means (reciprocity), or
through legal regulation guaranteed by the power of the state (redistribution), as
in the feudal system. Instead, remuneration depended on the market and its laws.

In contrast, in Smith’s analysis of economic development, institutions were not
a given but a variable. The wealth of nations was linked to the amount of capital
invested in economic activities. As this increased, so did the market for the goods
produced and exchanged, which enhanced the division of labor. According to Smith,
this was important because this division favored the growth in productivity, that
is, the amount of goods that could be produced by each single worker with a
greater level of specialization. What did the amount of capital invested thus de-
pend on? If one was to see genuine economic growth, it was necessary that the
accumulation of capital be stimulated and regulated by the appropriate institu-
tions. There were two important conditions for this: (a) the advantages of com-
petitive capitalism over monopolistic capitalism, and (b) the ability of the state to
produce collective goods, thereby favoring economic development.

The first condition requires that in every productive activity there be a high
number of capitalists ready to invest money in competition between each other,
without being able to manipulate either supply or prices. Smith believed that the
right political choices had to be made if this was to be achieved. In other words, he
thought that institutional obstacles to the mobility of capital and labor should be
reduced. This was the root of his criticisms of protectionist politics and mercantil-
ism, to which he devoted a great deal of space in Wealth of Nations.

Let us suppose — as Smith does in his detailed analysis of the British case — that
there is a generalized situation of competitive capitalism. What determines the
superiority of this structure to the monopolistic one? There are two answers to this
question. The first, more traditional, involves the efficient allocation of a given set
of resources (static equilibrium). From this point of view, monopoly is sub-optimal
because it alters price and supply. In other words, it means that consumers must
pay more for goods that they demand. However, there is also another possibility,
which has to do with the dynamic effects of competition, although this has usually
been overlooked (Rosenberg 1960, 1975). Thus Smith held that a low rate of profit
would have beneficial consequences for the prosperity of society. In other words,
more intense competition lowers the rate of profit for the individual capitalist, but
stimulates entrepreneurship and innovation and thus leads to an increased divi-
sion of labor and higher productivity. Clearly, for Smith, the mere pursuit of indi-
vidual interest is not enough to guarantee development.

One may point to two other institutional conditions, besides the effect of low
profits, that define the structure of competitive capitalism. The first involves the
direct engagement of the capitalist, as an entrepreneur, in the management of his
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firm. Smith clearly opposed the shareholder model of company organization, in
which managers administer money that is not their own, and, as a result, have less
incentive than owner-entrepreneurs to behave efficiently. The second condition
involves recompense for labor. It is not unreasonable to say that Smith supported
a policy of high wages on the part of entrepreneurs to improve productivity. In
other words, he believed that higher wages would lead to more active and harder
working laborers, thereby encouraging the growth of productivity.

The other institutional variable influencing economic development involves the
role of the state. This should, first of all, refrain from developing protectionist poli-
cies that obstruct the market, but should fulfill three basic functions. First, it should
ensure national defense, second, it should guarantee security and the proper ad-
ministration of justice, and, third, it should provide the necessary public services
for economic activity and education. All three areas of state activity were extremely
important for society, but they could not be adequately carried out by the private
sector because they did not involve a sufficient rate of profits. Smith was strongly
convinced that a skilled work force was essential not only to maintain the social
and political balance of a country, but also for economic development itself. How-
ever, the market did not provide this resource, and indeed tended to impoverish it
through the division of labor.

In conclusion, Smith believed that development would take place when institu-
tions came to approach the model of competitive capitalism outlined above. When
this was so, they would be able to reconcile economic efficiency and social consen-
sus, in large part because they would foster development, thereby increasing the
wellbeing of all social classes. In addition, the competitive market would reduce
inequalities (leading to low profits and high wages), making them more depend-
ent on individual commitment to labor. This image of capitalist development, in
which the economy fosters a high level of social integration, would subsequently
be subjected to vigorous challenges and would indeed be belied by later develop-
ments. The long march of capitalist development would be far more difficult, con-
tested and riddled with tensions and conflicts than Smith could ever — from his
standpoint at the onset of the whole process — have predicted. However, his model
of the relations between economy and society in competitive capitalism consti-
tutes an essential reference point not only — and this is usually recognized — for the
construction of economics, but also for economic sociology. He showed that the
study of institutions is particularly important if one wanted to analyze economic
development. Economics and economic sociology were thus still very closely linked
in Smith’s thinking.

3 The “Dismal Science”

In the forty years between the publication of Wealth of Nations by Smith (1776) and
On the Principle of Political Economy and Taxation by David Ricardo (1817) and Princi-
ples of Political Economy by Thomas Malthus (1820), a twofold change occurred in
economic thought. On the one hand, the prospects for the growth of wealth and
spread of prosperity came to be evaluated more pessimistically than in Smith’s
initial, optimistic assessment. On the other, economic analysis became more de-
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veloped and established, especially in Britain, although it took what might be de-
scribed as an “economistic” turn.

This more pessimistic orientation of economic analysis — which later prompted
Thomas Carlyle to call it the “dismal science” — came to fruition in the Britain of
the Industrial Revolution. The market had extended and consolidated its role as an
instrument regulating economic activity, but with enormous and long-lasting so-
cial consequences. Social tensions and insecurity came about as a result of the
abandonment of the countryside, growing urbanization, and the precarious and
unforgiving conditions of life and labor for a growing number of men, women,
and children. Economists saw the poverty in which the greater part of the popula-
tion subsisted as a necessity that could not be alleviated by economic growth. Pov-
erty was thus, in their eyes, not so much a social as a natural problem.

In his famous An Essay on the Principles of Population (1798), Thomas Malthus
(1766-1834) underlined the constant tendency of all living beings to multiply more
than the means of subsistence at their disposal would allow them to, so that there
was a perpetual threat of overpopulation. Every rise in wages leads workers to
multiply, leading to a greater supply of labor which, in turn, pushes wages to the
subsistence level as a result of greater competition on the job market. In this fash-
ion, hunger balances out the excesses of reproduction. In this perspective, the
chances of increasing wealth were far more limited than they had appeared to
Smith. The institutions of capitalist economy do not legitimate themselves through
their capacity to increase riches, but rather are the lesser of two evils. This view-
point was the source of opposition towards the measures taken to alleviate pov-
erty (the poor laws), then under discussion. According to Malthus, this kind of
intervention would only worsen matters, artificially supporting growth in a popu-
lation for which there was insufficient means of support, thereby distorting the
functioning of the labor market.

This pessimistic stance was also shared by David Ricardo (1772-1823). In his
view, the most important question was how income was distributed among the
three main social classes —landowners, capitalists, and laborers. Demographic pres-
sure meant that new areas of land were constantly being farmed, leading to an
increase in the income that the owners could make on the better areas. As a result,
the agricultural profit rate went down and the prices of agricultural goods increased.
This made the cost of living for laborers rise. Thus, wages would also rise, and the
overall profit rate would fall, putting a brake on the accumulation of capital and
the growth of wealth. Ricardo came to an important political conclusion as a result
of this reasoning: It was important to remove any form of agricultural protection-
ism based on duties on imports (laws of this type — the famous corn laws — had been
introduced in Britain 1815 as a result of pressure from landowners). The import of
agricultural products at a lower cost would curb the drop in profits that was lower-
ing incomes, and would therefore help to create wealth. Adopting this strictly
liberal position, Ricardo disagreed with Malthus, who had supported landowners
in their conflict of interest with capitalists. With a vision that would later find
support in Keynes, Malthus reached the conclusion that there was a tendency
towards overproduction in capitalist economies. In other words, there was a risk
that not all goods produced would be sold given the lack of a corresponding de-
mand by consumers — consumption by capitalists and workers not, in fact, being
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sufficient. Only through consumption by a wide range of landowners, as well as
workers who did not produce directly (for example, those employed in services)
was it possible to sustain demand for the goods produced. Through encouraging
this it was thus theoretically possible to counter the fall in the rate of accumulation
rate, and therefore the decrease in wealth.

Classic economists are usually grouped together as a result of their similar views
of economic research. Indeed, the adjective classic underlines this commonality.
However, the above discussion has already highlighted several important differ-
ences between the original approach adopted by Smith and those of Malthus and
Ricardo. Certainly, these authors all held that economic analysis should study de-
velopment, the mechanisms regulating the growth of wealth, and how to increase
it over time. In pursuing these objectives, they all believed that the way in which
income was distributed among the social classes was crucial for economic develop-
ment. There are, however, some essential differences.

For Malthus and Ricardo, whose explanatory framework was simpler than
Smith’s, economic development depended in essence on the increase of profits, in
the sense that a higher profit rate allowed more resources to be invested and also
gave more incentives to do so. They disagreed, however, over the conditions un-
der which a high rate of profit emerged. For Ricardo, agricultural rent needed to
be limited through a strict liberal policy; for Malthus instead, agricultural rent (as
well as non-productive labor) needed to be protected because it allowed the excess
goods produced by capitalists to be consumed. Smith appears to have taken a dif-
ferent position. For him, low profit rates and high wages rates stimulated — as we
have seen above — the entrepreneurship of capitalists and the commitment of
laborers, and therefore the division of labor and growth in productivity. This, in
his view, would create a higher overall level of profits and therefore greater wealth,
which could be reinvested in new activities. For Smith, technical progress should
thus be included in the explanation of economic development. It was this factor
that led him to be more optimistic than Malthus and Ricardo.

One must emphasize a further important methodological implication differenti-
ating Smith from his successors. For Smith, economic actors were subjects who
interpreted the situation in which they worked and pursued their interests according
to norms of behavior that were influenced by the social context in which they
acted. This allowed, as a result, for a kind of variability in behavior that depended
on institutions, that is, on non-economic factors. Thus, attention was drawn to the
more or less competitive character of the economic organization, the ways in which
firms were run (the kind of control imposed by managers or the entrepreneur/
owner), laborers” commitment to work, and the capacity of the state to produce
collective goods.

Neither Malthus nor Ricardo accepted this position: they instead put forward an
economistic point of view, which would develop as the discipline became estab-
lished. Economic actors were not, in this case, viewed as subjects interpreting situ-
ations with relative autonomy. Rather, they were seen merely as calculators whose
aim was to maximize according to their interests, which were in turn rigidly de-
fined by their class situation (that of a waged worker, capitalist or landowner). It
was thus possible to reconstruct behavior deductively, reducing the margins of
variability and developing strong generalizations on change in the economy from
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the starting point of how income was distributed among the classes. At this point,
it was no longer necessary to worry about the effects of institutions on economic
phenomena. Economic research could concentrate on a more limited range of
variables and thus radically disassociate itself from the institutional framework. In
other words, economics and economic sociology could separate one from the other.
While this allowed greater analytical precision and a greater degree of generaliza-
tion for economics, it incurred the cost of losing adherence to historical-empirical
reality, which led to the harsh criticisms discussed below.

4 The Critique of German Historicism

As capitalist development extended, over the 1800s, the relation between society
and economy seemed to become more problematic. Growing tensions emerged as
the Industrial Revolution got under way in Britain and began to have repercus-
sions on the Continent. The old traditional and artisanal economies were threat-
ened by competition from industrial production. Economic development and the
spread of the market thus led to differences in the relative success of different
territories that showed no signs of being resolved. At the same time, the transfor-
mation of the countryside and the growth of the working class went together with
extremely difficult living and working conditions for a growing proportion of the
population. The outlines of the “social question” began to emerge distinctly. In this
context, classical economics, as it was then articulated, was accused of being un-
able to explain concrete phenomena or to provide valid guidelines for interven-
tion. We may single out two types of criticism in particular. The first, made by
German historicism, focused on territorial differences in economic development
and how they might be overcome. The second, which would have a remarkable
influence on successive historical events, was that of Marx, who questioned the
interpretation of relations between social classes in capitalist development.

In the first few decades of the 1800s, Germany was highly politically fragmented
(Germany was unified only after 1866). Economic development was also more
limited than in Britain or France. This helps us understand why various authors
from the German historical school of political economy began to explore the dif-
ferences in economic development of different national states. They criticized the
abstractions of the theoretical schema of classical economics as being unable to
tackle this question, and believed that the answer would be found in research that
would take better account of actual reality, and that would thus use the historical
method rather than the analytical-deductive one. In this way, territorial differ-
ences in development were traced back to the determining influence of non-eco-
nomic factors. This historical research would also have to clarify how cultural,
social, and political factors interacted with economic variables to give rise to spe-
cific forms of economic organization. These authors’ insistence on the variability
of real-world economies and their develojpment over time called the rigidly lib-
eral orientation of classical economics into question once again, and legitimized
more interventionist forms of political economy, particularly in terms of tariff pro-
tection.

German historians have generally proposed different classifications for the “stages
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of development” of the economy, which were viewed as resulting from a combi-
nation of economic and institutional factors. A first formulation of such stages can
be found in the work of Friedrich List, who anticipated the historical school. How-
ever, various other approaches also emerged during the second half of the nine-
teenth century in the work of Wilhelm Roscher, Karl Knies, Bruno Hildebrand,
and later, Gustav Schmoller and Karl Biicher. They counterposed the need for a
complete description of “living reality” in its historical evolution to the theoretical
pretensions of classical economics, which claimed that it could identify the laws by
which the economy functioned.

This led to a certain amount of theoretical fuzziness, which Max Weber (1903-
6) described in his famous critique, where he emphasized how this kind of work
suffered from what can be called “encyclopaedic descriptivism,” in which a multi-
tude of variables are considered. In the end, different paths of economic develop-
ment were explained through ambiguous interpretative instruments with no
scientific control, such as the concept of Volkgeist (spirit of the people). These con-
cepts expressed the assumption that economic development was fundamentally
influenced by the overall culture of a particular population, an argument which
remained theoretically weak. Historicism focused on the real limits of political
economy and emphasized the role of institutions in economic analysis, but it did
not manage to provide a satisfying response to the problem of the differences of
economic development over space and time. However, as we will see later, the
historicist critique of classical economics was to be very important in the emer-
gence of an autonomous discipline of economic sociology.

5 Marx’s Critique

While historicism focused on the national differences associated with economic
development, Marx concentrated on social classes. Both approaches sought to move
beyond the limits of classical economics by refusing to separate economic research
from its institutional context, and by situating economic analysis in an historical
context. The influence of the German intellectual tradition can be seen in these
similarities. For German idealism, and for Hegel in particular, history was a con-
tinuous act in progress, which, as it went through different phases, led to a pro-
gressive realization of human reason — considered as a super-individual entity.
Every historical moment was to be analyzed in its fotality; cultural, political, and
economic features were closely interconnected. However, while historicism re-
mained bound to an idealistic vision of historical development, in which cultural
development conditioned economic organization, Marx reversed the relationship
between cultural and socioeconomic features, which he saw as the true driving
forces behind historical development. Moreover, his aspirations were more theo-
retical than those of the historicists. He did not intend simply to demonstrate a
generic connection between the different aspects of social reality. Rather, he wanted
to formulate a general theory of historical development, within which he focused
his attention on capitalist society and its transformations, on its “laws of move-
ment,” as he underlined in the Preface to the first edition of Capital: A Critique of
Political Economy (1867).
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Marx thus criticized the classical economists for their inability to adequately
describe the conflict between capitalists and workers characteristic of capitalist
economies. This inability had forestalled evaluation of the changes that the class
struggle would, in his view, inevitably involve for the forms of economic organiza-
tion typical of capitalism, finally giving rise to a socialist society. Marx shared the
more pessimistic view of development which Malthus and Ricardo had first ex-
pressed. However, while these authors had highlighted the natural limits of eco-
nomic growth, Marx chose to emphasize the existence of the social constraints
intrinsic to the basic institutions of capitalist economies. In other words, he fo-
cused on private ownership of the means of production, and waged labor, as mecha-
nisms regulating the production of goods and the distribution of incomes. As opposed
to the vision of social harmony found in Smith, in which capitalist economies in a
liberal regime would enhance the growth of wealth and cooperation between so-
cial classes, Marx set out a dialectic vision, influenced by German idealistic philoso-
phy. Capitalism would generate a growing polarization between the social classes
and this would lead to a progressive intensification of conflict, which in turn would
lead to the overthrow of old forms of economic organization.

His pessimistic prognosis regarding the ability of capitalist economies to con-
tinue producing and distributing wealth results in large part from his emphasis on
the exploitation of the working class as the driving force behind the economy
through the creation of surplus value and profit. In Capital (1867-94), Marx devel-
oped the presuppositions lying behind his criticisms of political economy. He wanted
to show that capitalist development created over time the economic conditions for
the strengthening of the working class, the overthrow of capitalist economy, and
the advent of socialism.

In a capitalist economy based on the private ownership of the means of produc-
tion, goods cannot be produced if there is no profit for the holders of capital. But
where does profit come from? When an individual worker is used in the produc-
tive process, he creates added value over what is necessary to pay his wages. This
difference constitutes a surplus of labor that forms the source of surplus value, and
thus of profit. However, in a competitive situation, the individual capitalist entre-
preneurs have an interest in — indeed, they are forced to — introduce new ma-
chines, thereby increasing fixed capital at the expense of labor. In this way, they
reduce the cost of labor and enjoy greater profits until other capitalists are also
pushed into introducing the same innovations. This, however, has two main con-
sequences: First, it leads to unemployment and worsens the living conditions of
the working class; second, it leads to a tendency for the rate of profit to fall, reduc-
ing the stimulus to production. Profit, in Marx’s view, depends only on the exploi-
tation of labor, which is reduced through the use of more machines and less labor.
In addition to this the working class becomes more organized over time and as a
result of cyclical crises, thus lowering the margins for exploitation.

Marx’s most important criticism, from the strictly economic point of view, con-
cerns his belief that technical progress has no role in the creation of wealth. Thus,
he overlooked that the introduction of new technologies would generally lead to
an increase in the productivity of labor. If wages rise no higher than productivity,
then this produces not a fall but a rise in profits. These can be used for new invest-
ments, and so a new demand for labor compensates that eliminated through mecha-
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nization. However, if Marx’s overemphasis on labor exploitation in the analysis of
the origins of profit and economic development led him to be pessimistic, it also
showed how such a vision of the economy could also lead to an over-valuation of
the class conflict and its effects.

Naturally, Marx was well aware that the making of a working class as a self-
aware historical actor that aimed to change the structure of economy and society,
did not only depend on economic factors. In his work — specifically, The German
Ideology, (1845—6) and Manifesto of the Communist Party (1848) both written together
with Engels — he frequently discussed, when referring to the working class, the
sociocultural and political factors that led a group of individuals in competition
between themselves to act collectively (the passage from a “class in itself” to a
“class for itselt”). These factors included the concentration of people in big facto-
ries and big industrial cities, ease of communication, homogenization of living and
labor conditions, political and union organization, and the struggle against capital-
ists. All these features play an important role in the development of class con-
sciousness and solidarity. In addition, in his works of historical analysis (The Class
Struggles in France and The XVIII Brumaire of Louis Napoleon, published in 1850 and
1852 respectively), Marx also seemed aware of more complex differentiations in
the class structure and the autonomous influence of culture and politics on the
consciousness and action of the social classes. Despite this, he remained convinced
that the economic dynamics of capitalist development would inevitably create a
progressive polarization between the two basic social classes, capitalists and work-
ers, a growth in the consciousness and organization of the working class, and an
overwhelming tendency towards conflict. He also believed, after the fashion of the
classical economists, that the mechanisms of the competitive market would inevi-
tably lead to the spread of the capitalist mode of production, reducing differences
between countries.

It is therefore possible to see how Marx overestimated the importance of class
conflict. This was for two main reasons: First, Marx’s pessimistic forecasts about
the progress of the economy, which he thought could be established with the
precision of the natural sciences, were not justified by subsequent events. Second,
the influence of sociocultural and political factors — which Marx considered to be
“superstructure” — proved more important than the supposedly deeper “structure”
of economic factors. Capitalist economies’ capacity to reproduce themselves, even
if this involved continuous changes, their capacity to create and distribute wealth
and to ensure social mobility did not, in fact, lead to the polarization envisaged by
Marx. At the same time, the cultural and political-institutional specificities of dif-
ferent countries had a profound effect on the modalities of the class conflict and
therefore on its effects on economic development.

If historicist criticism of political economy, in its efforts to take proper account of
institutions, led to theoretical imprecision and historical description, Marxist criti-
cism, for its part, despite its efforts to advance an institutional analysis of the
economy, led to an overly rigid theory, where the role of non-economic institu-
tions was greatly reduced. Marx wanted to substitute an economic sociology of
capitalism for classical economics, but his philosophical training pushed him irre-
mediably towards the formulation of laws of historical development that cannot
be subjected to scientific control, even if he himself gave them the same value as
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natural laws. After Marx, the study of classes and conflict —in productive units and
society — remained extremely important in the attempt to evaluate economic de-
velopment and its differences across space. However, the next phase of economic
sociology developed an orientation that was more sensitive to the interdepend-
ence between economic and social phenomena, and gave wider autonomy to cul-
tural and political institutions in influencing class conflict and economic
organization.

6 The “Marginalist Revolution”

For classical economists — and in particular for Smith — the analysis of the economy
was scarcely differentiated from that of the institutions regulating its functioning.
However, Malthus and Ricardo had already commenced what has here been de-
scribed as the economistic turn. With this, economic analysis and the analysis of
institutions became more clearly separated. Both Marx and the historicists reacted
to this tendency, although in different ways. Their criticisms focused attention on
the role of institutions and emphasized the need to locate economic investigation
historically, which however led to serious analytical problems. Over the last few
decades of the nineteenth century a different definition of the relations between
the analysis of the economy and institutions began to take shape. It was through
what has been called the “marginalist revolution” that neoclassical economics be-
came more clearly and rigorously distinct from the study of institutions. In doing
so, it cast off its explicit links with any specific historical context and took up a
more general and ahistorical perspective. At the same time, the study of the rela-
tionship between institutions and economic activities itself became a more distinct
and specialized field of enquiry. Indeed, it became the basis of an analytical and
disciplinary perspective that was more precise and definite: that of economic soci-
ology.

During the early 1870s, several important works on economic thought were
published. The British economist Stanley Jevons (1871), the Austrian Carl Menger
(1871) and the French Léon Walras (1874) are generally seen as having estab-
lished the basis for the “marginalist revolution” and for neoclassical economics.
Working independently of each other, these three authors all reached similar con-
clusions, calling several features of the classical approach to economics into ques-
tion. While a detailed discussion of these points — especially their work on value
theory — is beyond the scope of this book, it is interesting to note certain crucial
implications of their arguments for the analysis of institutional factors, and the
resulting process of differentiation between economics and economic sociology.

The fundamental question posed by neoclassical economists can be summed up
in Jevons’s formulation (quoted by Blaug 1968, p. 274) “Given, a certain popula-
tion with various needs and powers of production, in possession of certain lands
and other sources of material: required, the mode of employing their labour which
will maximize the utility of the produce.” As can be seen, this formulation was far
removed from the investigation into the causes of the wealth of nations. The dis-
tancing of economics from its original classical perspective had three important
consequences: (a) static analysis was preferred to dynamic analysis; (b) the preva-
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lent approach was normative and deductive, rather than descriptive and interpre-
tative; (c) institutional variables were excluded from the explanatory picture.

The first important implication is that economic development was replaced by
the efficient allocation of given resources with respect to given ends, as the main
preoccupation of economics. The analytical perspective now adopted thus became
static. We know that the main problem considered by the classics was the growth
of resources. The historicists and Marx criticized this perspective, reaching differ-
ent conclusions, but only because they believed that the economists did not ad-
equately situate their analysis within time and space. In abandoning the dynamic
perspective, the neoclassicals left this kind of criticism behind. They no longer
described or interpreted a particular form of historical organization, but wanted to
explore the most efficient way of allocating resources, given certain conditions, in
general terms.

This takes us on to the second consequence. Economics became a science of
choice. In other words, as Lionel Robbins (1932, p. 15) puts it “Economics is the
science which studies human behaviour as a relation between ends and scarce
means which have alternative uses.” Economizing — choice over the most efficient
allocation of scarce resources — came to be the core assumption of economic re-
search. This, however, implied, in turn, a deductive analytical orientation. Specific
objectives on the part of actors (maximization of interest or utility) were postu-
lated, as were conditions constraining action (the perfect competitive market),
from which particular results were determined (economic equilibrium). These fea-
tures were the consequence of the normative turn taken by economic discourse
(Parsons 1934). Economics showed which allocation of resources would be most
efficient if people were to behave in a certain way and acted according to certain
rules of the game. Only to the extent that such conditions came close to those
existing in historical-empirical situations could economic research explain an ac-
tual situation, and move beyond the merely normative analysis.

These implied a third consequence — economics no longer referred to institu-
tional variables. The units of analysis were isolated individuals who developed
their own aims independently of others and tried to maximize the resources avail-
able in conditions of perfect competition. This implied that:

(a) The aims of single actors were given, in the form of a stable hierarchy of
preferences over consumption and labor. Economics did not examine the origin of
these preferences, seeing them as an exogenous input into the functioning of the
economic machine;

(b) The means, that is, the available resources (in terms of natural resources,
technologies, capital, and labor) were also treated as given. Again, their specific
location in space and time (the problem of economic development), and their
distribution between different actors, were tied to institutional factors that were
not taken into consideration by the economic perspective, which was now static;
(c) Individual actors could maximize utility according to their preferences through
exchanging resources in the different markets (of goods and factors). Their behavior
was thus influenced exclusively by the rational individual calculation of means vis-
a-vis ends, disregarding factors dependent on the institutional context.
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Why were institutions excluded from the analytical picture? The reason for this
was simple, and was clearly set out by Carl Menger (1882). If institutional vari-
ables had been brought into the picture, it would have been impossible a priori to
maintain the degree of regularity and predictability in actors’ behavior that neo-
classical economics needed to formulate models describing the functioning of the
market economy. In order to deal with these problems, one had to assume stable
and uniform behavior on the part of actors, which in turn permitted deductive
reasoning about the consequences of such behavior. In contrast, if one wished to
evaluate the influence of social factors on the economic behavior of individual
actors, one had to take an inductive view, starting from experience (how actors
really behaved) in order to arrive at empirical generalizations and specified causal
relations between the phenomena studied. Inevitably, however, this required one
to accept a greater variety in behavior, which was not compatible with the analyti-
cal perspective of economics. Economic analysis and the study of institutions thus
had to be separated from each other.

This break with the classics meant that economics retreated from the thickets of
institutions, so as to conform to the canonical rules of theoretical generalization
and analytical precision found in the more established — physical and natural —
sciences, which increasingly fascinated economists. As a result, economics increas-
ingly tended to involve the application of mathematical theory. This made it easier
to quantify economic phenomena, even though it led to the exclusion of factors
and problems which were less easy to formalize, and thus reinforced the analyti-
cal-deductive orientation of the discipline.

To what extent did neoclassical economists manage to approximate the stand-
ards of rigor of the more established sciences? They could only do so under very
restrictive conditions. By supposing that competitive market conditions existed,
they explicitly limited the theoretical model’s applicability, so that it only applied
to situations in which the production and distribution of goods took place exclu-
sively through market exchange, without the influence of other institutional fac-
tors. However, we also know that on the historical level it is difficult to find situations
that fully satisty these conditions. As a result, there was a gap between the analyti-
cal validity and empirical applicability of the model, on which the criticism of neo-
classical economy was traditionally centered. Neoclassical economists were aware
of this, and they answered the criticism of abstractness in two ways. The first,
clearly exemplified by the positions of Carl Menger (1882) and Vilfredo Pareto
(1916), emphasized the analytical-abstract bent of economic investigation and
delegated to other specific disciplines (sociology) the study of the influence of in-
stitutions on the economy. The second answer, presented in the influential work
of the British economist Alfred Marshall (1890), rejected a restrictive conception
of the boundaries of economics. His position was more in line with the classical
tradition — with the arguments of Smith and John Stuart Mill — and he sought to
defend the empirical validity of economic knowledge, and not only its analytical
validity. To this end, he continued to refer to institutional factors within his ana-
lytic framework, and thus tended to include economic sociology within econom-
ics, renouncing the pretensions of neo-classical economics to a high level of
generalization.
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7 Why Economic Sociology Came into Being in Germany

The above discussion helps us clarify why neoclassical economics, by rejecting the
analysis of institutions, left greater space to sociology. But in what context did this
space begin to be filled? Where did economic sociology come into being as an
autonomous reflection on the relations between economy and society? Up to this
point, we have reconstructed the elements of this perspective insofar as they were
located within economic thought. Between the end of the nineteenth century how-
ever, and the beginning of the new century, economic sociology began to free
itself of the economics and to take on a specific profile within sociology. This hap-
pened mainly in Germany, in the work of Max Weber and Werner Sombart. The
location of this new development was not accidental.

The German intellectual context was very different to those of Britain and France.
In Britain, for example, there was a strong economic and evolutionist tradition in
sociology influenced by the work of Herbert Spencer (1877-96). The French con-
text was instead marked by the influence of Auguste Comte’s (1830-42) positiv-
ism on the infant field of sociology. In both cases, sociology came into being as a
separate science with a strong positivist underpinning. In other words, it sought to
apply the methods of the natural sciences to the study of social phenomena, with
the aim of discovering the laws governing the general functioning of society. The
tendency towards general theory — towards a synthetic science of society — dis-
couraged the affirmation of economic sociology as a specific and independent area
of study.

The sociocultural context of Germany was, however, very different. It was strongly
influenced by idealistic philosophy, which, on the one hand, oriented the eco-
nomic tradition towards historicism, and, on the other, distanced sociology from
British and French positivism, and thus from the search for the general laws of
society. Above all, one must acknowledge the vital role played by Max Weber
(1864-1920), in providing a methodological foundation to economic sociology as
an independent discipline. At the beginning of the 1900s, he systematically en-
gaged with two main interlocutors — economic historicism and the German ideal-
istic philosophy — in numerous essays (1903-6; 1904).

Weber was very well aware of the necessity of developing a theoretical interpre-
tation that would be more precise and rigorous than that of the historicists, but
this did not lead him to seek the general laws of society in accordance with Comte
and Spencer’s positive sociology. On this point, he agreed with the German philo-
sophical critique of sociology. According to this latter view, people, as conscious
beings, forged social institutions and modified them continually through cultural
development. It was thus not possible to construct generalizations that predicted
the course of human action, because this did not have the regular or uniform
features that characterized natural phenomena. However, neither did this mean
that it was not possible to carry out the scientific study of social phenomena. For
Weber, a scholar of society, like one of nature, should work with concepts, gener-
alizations and abstractions, because this is indispensable to any knowledge. And
the historian who seeks only to describe a particular empirical reality inevitably
uses theoretical schemes of explanation, even if these are often only implicit,
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unrigorous, or even questionable, as in economic historicism. There was, how-
ever, one particular aspect of the social sciences that Weber emphasized. He be-
lieved that their objective was not to formulate general laws, but to explain historical
phenomena. In other words, the validity of sociological generalizations and causal
explanations of sociology were inevitably limited in space and time. In this respect,
a crucial instrument is the construction of ideal types. These are conceptual tools
that bring together certain features of historical phenomena in an internally con-
sistent picture, as in the case of the spirit of capitalism and Protestant ethic which
were analyzed in a famous study by Weber. They are based on empirical evidence,
but they are not a mere description of reality. They rather involve “the analytical
accentuation of certain elements of reality” for heuristic reasons. In other words,
the ideal types are useful for the construction of hypotheses on the causal relation-
ships between social phenomena within specific spatial and temporal boundaries
(Weber [1904] 1949, p. 90).

So what, then, in Weber’s view, was the relation between sociology and his-
tory? The first was oriented towards studying patterns of behavior and their causal
connections, while the second aimed to explain particular phenomena. This did
not mean, however, that the aim of sociology was, as the positivists thought, to
ascertain the general laws of society. Sociological knowledge has its own autonomy
and specificity, but it remains instrumental vis-a-vis historical knowledge, seeking
to make history intelligible and to avoid the risks of theoretical vagueness or the
use of ambiguous theoretical terms which had plagued the historicists. This meant
that sociology, to the extent that it studied behavior as being influenced by social
relations, could contribute to more effective knowledge when it examined specific
activities. For example, by means of ideal types, it could seek to evaluate how
economic activity was influenced by shared expectations of behavior that oriented
action, as in the Protestant ethic, or certain sorts of state organization; in other
words the formal or informal norms which constituted the institutions of a given
society.!

The twofold rejection of a general positivist sociology and of historicism opened
the way to the affirmation of economic sociology as an independent discipline.
The “social-economic science” or “sociology of economics”? took the reciprocal
interaction of economic and sociocultural phenomena as its object of study. It
analyzes phenomena that are “economically relevant” as well as “economically
conditioned” (see Introduction). In this sense, Weber learned from Marx, although
he emphasize the interdependence between economic and social phenomena as
opposed to Marx’s economic determinism.

Both Weber and Sombart — who shared the latter’s methodological position —
pointed out how economic sociology had taken a different — and in some senses
intermediate — path between historicism and neoclassical theoretical economics.
They took Menger’s side in the methodological debate (Methodenstreit), where he
opposed the historicists. They believed that analytical economic theory had a le-
gitimate right to exist, but that this should not be confused with its empirical valid-
ity. Weber emphasized that the propositions of classical and neo-economic theory
were “ideal types,” analytical constructs that took as their starting point the pre-
supposition that economic behavior was determined exclusively by the rational
pursuit of interests. They were useful — like all ideal-typical constructions — in
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evaluating and comparing effective behavior. However, Weber repeated that only
very rarely, and in a rather approximate fashion, was actual economic behavior
actually influenced by such motivations. For this reason, neither Weber nor Sombart
were interested in this type of consideration of economic phenomena. They be-
lieved that it was instead important to begin a theoretical study on the economy in
its sociocultural context, one that could overcome the defects of historicism. This
was the reason for their interest in Western capitalism, its origins, functioning, and
prospects. Their economic sociology was intended as a theoretical contribution to
historical knowledge and it developed as a sociology of modern capitalism. In pur-
suing this objective, they made a decisive contribution to defining the analytical
space of economic sociology.



Chapter 2

The Origins and
Developments of Capitalism:
Simmel and Sombart

Sombart, Weber, and Simmel were trained in the German school of historicism.
However, they were very aware, unlike their teachers, that this school’s attention
to the influence of institutional variables on the economy now had to be consoli-
dated upon a stronger theoretical base. Unlike the authors of the historical school,
the founders of economic sociology believed that it was possible to study relations
between economy and society scientifically. This would not aim to formulate gen-
eral laws of society, as did positivist and organicist sociology, but would be articu-
lated through analytical models of historical phenomena such as capitalism. In
other words, it would aim to create forms of generalization that would be limited
in space and time, and would both be based on the results of historical research,
and orient such research in turn. This is why economic sociology was interested in
capitalism as a research problem. In this chapter and the following one, we shall
examine the answers that it gave to questions about the origins, features, and
development of capitalism. The first work to be analyzed is by Simmel, after which
we shall move on to look at the more specific and detailed contributions of Sombart
and (in the following chapter) of Weber. These latter were the most important in
establishing economic sociology around the turn of the century.

1 Simmel’s Philosophy of Money
1.1 Philosophy and economic sociology

The Philosophy of Money by Georg Simmel (1858-1918) is complex, written in his
characteristically unsystematic style, but rich in sudden and brilliant comments
and insights. It was published in 1900 and a new edition was printed in 1907.
While the book cannot be called a work of economic sociology, it would equally be
wrong to label it as a work of philosophy, as it has often been described. In fact,
Simmel’s objective was to clarify the genesis and features of modern society, and
to evaluate the effects these had on people’s lives.
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To be sure, this was not sociology as a synthetic science of society, in the sense
that the positivists conceived of it (Simmel 1908). For Simmel, society was not a
system; nor was it an organism constituted of various parts linked through their
functions. It was instead a set of institutions that came about through interactions
between human beings and, in turn, conditioned their behavior once institutions
had been consolidated. Simmel talks of this process in terms of emergence of “pure
forms.” The aim of sociology was thus to study the origins and characteristics of
such forms —in other words, to analyze models of institutionalized behavior (Simmel
1907).

Money was one of these institutions. For Simmel, however, its crucial impor-
tance lay in the fact that it played a wide and profound role in the relations
between people in modern society. In order to clarify the origins and conse-
quences of the use of money, or of the money economy, it was essential to un-
derstand modern society. Weber notes that Simmel tended to identify the “money
economy” too closely with “capitalism.” However, one could say instead that
capitalism, for Simmel, was a specific economic system for the production and
distribution of goods that was consequent on the monetary economy, so that he
took it for granted and paid attention to the instituional prerequisites of capital-
ism. Even so, the investigation of the non-economic causes of the money economy
and its social consequences had much in common with the sociology of capital-
ism developed by Sombart and Weber. And it is in this sense that it is relevant for
our purposes.

The similarities between the three German sociologists are particularly clear on
the methodological level; a confrontation with the ideas of Marx permeates The
Philosophy of Money, just as it does the work of Sombart and Weber. Four points of
similarity may be emphasized:

(a) They emphasized the cultural and institutional assumptions underlying the
money economy and, therefore, capitalism;

(b) Simmel and Sombart recognized the crucial role played by several groups of
actors (foreigners, Jews) in the diffusion of the money economy as a result of their
social marginalization. Weber focused more on the role of protestant entrepre-
neurs;

(c) They agreed on the social consequences of the money economy, such as the
increasing depersonalization and rationalization of social relations and life paths;
(d) Finally, all of them saw socialism — contrary to Marx — as a further step to-
wards a more pronounced economic and political bureaucratization.

Already in the Preface to the Philosophy of Money (1907), Simmel clarified his
intention of integrating Marx’s interpretation, using a formulation that was very
similar to the one used a few years later by Weber, in sketching out a scientific
program for economic sociology (see Introduction): “Every interpretation of an
ideal structure by means of an economic structure must lead to the demand that
the latter in turn be understood from more ideal depths, while for these depths
themselves the general economic base has to be sought, and so on indefinitely”
([1907] 1978, p. 56). It should be noted that Simmel’s position, like Weber’s, rec-
ognized an autonomous analytical space for political economy. This space was not,
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however, exclusive, because every economic exchange could not only be analyzed
through economic instruments, but could also be treated through an analysis that
“examines its preconditions in non-economic concepts and facts and its conse-
quences for non-economic values and relationships” ([1907] 1978, p. 55).

1.2 The non-economic conditions of money

Indeed, it was just such an analysis that Simmel carried out. What, then, were the
“non-economic assumptions” of money and the money economy? Even if Simmel
did not reason in a systematic fashion, we can say that he saw capitalism as an
economic system that presupposed the private accumulation of capital. This, in
turn, required that money be used in a more widespread way as an instrument of
exchange, leading to a widening of the circle of actors involved in the money
economy. However, in order for money to be a driving force for economic activi-
ties, one basic non-economic condition had to be present — a growing trust in the
capacity of money to be converted at any time into concrete goods: “Without the
general trust that people have in each other society in itself would disintegrate . . .
In the same way, money transactions would collapse without trust” ([1907] 1978,
pp- 178-9). The accumulation of capital thus presupposed an accumulation in trust
and this cultural condition was, in its turn, supported by institutional factors: the
legitimization and efficacy of political power and the guarantees provided by the
legal order. In this sense, money became a “public institution” ([1907] 1978, p.
172).

However, it should be noted that a relationship of interdependence was estab-
lished between the money economy, on the one hand, and the centralized state
and judicial system on the other. The former grew thanks to the guarantees pro-
vided by the latter, but the latter were reinforced in their turn by the consequences
of the diffusion of money as a means of exchange. As for this point, Simmel also
underlined that the money economy was a powerful factor in the dissolution of
the “natural economy” based on auto-consumption. In this way it promoted the
formation of a centralized state, which would carry out the fundamental function
of controlling money. The modern state could thus also grow through the devel-
oping of taxation, which allowed the bureaucracy and military to be maintained,
subject to a central power. These instruments would contribute, in turn, to the
weakening of the old feudal system and the strengthening of the money economy,
guaranteeing the developing of exchanges.

These, then, were the institutional conditions favoring the money economy,
and thus capitalism. But who were the protagonists of the diffusion of money and
exchange? Here, Simmel presented a hypothesis that would be further developed
by Sombart. He believed that the individuals and social groups who were excluded
from fully enjoying the rights in force in a particular society would devote them-
selves more readily to the accumulation of money in order to attain social posi-
tions that they were unable to reach through traditional means. In addition, the
social and legal sanctions that normally discouraged members of a traditional soci-
ety based on a “natural economy” from using money did not hold for these actors
(a typical example of this was the hostility of the Church towards usury). Some
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good examples of socially marginalized groups involved in commercial and finan-
cial activities were foreigners and Jews, although Simmel also mentioned the Moriscos
in Spain, the pariahs in India, and the Quakers in Britain.

Foreigners and socially excluded groups introduced the phenomenon of money
and the money economy into traditional society and were, therefore, the principal
agents of change preparing the way for the development of capitalism. It should,
however, be noted that Simmel did not deal with the specific problem of the ori-
gins of capitalist entrepreneurialism, unlike Sombart and Weber, who discussed
this in detail. He seemed more interested in the conditions that permitted the pur-
suit of this activity, which is to say the accumulation of capital on the one hand,
and the dissolution of the natural economy on the other.

1.3 The consequences of the money economy

Simmel’s prevailing interest was to examine the consequences of the money
economy for social relations and ways of life. He highlighted the ambivalence of
these effects, discussing both their positive and negative aspects.

Thus, money favored the growth of individual liberty, because it made social
relationships in the spheres of exchange and production interchangeable. In pro-
duction, it was possible to choose among various suppliers, which depersonalized
relations between buyers and sellers, and made both more independent. Moreo-
ver, there was not only greater freedom in the choice of economic partners, but
also greater choice of objects, breaking the ritualism and fixity of traditional forms
of consumption. As a result, there was an increased freedom with regard to objects
too.

This change was also felt in the sphere of production, where the dependence of
the vassal on his lord, or of the apprentice on his master in a medieval guild gave
way to a specific and explicit labour contract. These depersonalized relationships
and linked them to the pursuit of a limited objective, which did not include the
world outside work, and most importantly made each party interchangeable (even
if Simmel acknowledged that waged labor enjoyed rather less of this liberty). It
was clear then that this might lead to worse remuneration and working life than
in the medieval natural economy, in which lords were obliged to protect their
serfs, but this might be considered to be the necessary price of freedom: “the worker
pays the price, in the form of the instability of money wages, for the freedom made
possible by the introduction of money wages” ([1907] 1978, p. 338).

In other words money increased individual liberty. However, it increasingly be-
came transformed from a means to reach specific aims, into a goal in its own right.
As the money economy began to condition individual behavior more and more,
people lost ever more control over their goals, as money reshaped social organiza-
tion. Thus, for example, even while economic development favored the growth of
science and technology, these latter acquired value as ends, independently of the
capacity of people to verify the effective quality of the needs that they were now
able to satisty. Thus, not only did means tend to turn into ends, but there was an
attenuation of the quality of social relations in everyday life. In other words, indi-
vidual freedom led to an increased depersonalizing of relationships. Rationalization



40 THE ORIGINS AND DEVELOPMENTS OF CAPITALISM

and calculation became diffused into all areas of life, so that calculability became
“the essence of modern times.” The ways in which time and space were used were
increasingly shaped to the needs of the money economy, which, like a powerful
corrosive, dissolved age-old traditions of solidarity: qualitative values became quan-
titative ones. People acquired more individual liberty in this process, but also found
themselves more isolated, and less capable of defining their collective goals. Later,
in his descriptions of men living in the metropolis, the true prototype of moder-
nity, Simmel wrote: “The individual has become a mere cog in an enormous or-
ganization of things and powers which tear from his hands all progress, spirituality
and value .. .” (Simmel [1903] 1950, p. 422).

Simmel did not believe that socialism would remedy the consequences of the
monetary economy, which had ever more come to permeate modern society. For
him, socialism was, in large part a reaction to the loss of old collective traditional
ties, and an attempt to construct a new collective solidarity. However, such a reac-
tion, were it eventually to be successful, paradoxically seemed destined to tighten
the stranglehold of rationalization and the calculability of social relations that had
been imposed on human beings. Indeed, it would lead to the increased
bureaucratization of “state socialism” — very far removed from the new solidarity
that socialism aimed to create.

2 Sombart's Modern Capitalism

While Simmel’s recourse to the sociology of economic life was a consequence of
his wider philosophical interest in the condition of human beings in modern
society, Sombart instead had the objective of consciously constructing an eco-
nomic sociology. The first edition of Modern Capitalism was published in 1902.
This was followed by a second edition in 1916, which was completely revised,
and a third, and last, edition of the work, including a section on full capitalism,
which came out in 1928. In the Preface to the second edition, Sombart under-
lined that his analytical perspective “is aimed at inserting economic life into the
great context of human social existence ” (Sombart [1916] 1922, p. xv). In order
to do so, he believed that it was necessary to move beyond the debate between
neoclassical political economy and historicism, that is, between the “abstract-—
theoretical” school and the “empirical-historical” school. The new “social science
of economic life” thus had theoretical objectives, and sought to contribute to the
scientific explanation of economic phenomena. However, it set out to do this
within a historical framework, establishing well-defined spatial and temporal
boundaries. Economic sociology was linked to history, because historical research
served in the formulation of theoretical generalizations, which in its own turn
could orient historical research and empirical verification. Thus it can be said
that, for Sombart, there could be no history without theory (Sombart 1929). In
order to understand how society influenced economic behavior through its insti-
tutions, it was necessary to use the appropriate analytical instruments. One had
to have conceptual tools that allowed, for example, to distinguish the function-
ing of the capitalist economy from other kinds of economic organization, and
more precisely to capture the differences between diverse economic systems.
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Much of Sombart’s work was dedicated to creating such tools, both in Modern
Capitalism and his other essays.

2.1 Conceptual tools for economic sociology

For Sombart, economics was “the human activity aimed at researching means of
subsistence” ([1916] 1922, p. 13). Like all other living creatures, human beings
had to satisfy their needs through the products they obtained from nature through
labor. Their needs varied over time, and new “cultural” needs came to be added to
those tied up in physical survival. However, in any case, meeting these needs al-
ways involved the production of goods and services that could be distributed and
consumed according to shared rules. This was what was meant by the economic
activity that men have always carried out, even if “the forms of economic life differ
deeply in time and space” ([1916] 1922, p. 13).

This conception of economics was different from that adopted by neoclassical eco-
nomics, which identified it instead with economizing and which hypothesized the
existence of actors rationally pursuing their interests in the context of the market.
However, a framework of this kind was not necessary to the satisfaction of needs
through the production and distribution of goods and services. It was difficult, for
example, to explain primitive and precapitalist economies in this framework. Sombart’s
definition — which was actually typical of economic sociology' — allowed for a more
wide-ranging of the differences that characterize economic behavior, and the organi-
zation of activities aimed at providing human subsistence, over space and time.

Here, we need to consider three features of economic systems:

(a) economic mentality or economic spirit, that is to say, the set of values and norms
orienting the behavior of individuals participating in economic activity, i.e. eco-
nomic actors;

(b) economic organization, which refers to the set of formal and informal norms
regulating the exercise of economic activity by actors within a particular society;
(c) technology, lastly, involves the technical knowledge and procedures used by
actors to produce goods and services and to satisfy their needs.

These three features vary over space and time. Together, they allow an economic
system to be identified, or rather “a particular form of economy, i.e. a particular
organization of economic life in which a particular economic mentality is prevail-
ing and a particular technique is applied” ([1916] 1922, p. 22). The concept of
economic system allows us to build a bridge between economy and society, by
allowing us to evaluate how society has historically influenced economic organi-
zation through the motivation of actors, regulatory institutions, and institutions
affecting the production and use of scientific knowledge and technology. In this
way, Sombart commented, “in the concept of economic system is the historically
conditioned nature of economic life 7 ([1916] 1922, p. 22).

Let us now examine how these conceptual instruments may be applied, by com-
paring, for example, the precapitalist and capitalist economies, using the three
constitutive features of systems mentioned above. First, as regards economic spirit,
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Sombart distinguished between an orientation to subsistence and an alternative ac-
quisitive orientation. In the former, economic behavior was basically aimed at sat-
isfying natural and cultural needs (these two phenomena being defined in a stable
and rigid way for different social groups on the basis of tradition), and production
was mainly aimed at consumption. The affirmation of the acquisitive principle
instead implied that economic activity should be directed by the search for greater
monetary gains,? and be aimed for the most part at the market. Another important
difference lay in the contrast between the traditionalist spirit — based on passive
obedience to received rules — and the rationalist spirit, which searched systemati-
cally for the most appropriate means to fulfill goals. As a result, it was more open
to innovation in economic behavior and new techniques. Finally, economic men-
tality could be either solidaristic or, instead, more individualistic in its orientation.

As regards organization, Sombart considered various aspects, the most impor-
tant being the contrast between, on the one hand, binding economic activities, which
were tied to norms regulating their operation (a good example of this was the
corporatist order of medieval society), and, on the other the existence of a wide
sphere of economic freedoms which were legally recognized. Other important factors
were private or public ownership of the means of production, the orientation of pro-
duction towards either consumption or market exchange, and firm organization based
on the small family firm, or on large firms with waged labor.

Technology also showed differentiated features: it could be based on empirical
procedures, which were founded on received knowledge and accepted passively,
or on scientific procedures, which allowed for the scientific explanation of phenom-
ena and the rational application of knowledge.

Linking all the different dimensions together, capitalist economies can be de-
fined and distinguished from the feudal-artisan economies that existed before them.
The capitalist economic system was characterized by an acquisitive, rationalistic and
individualistic mentality, which developed together with the free economic or-
ganization based on the private ownership of the means of production and on
firms producing goods for the market using waged labor. Sombart distinguished
between this system and two other types — the direct economy, in the dual form of
the direct peasant economy and of the landowner, and the artisan economy.

Three periods were identified in each system: rise, maturity, and decline. This meant
that, particularly at the beginning, one system coexisted with others in a transi-
tional phase. An economic age was a historical period in which a particular eco-
nomic system dominated. As for capitalism itself, Sombart considered the first phase,
that of first capitalism, to have ended around the end of the eighteenth century,
while the successive period of full capitalism predominated over the whole of the
nineteenth century, concluding with the First World War. In the years following
this, greater elements of organization began to emerge, and, according to Sombart,
attentuated the original capitalist features of the economy.

2.2 The origins of capitalism

How does one economic system change to another? Sombart tried to answer this
question clearly (particularly in chapter one of the third edition), and in doing so,



THE ORIGINS AND DEVELOPMENTS OF CAPITALISM 43

he distanced himself from both historicism and Marxism. In line with his meth-
odological views, he presented a historically delimited theoretical response. His
argument did not, that is, refer to economic changes in general, but to the birth of
the first form of capitalism, and how it developed towards full capitalism.

It was impossible, in Sombart’s view, to analyze capitalist development using a
general concept of a people’s culture, as the historicists did, without taking ac-
count of the motivations guiding economic actors, and especially entrepreneurs.
For its part, Marxism had adopted an economistic approach that led it to discount
the role of entrepreneurs vis-a-vis the weight assigned to the accumulation of capi-
tal and technology in the area of productive forces. To put it more precisely, Sombart
rejected methodological holism and instead sought to explain economic change in
the framework of methodological individualism. He attempted, that is, to describe
the process of change from the starting point of the specific motivations of actors
and the consequences of their actions.

The “activating forces” of development were to be sought in those actors who
introduced a new economic outlook (and thus changes in the way that productive
factors were combined and the economy organized) into the old system. It was
entrepreneurs who triggered economic change. Their behavior was certainly in-
fluenced by the institutions operating in a certain society, such as the state, the
legal system, religious persuasions, the prevailing culture, scientific and technical
knowledge, etc. However, once a new economic spirit formed under the influence
of these factors, entrepreneurs — who were the propagators of this spirit — intro-
duced important innovations. Initially, these were limited, because only a few
actors were involved and because their actions did not succeed in affecting the old
economic system in any profound way. In time, however, the new economic men-
tality would spread and led to a change in the institutions.

How did entrepreneurship come about? Sombart felt that two factors had to be
analyzed in order to answer this question. First, the economic spirit of capitalism
needed to be better defined; then, the social conditions favoring the diffusion of
the kind of enterprise fueled by such spirit needed to be ascertained.

The capitalist spirit

For Sombart, the capitalist mentality involved two, quite distinct components. “We
call capitalist spirit the feeling resulting from the fusion of the spirit of enterprise
and the bourgeois spirit” ([1916] 1922, p. 329). The spirit of enterprise was, thus,
an “aspiration to power” where this was understood as a desire for affirmation and
social recognition that pushed men to break with tradition and search for new
paths. As Sombart put it, This is “the spirit of Faust,” deeply rooted in the soul of
Western man. It is certainly true that its origins can be found in the spiritual his-
tory of the West, and in Christianity. However, Sombart also emphasized how the
progressive secularization of society, which could be seen in its “earthly and worldly”
features, was manifested in Western man’s autonomy from tradition and from the
controlling power of religion in ever wider spheres of activity. This process first
became manifest in the political sphere, where it was visible in the building of the
modern state, and in the advance of scientific knowledge, with its technical appli-
cations. Only later did the spirit of enterprise become extended to the economy in



44 THE ORIGINS AND DEVELOPMENTS OF CAPITALISM

the sense that the quest for earnings was no longer limited, as in the past, to con-
quest, adventure, or the search for precious metals. Instead, it was carried forward
systematically within economic life itself, in the organization of productive activi-
ties. It was at this stage that the first component began to emerge, which we may
define as political entrepreneurship. The actors involved in this were those “who use
the power deriving from the position of privilege within the state” ([1916] 1922,
p- 839), and they included princes, state functionaries, and property owners. They
were clearly typical of the mercantilist form of political organization, where enter-
prise was more dependent on political power.

However, before the spirit of enterprise could fully be extended to the economy,
and give birth to the capitalist economy, it had to merge with the bourgeois spirit.
Acquisitiveness, the search for gain in the economy, would have to be combined
with rationalism, with an orientation towards the “orderly administration of capi-
tal,” made of “diligence, moderation, parsimony, economy, and faith in contracts”
([1916] 1922, p. 329). Sombart found traces of this mentality existing already in
the Libri della famiglia, written around 1450 by Leon Battista Alberti, an architect
from a rich Florentine merchant family. It was expressed even more clearly in the
eighteenth-century writings of Benjamin Franklin, to which Weber too referred.

The origins of these cultural features were, for Sombart, strictly related to the
matrix of Christian religions (Jewish as well as Catholic and Protestant). They took
form for the most part in European cities, and were closely tied to the events
taking place in the communes and social groups that developed in such areas, that
is, among merchants and artisans. It was in this setting that so-called bourgeois
entrepreneurship, made up of “all those who come from below,” first became wed-
ded to an entrepreneurialism that stemmed from politics, and then went on to
dominate the organization of economic life over the course of the nineteenth cen-
tury, during the epoch of full capitalism.

The formation of entrepreneurship

One of the most important vehicles for the development of capitalist enterprise
was thus bourgeois entrepreneurialism. However, Sombart held that the matrix of
Christianity and the urban setting were insufficient conditions for its formation.
He believed that one had to take account of more specific variables, allowing one
to identify the particular groups that had nourished bourgeois enterprise. He paid
special attention to three groups: heretics, foreigners, and Jews (the last two of
which had already been discussed in Simmel’s analysis). Why did the life condi-
tions of these groups favor the creation of entrepreneurship?

By heretics, Sombart referred to those individuals who did not belong to the state
religion. Along with the creation of the modern state and the Protestant Reforma-
tion, the political and social category of the heretic and the heterodox — that is,
those who did not belong to the religion promulgated (either legally or de facto) by
the state — came into being. The most significant of these groups was, of course, the
Jews, who had settled all over Europe; there were also Protestants who lived in
Catholic countries, Catholics living in Protestant countries, and Protestants who
did not belong to the state Church. Those who did not belong to the prevailing
religion were only semi-citizens, either formally or de facto. They found it difficult
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to attain public office, or other forms of public and social recognition, and indeed
were sometimes explicitly precluded from these forms of status. This stimulated
entrepreneurialism, because “heretics, which were excluded from the participa-
tion in public life, could express their own vital strength only in economic activi-
ties. Only these gave them the possibility to get the prominent status within the
community, which the state denied them” ([1916] 1922, p. 878).

Heretics also stimulated entrepreneurialism in another way, that is, through
migration, which led to the creation of another social category, that of foreigners.
Of course, not all migrations had religious motivations, but in general migration
had important consequences for entrepreneurialism, for three main reasons. First,
because migration involved selection, in which those who chose to leave were the
most enterprising, determined, and courageous. Second, these individuals, when
they had become foreigners in another country than that where they had come
from, were more likely to break with old customs and traditional social relations.
Finally, because they had very limited possibilities of social mobility except through
economic activity: “both for the migrants and the colonists there is no past, no

present, there is only the future ... it seems almost natural that profit is the only
important thing left for them, the only means to build their future” ([1916] 1922,
p- 886).

Finally, there were the Jews. According to Sombart, they were particularly im-
portant for the development of capitalism, especially through their
entrepreneurialism in the spheres of commerce and credit. It was these activities,
in particular, that explain why Jews remained foreigners in the different countries
that they had spread to across the world. Their social marginalization was moreo-
ver reinforced by their tendency — deriving from their religious identity — to isolate
themselves and to avoid identifying with any particular nation, maintaining inter-
national ties with the rest of the Jewish community. However, this factor favored,
in turn, their entrepreneurial bent and success, because it nurtured relationships
of trust that facilitated economic activity on the international market.

The model of capitalist development

Sombart therefore emphasized entrepreneurialism in his explanation of capitalist
development. In his view this involved a certain economic mentality, nurtured by
the Christian religion and the Western city, and stimulated in a particular direc-
tion by the social marginalization of certain social groups. However, the German
sociologist’s explanation of capitalist development was not exclusively cultural.
The capitalist mentality became established in close interdependence with a set of
institutional factors that contributed to its formation and were themselves condi-
tioned by it. In this sense, it can be said that for Sombart, entrepreneurs were a
catalytic element — they “light the fuse ” of capitalist development ([1916] 1922, p.
867).

1 Sombart, like Simmel, believed that the contribution of the state was essential.
The spirit of Western enterprise was expressed, above all, in the construction of
the modern state. The state in its turn stimulated technological development, which
was essential for military efficiency, and thus for its reinforcing. The policy of con-
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Figure 2.1 Sombart’s model of capitalist development

quest and colonial enterprise, and the mercantilist approach more generally, were
linked to the struggle for supremacy among the various states. The objective was
to increase stocks of precious metals, since this would provide more resources for
public finances and thus military power.

2 The interdependence that arose between state, technical development and the
policy of acquiring precious metals, had both direct and indirect effects on capitalist
development. The most important direct effects involved (a) the state’s influence
on a politically rooted entrepreneurialism through mercantilist policies (tariff pro-
tection, colonial policies, etc.). It also, however, affected entrepreneurialism from
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below. In particular, it helped create the social situation of heretics — who had no
part in the state religion — and through their migration fostered the
entrepreneurialism of the foreigners. Moreover, through its military procurement,
the state enlarged the nascent market for manufactured goods. (b) The new, ra-
tional technology, based on the advancing of scientific knowledge, was important
for capitalist development above all because it favored the growth of industry and
improved the transportability of goods. (c) The policies of colonization and con-
quest, which increased the availability of precious metals, favored the growth of
consumption and the spread of the market.

The indirect influences of the construction of the state were above all seen in the
formation of bourgeois wealth: (a) The interdependence between the state, tech-
nology and the influx of precious metals fed the formation of private capital, an
essential requirement for development. According to Sombart, mercantilism favored
the accumulation of capital. However, he emphasized too how this process had
measurable consequences for the growth of land rents, which was sustained by
landowners” more entrepreneurial orientation. (b) In addition, the formation of
bourgeois wealth led to new needs, especially among the richer social strata. This
led to the expansion of the market, because private demand for goods was added
to that of the state.

3 However, the decisive factor that allowed capital, the market and new tech-
nologies of transport and production to be exploited was, in Sombart’s opinion,
entrepreneurship. The state contributed to this, as we have already seen, through
mercantilism and political entrepreneurship, but the encounter between the spirit
of enterprise and the bourgeois spirit, which manifested itself in a more specifically
capitalistic entrepreneurialism from below, was decisive. The bourgeois spirit origi-
nated independent of the state. It formed under the cultural influence of Christian
religion and the particular environment of the European city, as marked in the
experience of the communes. The state entered into this process insofar as it con-
tributed to creating the conditions to exclude certain groups from citizen rights,
which in turn made heretics, foreigners, and Jews more sensitive than other groups
to the capitalist mentality and to the bourgeois spirit in particular.

4 Once bourgeois enterprise had lit the fuse of capitalist development, it led to the
wide-scale dissolution of the ancient social order. Sombart discussed the dissolution of
traditional forms of agricultural economy, and of domestic work in the countryside
and in craft activities: “The dissolution was the consequence of the penetration of
modern rational economic principles into the legislation, the administration and
economic management, and of the growing intensification of the economic activi-
ties, which is very important for agriculture” ([1916] 1922, p. 331). These economic
and political changes resulted in the proletarianization of agricultural labor and a
crisis in the organization of artisanal activities, freeing the work force for a nascent
modern industrial sector. Peasants, in particular, were progressively deprived of the
opportunity both to exploit common land (of their rights over common property),
and to earn a supplementary income from rural and domestic industry. The circle
thus closed and the new bourgeois capitalism could combine capital and labor with
new technology to produce goods for an ever-expanding market.



48 THE ORIGINS AND DEVELOPMENTS OF CAPITALISM

5 Over time, capitalist development contributed to changes in the legal and state-
political order. During the transition from the precapitalist economy to the first stage
of capitalism, mercantilism and political regulation had played an important part.
The next phase saw an increased push towards a liberal state orientation in eco-
nomics, and the recognition of a wider sphere of economic liberty in which firms
could operate, as capitalist entrepreneurialism became more established. Moreo-
ver, the security of the economic process grew, both through the enforcement
action of the state, which underpinned the security of economic traffic, and through
the introduction of a rational monetary system, which facilitated exchange. Thus,
full capitalism became established in the nineteenth century.

2.3 Full capitalism

In the third edition of his work, Sombart described the changes that took place
during the phase of full maturity of capitalism, which ended with the First World
War. These were all linked to the growing rationalization of economic life, which
manifested itself in the tendency to seek and apply the best-adapted means of
pursuing the profit of the firm. This principle had an ever more decisive effect on
the production, distribution, and consumption of goods. It is possible to evaluate
the effects of rationalization by considering the various components of the eco-
nomic system.

The capitalist spirit

First, Sombart highlighted the growth in intensity of the capitalist spirit, and its
extension to wider social groups and new geographical areas. He believed that this
was due both to internal change and external factors. The entrepreneurial mental-
ity saw an ideological transformation that led to the secularization of the capitalist
spirit. The religious motivations that had supported the behavior of entrepreneurs
gave way to a more secular creed: “At this point faith has become only a matter of
Sunday mornings,” it is replaced by “a modern bourgeois-capitalist concept of
duty” (1928, vol. 111, p. 27) which affirmed work and productivity as the primary
sources of economic well-being and social recognition. Thus, a “love for one’s own
activity” developed, narrowing entrepreneurs’ range of activities outside work (for
example, art, politics, friendships, etc.) and thus a more intense channeling of vital
energies into economic activity than in the past. These energies were by the same
token less restricted by the religious factors that had sustained them in the past.
The intensifying of commitment was also a result of external factors. Amongst
these was the push towards a greater specialization of the entrepreneurial function, that
involved the delegation of a series of tasks, that had originally been relatively un-
differentiated, to employees, allowing the entrepreneur to concentrate his efforts
on various strategic functions of direction. These last varied according to the sector
of activity. For example, in the mechanical industry the technician prevailed, his
success being tied to knowledge of the productive process; in the production of
goods of mass consumption the trader was extremely important, given his knowl-
edge of and ability to handle the markets; in big, highly capitalized industries, the
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skills of the financier, who knew how to move on the capital markets and how to
combine finance and industry, were vital. Naturally, these different types often
came in mixed forms, even if Sombart noted that they involved a historical evolu-
tion in the direction of the progressive abstraction of entrepreneurial activities. It is in
the last figure — the financial expert — that this is most strikingly found.

In this way Sombart enabled us to see — even if only implicitly — the important
changes involved in the formation of entrepreneurialism. So as to understand the
origins of capitalism, he mainly highlighted its normative components, the values
that had been important for the first entrepreneurs — that is, the bourgeois spirit,
which had found sustenance in its religious surroundings, and had been stimu-
lated by social marginalization. Cognitive components, such as productive and
commercial knowledge, while they were important, had been secondary. In the
new situation, the balance had tilted in the other direction — specialized cognitive
components now fuelled entrepreneurialism, in a setting of unhindered and so-
cially legitimized economic innovation. The result was what can be called a democ-
ratization of entrepreneurialism. Sombart noted that it was now easier for members
of all groups to become entrepreneurs. What counted was having the right sort of
knowledge. Credit institutions had played an important role in opening these new
opportunities, as they provided the necessary capital to realize good ideas (a theme
which Schumpeter treated in greater depth).

Other contextual factors besides secularization and specialization favored the
intensification of the capitalist spirit. Some of them were, in fact, negative, and
pushed towards greater effort in confronting the new obstacles that obstructed
entrepreneurial action. These included the greater severity of competition on the goods
market, and the strengthening of the working -class movement, which affected the labor
market. Sombart had a different view of this last problem than the economists. He
did not worry about the distortion of the labor market that the workers” move-
ment might lead to, but rather underlined the positive contribution that it might
make to economic development in dynamic terms. The trade-union and political
claims of the working-class movement not only improved the social integration of
workers (thanks also to the new legislation on labor), but pushed entrepreneurs to
innovate continually in order to increase productivity and to compensate in this
way for the higher costs of labor.

As well as these negative factors, there was a powerful positive stimulus that
intensified and extended the capitalist spirit. This involved the effects of the evolu-
tion of technology. An ever-increasing rate of technological change continually
generated opportunities to change the conditions of competition, because it al-
lowed new goods to be produced or for production to take place at a lower cost.
This required constant attention and a greater capacity on the part of entrepre-
neurs to use technology. It also led to a trend towards the rationalization of tech-
nological development, which revealed itself through a greater institutionalization
of applied research and training, and a growing incorporation of these activities within
the firm, and especially the larger firm in which the position of “ the professional
specialized inventor” was established (1928, vol. III, p. 91).
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The organization of the economic system

The intensification of the capitalist spirit and its links to technology led to impor-
tant changes in the economic system, which, Sombart saw as involving the way in
which economic activity was regulated. The strengthening of capitalist enterprise
led both indirectly (on the political level) and directly (on the economic level) to a
greater rationalization of the mechanism of regulation, enhancing the opportuni-
ties for firms to make profits.

One of the first areas to be affected by rationalization was the legal order and
state intervention in the economic field. This was already mentioned in the discus-
sion of Sombart’s account of the transition from the mercantilist to the liberal phase,
which was supported by the growing entrepreneurial bourgeoisie. The firm’s scope
for free action was recognized in the separation between public and private law,
the reinforcement of forms of legal protection for contracts, and the introduction
of a rational monetary system. It was not only the legal system that was rational-
ized, however. Other fields, such as labor, consumption and the firm were also
rationalized, mainly through the actions of the entrepreneurs themselves. Sombart
examined all three aspects, pioneering areas of investigation that would later be-
come important and independent fields in economic sociology.

We have seen that capitalist development created a growing labor supply that
fed the industrial firms through migration and urbanization, while breaking up
traditional forms of economic organization in the countryside and in craft activi-
ties. Sombart pointed out that it was not, in fact, only the lowering of incomes in
the countryside and small commercial and artisanal towns that encouraged this
exodus, but also the attractiveness of the individual liberty and urban life style
offered by large cities. The urbanization of the large industrial cities, and of the
metropolises (which had a well developed service and administrative sector as
well as industry) ensured an adequate labor force for the new industries.

However, entrepreneurs were faced with a more complex problem. They found
that they needed to adapt their workers in cultural and vocational (that is, in
technical competencies) terms for factory work. Sombart believed that the Protes-
tant religion helped considerably in this process of adaptation, and retained — in
partial disagreement with Weber — that the Protestant creed was more important
for workers than for entrepreneurs, because it made the “economic education” of
the worker easier, and fostered his commitment to work and discipline. Of course,
this was a particular and limited situation, involving a small range of workers in
certain countries. Moreover, the influence of religious ideas lessened over time for
both workers and entrepreneurs.

Entrepreneurs made recourse to harsh discipline and to economic incentives in
their efforts to bring through cultural and vocational adaptation (using, for exam-
ple, piece-work rates), but above all sought to intervene in the organization of
labour and in recruitment. There was limited availability of qualified workers, which
led to higher labour costs. “It was necessary to change the whole labor process
radically by adapting most of the tasks to the abilities of the large mass ” (1928, vol.
III, p. 430). This led to the decomposition of labor. Complex tasks were broken down
into a set of easier tasks that could be done by less skilled workers. Thus the impor-
tance of specialized workers was reduced and their role in the productive process
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changed, while the number of semi-skilled and unskilled workers increased. The
apportioning of tasks changed the relationship between workers and machines,
attenuating workers’autonomy and ability to influence how work was organized.
It was the machine system, typical of the assembly line,? that instead conditioned
the distribution of competencies through its working procedures. Like Marx,
Sombart clearly perceived that the subordination of the worker to the machine
was becoming established in large-scale modern industry.

However, all this had advantages for the capitalist firm. It allowed labor costs to
be reduced, because the firm could draw on a larger supply of labour; it facilitated
the adaptation and training of workers; and finally, it allowed the application of
new methods of “scientific organization of labor” based on a more rigid planning
of timing and procedures.* The “Taylorist” rationalization of labor, as this was called,
was quite extensive and came to be extended to recruitment. This now involved
more formal procedures aimed at checking the psychological and physical suitabil-
ity of the worker for the duties he would be expected to do (tests, for example,
came to be used on a widespread basis).

Rationalization began to involve not only labor, but also the firm as a whole,
with the formulation of a series of prescriptions, involving general rules to which
firms usually conformed, so as to enhance the profitability of their structures. The
outcome of this process was the depersonalization of the firm. Increasingly, firms
were organized like bureaucracies, with a clear hierarchy of roles and precise proce-
dures governing relations between the different levels and various competencies
within the firm. For example, the tasks of planning which were carried out by
researchers and engineers were clearly separated from the duties of workers. Cit-
ing the automobile-manufacture industrialist, Henry Ford, Sombart noted that
personal and “community” factors now had to be limited as much as possible,
precisely so as make it easier to plan and predict behavior, and thus allow a greater
interchange of individuals between the different roles required in the machine-
firm.

Another aspect of internal rationalization involved the condensation of the firm.
By this, Sombart meant the intensive exploitation of economies of space, materi-
als, and time. What this meant, in practice, was the growing concentration of
machines and men within the firm so as to increase the capacity of production.
Thus, more capital was invested in machines, but there was a correspondingly
greater exploitation of these instruments of production in order to improve yields.
Sombart emphasized, as had Marx, the tendency for productive units to increase
in size. Large concentrated firms could exploit economies of scale to their fullest
extent, producing large quantities of products at a lower cost. This “comes about
more easily the more the products of the firm are standardized ” (1928, vol. III, p.
919). This occurred to a greater extent in sectors where standardized goods were
mass-produced, while smaller firms could still be found in sectors where goods
were less standardized, or demand was lower or more variable.

This brings us to the last aspect of rationalization, consumption. In order to
reduce uncertainty and to make the productive process more stable, it was neces-
sary for firms not only to rationalize the use of labor and internal organization, but
also to influence consumption, controlling the demand for goods in terms both of
quantity and quality, and increasing the production of standardized goods that
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could be produced in series and which allowed the rationalization of the firm to
reach its fullest extent. It is in this context that one may analyze the tendency
towards the homogenization of needs.

Sombart noted that this was, above all, a consequence of economic develop-
ment. Communication had increased, the urban population had grown, and the
consumption possibilities of the intermediate and lower social strata had improved.
These changes in turn led to the breaking down of cultural, traditional and ritual
barriers, which had previously led to demand being more segmented according to
place and social group. In addition, large centers for unified consumption were
established. Some of these were administered by the state (for example, the army,
hospitals, asylums, prisons, etc.) and some privately, such as the large commercial
centers and the large firms themselves in their consumption of goods provided by
other sectors.

However, the tendency towards a standardization of needs was also the result of
conscious action taken by firms. Fashion was the main instrument that they used
towards this end. Without this, a particular good might have had a longer working
life, and there would have been a much wider range of use-goods, as was true in
the first period of capitalism. In that phase, it had in effect been impossible for
firms to control the preferences of consumers, and they had thus been unable to
influence them — as economic analysis had underlined. This was also because firms
were smaller, and had limited control of the market. In the period of full capital-
ism the situation changed. Firms tended to become large in order to exploit econo-
mies of scale and they now controlled supply to a greater extent, enabling them to
“impose” their choices more easily on consumers. Needs, were, however, also in-
fluenced indirectly, through the effects of fashion, particularly in the field of non-
lasting consumer goods (typically, the clothing industry).

Initially limited to social groups of the upper class, fashion tended to become
more generalized and more rapidly diffused under the new life conditions that
went along with urbanization. It became ever more important in the quest to
receive affirmation and social recognition from other individuals, in a context where
older, community ties had become weaker.’ This offered industry new opportuni-
ties, on the one hand accelerating the pace at which new products were intro-
duced (also using new opportunities offered by technology), and on the other
standardizing needs and creating a mass market. This last tendency manifested
itself through the production of lower-quality goods which imitated the elite ver-
sions that fashion demanded, and which were now requested by a larger public of
consumers.

The capitalist rationalization of the economy extended and consolidated with
the greater standardization of needs and the growth of a standardized mass mar-
ket. Large bureaucratized firms dominated the landscape of full capitalism. It was
under these conditions that this economic system reached the apex of its develop-
ment. However, it was, according to Sombart, in the actual process of rationaliza-
tion itself — through which full capitalism had come to dominate — that the seeds
which would lead to its decline were sown. They began to bear fruit after the First
World War. This was the period that has become known, mainly through the
essay by the German sociologist written for the Encyclopedia of the Social Sciences, as
“late capitalism” (Sombart 1929).
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Sombart did not believe that technological development and the growth of fixed
capital would lead to a fall in the rate of profit and growing unemployment, as
predicted by Marx. The introduction of new technologies increased productivity,
which, if it was not eaten up by an increase in wages, would allow profits to in-
crease and be reinvested, which would, in turn, compensate for and absorb the
unemployment created by greater mechanization. Sombart thus believed that un-
employment was conjunctural, generated by the continual reorganization of pro-
ductive processes, and that it would not feed the social forces leading to political
revolution. Moreover, economic systems based on planned economies would increas-
ingly become established, precisely in order to deal with the social problem created
by unemployment, and more generally to better the working conditions of the
lower social classes. These implied a return to greater state intervention in the
economy, a more important role for the cooperative sector and more extended
forms of political regulation of the economy, both directly (through public inter-
vention and legislation) and indirectly (through a more active role for union bar-
gaining over working conditions). This led to a stabilized and regulated capitalism.
For Sombart, the differences between this type of economic system and a rational-
ized socialism were relatively minor. He also believed, like Simmel, Weber, and
Schumpeter, that the most important processes were rationalization and
bureaucratization. Socialism could only accentuate these tendencies, not suppress
them.

These changes would lessen the cyclical fluctuations of the economy and their
social consequences in terms of unemployment. In particular, writing at the be-
ginning of the thirties, Sombart clearly perceived the importance that the new
economic policy (which would later be dubbed Keynesianism, after the British
economist that proposed it) would have on capitalist development. Sombart’s analy-
sis thus concluded with an extraordinarily accurate prediction of the future of
capitalism.



Chapter 3

Capitalism and the Western
Civilization: Max Weber

While Sombart can be seen as an economic sociologist in the strict sense and as
one of the founders of the discipline, Max Weber’s aims were wider, more com-
plex and more ambitious, taking him across the boundaries of economic sociology
into the more general historical sociology of the West. Even though Sombart clearly
understood that the origins of capitalist development could be found in the cul-
tural and institutional features of the West, he did not examine them in any great
detail. Instead, he concentrated his attention on how they had shaped entrepre-
neurship and economic development. Moreover, he attempted to analyze eco-
nomic change, and was in fact able to do so more successfully than his friend and
colleague Max Weber, who died twenty years before him. His area of interest was
thus the transformation of capitalism in the nineteenth century, and at the begin-
ning of the new century. Weber, in contrast, preferred to look backward rather
than forward, given his profound interest in historical phenomena. He wished to
shed light on the complex cultural and institutional conditions that were associ-
ated with the birth of Western capitalism. Therefore, in his work he connected
capitalism to the Western civilization.

1 Research on German Society

As a young man, Max Weber (1864-1920) carried out important research on Ger-
man society. He mainly focused on the transformation of agriculture and agricul-
tural labor during the first half of the 1890s (Weber 1924a, 1970, 1979). In this
same period, he was also asked to work on a governmental committee investigat-
ing the stock exchange, the results of which were published in his essay, The Stock
Exchange, in 1894. These studies were important primarily because they allowed
him to begin to reflect systematically on the origins of capitalism. In other words,
they allowed him to make the transition from the micro-sociological level, more
centered on the German experience, to the macro-sociological research perspec-
tive that characterized his later work on Western capitalism (Bendix 1960).
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Studying agriculture in Eastern Germany, Weber was especially struck by the
tendency of laborers who worked on the great Junker estates to renounce their
status as tenant farmers — where they were tied to their land — to become waged
workers, or even to emigrate. This tendency could not be explained by looking at
their strictly economic motives; tenant farmers, generally speaking, enjoyed better
conditions than waged workers, and those who emigrated were not leaving areas
where there was an oversupply of labor, and lower salaries. Agricultural workers
wished rather to free themselves from their stifling bond of dependency with the
Junkers, notwithstanding the immediate loss of economic security which this would
involve.

The behavior of the operators on the German stock exchange, which Weber
discussed in his study on The Stock Exchange, was likewise inexplicable in the strict
utilitarian terms of economic theory. In this case, it was his comparison of the
German and British stock exchanges that led him to draw these conclusions. The
operators of both exchanges obviously wanted to make as much money as possi-
ble, by playing on the differentials between prices. However, British behavior was
institutionalized through a particular system that prevented the degeneration into
speculation that the stock market made possible. In Great Britain, as in the United
States, stock exchanges were clubs which reserved membership solely for profes-
sional traders. The club governed itself, and decided the principles of admission in
an autonomous fashion. Membership was handed down from one generation to
the next, and if it was bought, the price of the deposit was very high indeed. Thus,
the stock exchange was an “aristocracy of money” which required the observance
of high ethical standards, and had a high level of control over its members. This did
not occur in Germany, where the institutional setting and the values influencing
actors were extremely different, leading to a greater risk of incorrect behavior.
Paradoxically, it was the restricted access to the status of stock exchange operator
that favored the British situation, while the less regulated access in Germany led to
a situation in which the stock exchange resembled the free market.

Weber’s research during the first half of the 1890s raised important theoretical
questions about economic sociology, as well as drawing attention to the crucial
role that must be attributed to non-economic cultural and institutional conditions
in understanding economic behavior. There is a further element worth mention-
ing. While studying German society, Weber was struck by the problem of territo-
rial differences in economic development — not only those within Germany, but
also the contrast between Germany and other countries, especially the Anglo-
Saxon ones. We can hypothesize that it was just in the context of this first body of
research that Weber’s interest in the macro-sociological problem of the origins of
capitalism first matured. Confirmation of this can be found in one of his most
interesting but little known texts, a paper given at the Congress of Arts and Sci-
ences held in 1904 at St. Louis. In this paper, Weber dealt extensively with the
problem of the differences in development within Germany, which he had noticed
when studying its agricultural structure. In South and West Germany, there was a
clear trend towards small land-holding peasants with diversified crops. Instead,
going eastwards, and particularly towards the north-east, larger land holders pre-
dominated with extensive crops of wheat, beetroot, and potatoes.

In order to explain these differences, Weber examined the changes that took
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place at the beginning of the 1800s. When feudal obligations were formally abol-
ished, two distinct paths were taken. In South and West Germany, land ended up
in the hands of the peasants, while in the east it remained in the hands of the land
holders, who began to run their farms with paid labor. But if we look carefully, we
can see that these different outcomes had their origin in a lengthy previous history
that had its origins in the mediaeval era. During this period, conditions in the
south-west strengthened the position of peasants, so that lords preferred to be-
come absentee landlords, collecting rent from their newly emancipated serfs and
various types of revenue from other local trade. In the east, however, this did not
occur, and lords remained directly involved in cultivating the land. The question
is, however, why were the eastern peasants unable to stimulate the sorts of changes
taking place in the south and the west, and which eventually led to small and
medium-sized firms?

In Weber’s view, the answer to this may be found in the important role of the
city in economic development. Urban development was much less extensive in
the east than the south and west, which had significant consequences for the paths
of development in the two areas. Moreover, cities became important not only
because they stimulated the agricultural market, but also because they influenced
one of the key factors in development — entrepreneurship.

Weber’s observations on this issue however had a very important theoretical
implication. If one wanted to study local and regional development, it was not
enough to analyze the natural resources or available capital of different areas to
understand their differences in development, treating entrepreneurial attitudes —
that is, the capacity of actors to combine resources efficiently — as a constant. We-
ber proposed a sociological alternative to this perspective, which he saw as being
more typical of economics, as well as of Marxism. He suggested that entrepre-
neurial activity should not be seen as a constant, but as a variable that depended
on the institutional context in which actors found themselves. He consequently
believed that an appropriate institutional framework was necessary for the sphere
of production, as well as for labor and finance. It was only if these settings could
support the growth of entrepreneurship that economic development could be gen-
erated. Weber’s discovery of entrepreneurship in the course of his research on
German society pushed him to consider the macro-sociological problems of the
origins of capitalism and its territorial development, which would occupy him for
many years to come.

2 The Forming of Entrepreneurship

How do cultural orientations favorable to the growth of entrepreneurship come
into being? Weber suggested it was the influence of the Protestant religion on the
spread of the economic ethic that led to the development of the “capitalist spirit.”
He discussed this ethic in two famous essays. The first, The Protestant Ethic and the
Spirit of Capitalism was originally published in 1904-5, and the second, The Protes-
tant Sects and the Spirit of Capitalism, written after his trip to the United States, was
published in 1906.!

Strangely enough, in the Protestant Ethic, Weber did not draw any explicit link
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between Protestantism and the city, although he noted how, together with the in-
fluence of Protestantism on the spirit of capitalism, “it would also be necessary to
investigate how protestant ascetism was in turn influenced . .. by the totality of
social conditions, especially economic” (Weber [1904-5]) 1998, p. 183). We know
from his later work, and in particular from his General Economic History, that he be-
lieved that the role of the Western city and several social groups within it, such as
merchants and artisans, was particularly important.> Moreover, it is clear that his
attention was already focussed on this when he presented his paper in St. Louis.

2.1 The spirit of capitalism

Weber described the spirit of capitalism as an ideal type, that is, a conceptual tool
based on the analytical accentuation of certain elements of reality (cf. section 5,
ch. 1). He underlined that the spirit of capitalism should not be identified with the
“acquisitive impulse.” Greed for money had always existed and could also be found
in precapitalist societies. Indeed, economic behavior was much less scrupulous in
these settings, because it was not constrained by ethical norms. This did not, how-
ever, lead to the superseding of economic traditionalism, but constituted one of its
typical components. In order to understand the new elements introduced by the
spirit of capitalism, it is thus necessary to define the orientation of economic tradi-
tionalism more clearly in ideal typical terms. It appears to be distinct from two
main points of view.

First, profit was not seen as fully ethically justified; rather, it was tolerated. For
this reason, it was sought primarily through relations with those outside the fam-
ily or the local community, and in relations with foreigners. Second, acquisitive-
ness (the orientation to profit-making) revealed itself in trade, war, piracy, and in
the predatory capitalism, but did not affect the production sphere, which remained
governed by traditional routines. The spirit of capitalism involved profound change
in both of these areas.

1 The search for profit was not only seen as ethically justified, but was even
encouraged. In other words, whereas profit had hitherto been viewed as falling
outside the realms of ethical norms, so that it had at best been tolerated — as the
behavior of the medieval church shows — it was now given a place in society’s
range of values.

2 This orientation was linked to the progressive penetration of the sphere of
production by a search for profit that was tied to the rational accounting of capital
yields. Previously, when acquisitiveness was not ethically constrained, it had re-
vealed itself in commerce with outsiders and in freebooting capitalism; now, how-
ever, it was increasingly found within the rational organization of the productive
process. As a result, the static nature of traditional economics was not only bro-
ken, but there was a revolution in the sphere of production, which was brought
through by private entrepreneurs through the use of their capital.

The “new” entrepreneurs (whom Weber knew directly from his own family
background) modified products, production methods, relations with suppliers and
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the market, in the search to maximize profit. They came from the lower strata of
society and did not have much capital, often relying on loans from relatives. How-
ever, they had one weapon that was essential for prevailing against the resistance
and hostility that their actions met with in traditional economic environments.
This was the “ethical qualities of quite a different sort from those adapted to the
traditionalism of the past” (Weber [1904-5] 1998, p. 69). These qualities fed the
the commitment to his work that was typical of this new economic actor.

For precisely these reasons, Weber concluded by stating that “the question of
the motive forces in the expansion of modern capitalism is not in the first instance
a question of the origin of the capital sums which were available for capital uses,
but, above all, of development of the spirit of capitalism” (Weber [1904-5] 1998,
p- 68). How did this spirit come about? What were its origins?

2.2 The economic ethic of Protestantism

According to Weber, the spread of the capitalist spirit can be seen as an uninten-
tional consequence of the economic ethic of Protestantism, in particular the Cal-
vinist denomination® Rather than suggesting a strong causal link, the German
sociologist aimed to single out the “correlations” between the two phenomena
(Weber, [1904-5] 1998, p. 91).

One of the most important features of Calvinism was its adherence to the idea of
predestination. The world was created by God for his greater glory. Men cannot,
however, understand his divine aims, except for those that he wishes to be known.
In particular, it is impossible to know one’s individual destiny after death. All that
was clear is that some individuals would be saved and some condemned. The elect
were predestined to be saved, and were chosen by God at the moment of creation.
The destiny of these individuals could not be changed, either by actions or by
sacraments. Calvinists denied that the state of grace could be lost or regained through
the sacraments of the Church, in particular through confession and communion.
Moreover, unlike the Lutherans, they did not even believe that individual repent-
ance could lead to salvation in the afterlife.

Weber believed that this brought to its fullest development the “the great his-
toric process on the development of religions, the elimination of the magic from
the world which had become from the old Hebrew prophets and, in conjunction
with the Hellenistic scientific thought, hat repudiated all magical means to salva-
tion as superstition and sin” (Weber [1904] 1998, p. 105). However, in taking this
process to such an extreme, Calvinism led to deep loneliness on the part of the
believer. Nobody could help him gain salvation — neither Church, nor priest, nor
sacrament. This clearly led to great psychological anguish for the faithful. One
might have predicted that they would develop a tendency towards fatalism and
passivity, given the impossibility of changing their individual destiny. This led to a
paradox that interested Weber greatly — why did an orientation towards action
and innovation develop in the economic field, rather than fatalism?

To answer this, he examined two pieces of advice that were given to the Calvin-
ist believer by ministers. First, they were to think of themselves as being among
the elect and to reject any doubts they might have, treating these as temptations.
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Second, they were encouraged to view commitment to work as the principal means
of reinforcing their faith that they were indeed among the chosen few. In other
words, they were encouraged to follow their vocation committing themselves to
professional activities because this was the will of God. One can now understand
how the creed of Calvinism favored the spirit of capitalism as an unintentional
consequence. The idea of predestination generated distress and a psychological
need for reassurance. In addition, the believer was obliged to behave as though he
was elected and to work hard and rigorously in his chosen profession. Success in
one’s chosen field was thus interpreted as a sign of election and this led the be-
liever to work even harder in order to maintain and reinforce this condition.

However, the spirit of capitalism did not only involve the search for profit as an
ethical duty, but also a commitment to the productive use of capital and a con-
demnation of luxury goods and pleasures. This second motivational component
too could be found in Calvinism, which condemned “the pursuit of riches for their
own sake. For wealth in itself was a temptation” ([1904-5] 1998, p. 172). In other
words, Calvinism condemned the use of wealth to satisty material pleasures; dis-
couraged consumption, particularly of luxuries, and attacked material goods more
generally. This combination of a driving force towards hard work, and the restric-
tion of consumption was an orientation towards economic activity that encour-
aged “accumulation of capital through ascetic compulsion to save” ([1904-5] 1998,
p. 172).

Having set out this picture of the relations between the Protestant ethic and the
capitalist spirit, Weber integrated it with some further observations that can be
found in his essay on The Protestant Sects ([1906] 1991). While in the United States,
Weber had found consistent signs of the influence of the Protestant sects in the
wealthy associative networks that characterized American society. However, he
underlined the profound difference in individual behavior that derived from being
a member of a church as opposed to a sect. In the first case, corresponding to the
historical experience of the Catholic Church, one saw an association that adminis-
tered grace (that is, access to religious goods guaranteeing salvation) where com-
pulsory obligations fell on everybody. The sect was instead a voluntary association
that grouped together those individuals whose behavior enabled them to be ac-
cepted from the ethical-religious point of view. In other words, while one was
born into the church, one was admitted into a sect. In order to be made a member,
one had to show that one abided by certain norms, and, once admitted, one’s
ethical-religious suitability had to be confirmed through successive behavior.

In addition, reflecting on the American situation, Weber noted how exclusion
from a sect could involve economic penalties for single actors, because it implied a
lack of trustworthiness that could, for example, make it harder to obtain credit.
There was also therefore a material interest in maintaining ethically appropriate
behavior, and this became increasingly important as the original religious
motivations weakened.

It would seem from what has been said above that sects were organizational forms
that tended to stimulate a more rigorous and coherent style of behavior than could
be seen in the Church. This, together with the ethical rationalization of behavior
promoted by the Protestant faith (with its ideas of predestination and vocation and
commitment to work), means that one must consider the analogous impetus de-
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riving from the particular way that the Protestant sects are organized. “Both as-
pects were mutually supplementary and operated in the same direction: they helped
to deliver the spirit of modern capitalism, its specific ethos, the ethos of the modern
bourgeois middle class ” (Weber [1920-1] 1991, p. 321).

Weber thus demonstrated an “elective affinity” between the Protestant ethic
and the spirit of capitalism. This choice of words showed that Weber was aware
that he had not genuinely demonstrated a causal relationship between the two
phenomena. Making this connection would, for example, have required a more
thorough attempt to verify the correlation between Protestantism and the spread
of capitalism at the territorial level, or to investigate the effective influence of reli-
gious belief on the behavior of particular entrepreneurs (Poggi 1983). Weber’s
thesis of the role of Protestantism in the development of capitalism was, however,
the subject of heated debate from its first publication. As it transpired, his critics
frequently misinterpreted his position, and, in particular, suggested that his expla-
nation of capitalism was founded exclusively on the influence of Protestantism.*
In response, in the later editions of Ethic, Weber pointed out that research on the
origins of the capitalist spirit was not the same as research on its causes, which
were much more complex: “we have no intention whatever of maintaining such a
foolish and doctrinaire thesis as the spirit of capitalism . . . could only have arisen
as the result of certain effects of the Reformation, or even that capitalism as an
economic system is a creation of the Reformation” ([1904-5] 1998, p. 91). Indeed,
it was precisely his awareness of the need for — and current insufficiency of — an
investigation of the capitalist spirit that pushed him into widening the framework
of his research, taking account of the other contemporaneous institutional factors
that, together with the capitalist spirit, favored the development of the capitalist
economic system. It was in this framework that the relations of Protestantism and
the city in their mutual influence on capitalist enterprise came to be better clari-
fied.

3 Origins and Features of Modern Capitalism
3.1 The definition of modern capitalism

The first problem that must be addressed, if one wishes to understand the trajec-
tory of Weber’s research, is how he characterized “modern capitalism.” Since this
was his dependent variable, it is clearly important to know how he defined it. He
treated this point in several works, but the most precise of his definitions can be
tound in Economy and Society (especially in ch. 2, vol. II) and in General Economic
History (in particular in chapter 4). By referring to these sources it is possible to
reconstruct his concept of modern capitalism as follows. It is, then, a form of eco-
nomic organization where needs are satisfied by private firms that produce goods for the
market on the basis capital accounting (calculating the profitability of capital), and which
make use of formally free waged labor. This definition contained three important fea-
tures that enabled Weber to distinguish modern capitalism from both non-capital-
ist economic organizational forms and other types of capitalism.

The first dimension involved the satisfaction of needs through the market. This al-
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lowed modern capitalism to be differentiated from the “budgetary management,”
in which the production or exchange of goods on the part of a budgetary unit — for
example, a household or a tribe — was oriented mainly to its own consumption. In
addition, the extent to which production was oriented to the market distinguished
modern capitalism from other forms of capitalism that had existed historically (as
in the West during the Middle Ages, or in Asia), where the satisfaction of needs
through the market remained limited.

The other two dimensions allowed modern capitalism to be distinguished from
other traditional forms. First of all, accounting was very highly developed thanks
to bookkeeping and organizational devices, such as the rational keeping of ac-
counts and the legal separation between the firm and the entrepreneur’s family
wealth. This rationalization of capital accounting was, according to Weber, favored
by a third condition that was not to be found in either the household economy or
traditional capitalism — the rational organization of formally free waged labor.

Weber did not believe that the search for profit was only found in modern capi-
talism. It had, according to him, always existed, as had the calculation of the prof-
itability of capital. What was distinctive about modern capitalism was that this
search not only involved a type of accounting that was more systematic and ra-
tional than had previously been possible in forms of traditional capitalism, but —
above all - it was concentrated in the sphere of production for the market, em-
ploying waged labor. Vice versa, the traditional forms showed themselves in the
commerce of goods and credit (particularly with foreigners), when they were ori-
ented by profit opportunities supplied by the market (economic opportunities), or
when they were concentrated in activities exploiting political opportunities.

For Weber, commerce and credit excepted, traditional forms were usually of the
political type, that is to say, they were based on the use of force, as in the case of
predatory and freebooting capitalism (wars, piracy, etc.), or the use of resources
that were politically guaranteed. These usually involved the state (as in tax farm-
ing, the acquisition of public offices by private buyers, monopolies of colonial com-
merce granted by the state, etc.). Corresponding to the distinction between economic
capitalism and political capitalism was the distinction between economic and political
entrepreneurship.

Weber discussed these two concepts in Economy and Society (Weber [1922] 1978,

Table 3.1 Economic and political capitalism

Sphere of exchange Sphere of production
War and predatory Industrial capitalism
capitalism. Piracy with slave labor

Political resources
Colonial and fiscal

capitalism
Economic resources  Commercial, credit, and Industrial capitalism
financial capitalism. Usury with formally free labor

Source: Schluchter (1980).
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vol. I, p. 91 and 164-5) and General Economic History (Weber [1958b] 1987, pp.
333-4). He defined entrepreneurial action as “activity which is oriented at least in
part to opportunities of profit-making” (Weber [1922] 1978, p. 90). It aimed at
increasing the actor’s (here the entrepreneur’s) power of disposition over certain
goods, that s, it had an acquisitive orientation that was realized through the search
for profit and capital accounting. However, acquisitiveness could be expressed in
two different directions. There was the economic entrepreneurship oriented to-
wards the profit-making opportunities on the market, or the political type, as de-
scribed above.

In conclusion, Weber had both an extensive concept of capitalism, which in-
cluded both traditional and modern forms, and a more limited one including the
economic, commercial-credit and industrial types. However, the most truly dis-
tinctive feature of modern capitalism was industrial capitalism (Schluchter 1980,
ch. 2). This form exploited the opportunities for profit arising from the market for
goods, through activities that were located in the sphere of production, and not
only the sphere of circulation (commercial and financial capitalism). Weber was in
agreement with Marx in his assertion that modern capitalism could not exist with-
out the working classes. The appropriation of the means of production by capital-
ists and the formation of waged labor were the preliminary and essential stages of
this form of economic organization, and they defined an entire “economic epoch”
([1958b] 1987, p. 276).°

This enables us to understand Weber’s research problem more clearly: his aim
was to elucidate the distinctiveness of Western historical development from devel-
opment in other parts of the world that had seen freebooting, war or political and
commercial capitalism, but not modern capitalism, which was the prerogative of the
West. This explains why his research strategy was based on a powerful comparative
investigation, which aimed to single out crucial causal factors, isolating those which
were present in the Western experience and which were absent elsewhere, or present
only in part. He began this project after finishing his studies on Protestantism; it was
carried out in a series of essays published between 1915 and 1919 — Confucianism and
Taoism (1951), Hinduism and Buddhism (1958a), and Ancient Judaism (1952). These
were collected together with his studies on Protestantism and published in 1920-1
as Gesammelte Aufsdtze zur Religionsoziologie (Sociology of Religion). All this work came
to an abrupt end with his early death. His General Economic History — based on the
lectures he gave in Munich shortly before his death in June 1920 - set out his last
comments on the more strictly economic implications of his research. This work was
a synthesis, enlivened for didactic reasons by wide-ranging historical examples, which
attempted to synthesize his theory on capitalism (Collins 1980). In addition, the
theory of capitalist development was treated more briefly (particularly in chapter 4)
than in the more analytical and extended form of Economy and Society, which is a
long, complex, and difficult theoretical treatise.

Before proceeding to the reconstruction of the more mature formulation of
Weber’s theory, I will first discuss a series of conditions of modern capitalism that
are listed at the beginning of chapter 4 in the General Economic History.® These are a
series of conditions that allow the satisfaction of needs by private firms operating
on the basis of capital accounting, and producing for the market with fixed capital
and a free work force.
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1 The first condition was that the appropriation of the means of production by the
entrepreneur. Private ownership of the means of production, and a lack of con-
straints on their commercial use were, for Weber, fundamental conditions for capital
accounting and decisions about investment on the basis of the opportunities of-
fered by the market.

2 This shows us that the mode through which capitalism satisfies needs presup-
poses a market. It further requires the freedom of the market, which is to say that
there should be no cultural or political constraints on the consumption of particu-
lar goods. These are the possibility conditions of a market that is large enough that
one can base capital accounting and investment on it. Moreover, the freedom of
the market was not only necessary for the goods market, but also for the market of
factors of production (land, capital, and labor). Capital accounting was possible
only when the reallocation of productive factors on the basis of market opportuni-
ties was not impeded.

3 The existence of a free labor force was thus an essential component of modern
capitalism, as opposed to forms of organization based on slaves or servants. This
was because it allowed the cost of labor necessary for certain investments to be
worked out precisely in advance and thus reduced fixed costs.

4 Another condition was rational technology, particularly the availability of me-
chanical technology that allowed the cost of making goods to be calculated
exactly. In addition, it allowed costs to be lowered, and thus the production of
mass consumption goods, which was an essential component of modern capi-
talism.

5 The commercialization of the economy was the condition involving the availability
of legal tools such as limited liability companies and letters of credit. On the one
hand, these facilitated the separation of family wealth from firm wealth (enabling
the accounting of the firm to be more rational). On the other, they eased the
transferability of capital and made possible a more rational link between savings
and investment, this last being helped by the stock exchange.

6 Finally, the satisfaction of needs through capitalism presupposed that economic
transactions were guaranteed by a legal order that reduced risks and gave greater
predictability to relations between private actors, as well as with the public admin-
istration. Thus, it was important for the state to underwrite a rational legal system,
and render the law calculable.

It needs to be remembered that for Weber these preconditions were ideal types. He
was well aware that such conditions were never completely fulfilled, and, pre-
cisely because of this, he was able to show the limits of the empirical validity of
neoclassical economic theory, for which all of these conditions had to apply fully,
if its analytical models were to work. For Weber, they were simply an instrument
by which one might gauge the distance between actual economies and the ideal
type of capitalist market economy in its initial stages. Thus Weber was able to
explain more fully why modern capitalism was a typically Western phenomenon
(and also why, within the West, the phenomenon manifested itself to varying
degrees).
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3.2 The conditions of modern capitalism

Why did the specifics of modern capitalism become established in the West? The
conceptual scheme adopted by Weber to explain the origins of modern capitalism
highlighted a set of conditions that he considered as being specifically Western, in
that they could only be identified in this territorial area (or, at any rate, they were
stronger here than in other places). He also discussed some other complementary
factors that were not necessarily unique to the West, but that he did not attribute
a decisive role to. Four conditions were mentioned in particular ([1958b] 1987,
pp- 307-8): wars, colonial conquests and the influx of precious metals, the supply
of luxury goods to courts, and favorable geographical conditions. There were two
sets of conditions, found in the West, that played a role of primary importance
([1958b] 1987, pp. 313-14). Cultural conditions included the influence of the eco-
nomic ethic on the religious background of the entrepreneur. Institutional condi-
tions involved three main factors: the Western city, the rational state and rational
science. It should be noted that both cultural and institutional factors (city, state,
and science) were in reality conditioned by some religious factors, in particular by
the influence of ethical prophecy on Western rationalization. However, the two groups
of variables were linked to the Western religious tradition in different ways. Reli-
gion influenced modern capitalism both directly — through the formation of the
economic ethic — and indirectly — through its contribution to the emergence of
institutional conditions (city, state, and science). These last, however, acquired an
independent causal relevance for capitalist development that cannot be reduced to
religion.

Let us first examine the cultural conditions, which center around the economic
ethic. Weber had first explored this factor when he was studying Protestantism,
elucidating the relationships between the Protestant ethic and the spirit of capital-
ism. His later studies on the sociology of comparative religion integrated these
insights and redefined his initial perspective along various lines.”

All economic ethics had been characterized for a long period by traditionalism,
that is, by productive and commercial practices handed down over the ages. Clearly,
the sacred character of tradition was usually reinforced by the material interests of
those who would have been affected by economic innovation (princes, bureau-
crats, landowners, merchants, etc.). However, resistance to change was greatly
reinforced by the legitimacy that magic conferred on tradition. Where there was a
general belief that the world was dominated by supernatural powers, any innova-
tion might be discouraged by fear of how the spirits might react. This began to
change as primitive, fragmented societies were displaced, and the world religions
emerged in large bureaucratic empires (such as China and India), or in city-states
or small states (as in Greece and Palestine). These changes became especially marked
from the fifth century Bc on, with Confucianism, Buddhism, Greek ethical phi-
losophy, Judaism, and later on, Catholicism.

One fundamental consequence of this change was an increasing separation be-
tween the natural and supernatural worlds. Individual destiny was no longer sub-
ject to the whims of the spirits, who had to be appeased with magical rites, but
now seemed to depend on people’s capacity to conform to the moral obligations
imposed by the divinities living in the supernatural world. It is clear that, in this
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context, salvation in the hereafter — for example, as in the Christian paradise —
became extremely important in motivating earthly behavior and rationalizing the
conduct of life. How did this change take place? “In all times there has been but
one means of breaking down the power of magic and establishing a rational con-
duct of life: this means is great rational prophecy” (Weber [1958b] 1987, p. 362).
The founders of the new religions were prophets — charismatic figures with ex-
traordinary personal qualities, like Zarathustra, Jesus, and Mohammed. They
preached the need to obey certain divine commands and put new religious doc-
trines in place, attracting the consensus of the masses (Weber [1922] 1978, vol. I,
p- 440).

The great religions had two important consequences. First, they contributed to
reducing the influence of magic (disenchantment), thus creating the conditions for a
rational explanation of the natural world on the basis of which science and tech-
nology could grow. Second, they were more universal than the primitive religions
with their magical connotations. These last were restricted to particular social groups,
the family, tribe and ethnic group. Each of these had its own divinities. The uni-
versal religions tended to monopolize relations with the divinity, claiming their
own forms as the only one worthy of veneration; they therefore had a universalistic
claim that lead them to cover a wider area of social solidarity than had been found
in the fragmented cults that preceded them. This had important economic implica-
tions, because it affected the possibility of overcoming ethical dualism.

Economic relations within traditionalism were characterized by a twofold mo-
rality. This consisted of an internal ethic, applying to members of the family, kinship
group, and the tribe, that is, to all those who belonged to the same religious group.
It excluded the pursuit of profit and was based on reciprocity, fraternal help, and
free credit. The external ethic, for those who were outside the primary circle of
solidarity, where religious sanctions applied, permitted one to seek profit in eco-
nomic transactions without any ethical constraints. We know that Weber did not
believe that modern capitalism could develop without overcoming the ethical du-
alism typical of traditionalism. In order for this to occur, the search for profit would
have to be ethically constrained and the area of relations where it was so con-
strained would have to expand.

Not all these new religions contributed in the same degree to the reduction of
the influence of magic and ethical dualism. This can be seen in the fact that there
were two essential types of prophecy: exemplary and ethical. In the first case the
prophet did not present himself as a mediator of God, but showed the way to
salvation through examples and did not expect the masses to obey him. A typical
example of this was the prophet Buddha in India. He showed through example
that whoever wanted to be saved had to leave their worldly affairs and dedicate
themselves to the contemplative life. This would, however, be the result of a free
choice: not everyone had to go to Nirvana after dying. This meant that only re-
stricted groups of religiously qualified intellectuals followed this path, becoming
monks and hermits, while the masses remained under the sway of magic and
traditionalism. Ethical prophecy moved along different lines, and was typical of
Judaism and Christianity. In this case, the prophet claimed that he had been sent
by God to preach the commandments, and he asked that everyone — intellectuals
and the masses alike — be obedient as a moral duty. Only by conforming to the
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prescribed ethic could they gain salvation in the afterlife.

Weber thus made an extremely important distinction between the great univer-
sal religions prevailing in India and China, where the ethical prophecy had not
taken root, and the Hebrew-Christian tradition, in which environment it had mainly
developed. The first group made a more limited contribution to disenchantment
and the overcoming of ethical dualism. In India, exemplary prophecy took root,
involving the intellectual elites and encouraging them to disengage from active
life, leaving the masses subject to magic and the paralyzing effects of the caste
system. According to the Hindu system of reincarnation, only scrupulous respect
to the obligations of caste, which discouraged economic innovation, allowed indi-
viduals to be reborn in a better position. In China, there was no real prophecy.
Confucianism was not a religion of redemption that foresaw salvation in the after-
life. It was essentially a set of ethical precepts that prescribed behavior well adapted
to respect tradition, leaving intact a set of magical beliefs, all of which discouraged
the rationalization of economic behavior. In his discussion of the development of
these religions, Weber highlighted how this was also sustained by the interests of
particular actors and groups, such as the emperor and his functionaries (the man-
darins) in China, and princes and priests (brahamini) in India, as well as others.
However, he underlined that religion could not be reduced to a mere ideology or
the reflection of the interests of those social strata that usually supported it. In
other words, he believed that religious ideas acquired a specific autonomy that
sometimes might influence the behavior of social groups and economic develop-
ment (Weber 1915-16).

It was in Israel that the ethical prophecy took root. The prophets required obedi-
ence in the name of a transcendent God, and they interpreted the good and bad
luck of people as dependent on faithfulness to a divinity that was presented as the
God of Israel. This meant, according to Weber, that the rationalization of behavior
and overcoming of magic, as products of ethical prophecy, went together with
ethical dualism. And it was for this reason that he criticized Sombart’s thesis on
the role of the Jews in the development of modern capitalism ([1958b] 1987, pp.
358-60). After their dispersion to various countries, they became a pariah people,
situated beyond the pale of the political community. This effectively pushed them
into practicing economic activities, but on a rigidly traditional basis. This commer-
cial and financial activity (credit, lending, etc.) was with private individuals and
the state, that is, with outsiders, but it did not involve the developing of the ethi-
cally constrained capitalist spirit that stood at the base of modern capitalism, and
in particular of industrial capitalism.

For Weber, Judaism’s contribution to modern capitalism was important but more
indirect, and should be sought in the beginnings of the tradition of ethical proph-
ecy on which Jesus’ preaching would subsequently be based. In other words, he
was a prophet fighting against the Jewish clergy, which served its own economic
and political interests, and he preached universal brotherhood - all men were
brothers in the sense that they were the children of God. In this way, the new
prophet broke the boundaries restricting the Jewish religious identity, and he laid
the foundations of a future universal ethic. The Christian religion was thus able to
spread over and unify the Western world.

However, both magic and ethical dualism were limited even further by the Catho-
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lic Church. Christ’s charisma was institutionalized within this — not as a personal
characteristic but on the basis of particular initiation rights that allowed the prac-
tice of certain functions, that is, through the work of the clergy. As we have seen,
the Church portrayed itself as the administrator of the blessings of salvation. By
means of the sacraments, and in particular confession and communion, it allowed
the faithful to regain the state of grace that they had lost through sinning. Weber
believed that the influence of magical instruments tended to persist in these ritu-
als, weakening individual responsibility and the rationalization of conduct. At the
same time, the Church maintained a differentiation between its ethic of religious
virtuosi and its ethic of the masses, and this led to a form, however weakened, of
ethical dualism. During the medieval times, the distinction between cloistered re-
ligious and the faithful was clear. The former incarnated the ethic of religious
virtuosi, and came closest to the religious precepts. This experience was not pre-
scribed for the faithful masses, although it was presented as an ideal of life to
which they could aspire. In this sense, then, no break representing the exemplary
prophecy took place, although a different intensification of the process of ration-
alization of behavior did occur. This was most advanced in the monastic commu-
nities, where it also led to important developments at the level of economic
organization. Such phenomena were, however, limited by the fact that the mo-
nastic experience was basically oriented towards an other-worldly asceticism, a com-
mitment that went beyond active life and the world. At the same time, the forces
pushing the mass of the faithful towards the rationalization of behavior was rather
more contained.

In Weber’s opinion, it was only with the Reformation that these limits were
overcome. The use of magical means to gain grace (sacraments) was overcome,
especially in Calvinism. The process of disenchantment reached its climax, with
important effects for the rationalization of behavior and the personality. In the
same period, the residual distinction between the ethic of religious virtuosi and
the masses was left behind. The ideal of external asceticism replaced that of inner-
worldly asceticism, leading to the active use of the world as an instrument to realize
religious precepts. Weber did not, however, restate the idea of predestination as a
specific intermediating factor in the formation of the capitalist spirit. In his General
Economic History, he insisted instead on the idea of vocation as commitment to
work and professional activity, and on the role of the sects as a form of religious
organization that stimulated the formation of orientations towards production and
consumption which were favorable to the capitalist spirit. But the new economic
ethic was only one element, albeit an important one, of those contributing to the
formation of entrepreneurship. One needed additionally to consider the advent of
the urban bourgeoisie as a social strata that provided a favorable basis for the growth
of capitalist entrepreneurship.

The Western city

Weber saw the Western city as having a peculiar characteristic that was already
present in the Greek polis, but which became more pronounced in the communes
of medieval Europe. It was only in this context that it began to function as an
unitary political community, which is to say that it affirmed a specific right to
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citizenship, according to which the inhabitants of a city had their own courts and
political authorities, and participated as individuals in choosing the officials of these
bodies in some fashion ([1958b] 1987, p. 318). This did not happen outside the
West, or at least only to a limited extent and in the short term, since cities, al-
though normally seats of commerce and industry, always continued to depend on
a landed noble or prince, who held political power. The city’s inhabitants had
never enjoyed any specific rights as inhabitants.

The reasons for the specificity of the Western city — which had important effects
for the development of the rational state as well as for capitalism — lay above all in
its political nature. They were linked to the revolutionary character that the for-
mation of the city, as ideal-type, had in its original form. At its base lay the sworn
association (coniuratio) which sought to capture political power. Thus, in both the
Greek city-state and the medieval commune, an armed brotherhood sought to
usurp political (although this was a very gradual process in many cases, and was
based on concessions and privileges given by princes and landed nobles). There
were two main causes for this process, which distinguishes the Western experi-
ence. The first was politico-military — even if it was also affected by economic
factors — and the second was religious.
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Western cities were characterized militarily by a defense association, constituted
by all those who were able to use arms and to see to their own training and equip-
ping for the conduct of war. This was not the case in other places, where military
organization was instead usually structured vertically. It was, in other words, struc-
tured around a prince who provided arms and victuals. In this case, “the develop-
ment of the city was prevented by the fact, that the army of the prince is older than
the city” ([1958b] 1987, p. 320). It was thus the fragility of the larger political units
that favored the development of cities as autonomous entities in the West, while
the opposite happened in the East. This difference, according to Weber, could also
be attributed to economic conditions. For example, in China and in Egypt, the
need to manage water for agricultural irrigation led to the early creation of large-
scale political-administrative units which were able to address problems through
their centralized bureaucracy (further down, we shall see how this same phenom-
enon discouraged feudalism in the East, with important economic consequences).

The second factor favoring the formation of the Western city was religion. Chris-
tianity had led to the end of the ethical dualism characterizing the experiences in
other parts of the world. The very possibility of creating an union to found a city,
which was born from a specific right of citizenship and allowed non-traditional
forms of economic cooperation to develop, necessitated that the barriers to social
relations be broken down. Such barriers dominated where the inhabitants of the
city belonged to tribes, races, or castes which had their particular cults, while “for
its very nature the Christian congregation was a religious association of individual
believers, not a ritual association of clans” ([1922] 1978, vol. II, p. 1297). This was
why medieval communes had a city Church, a patron saint, and religious festi-
vals.

What consequences did the Western city have in creating the conditions for
modern capitalism? In fact, it affected all these conditions, both directly (as through
the widening of the market and commercialization, the freeing of the labor force,
and the appropriation of the means of production by the entrepreneur) and indi-
rectly ( its links with the formation of the rational state, and of science, and thus
through the contribution of these factors to rational law and rational technology).

The Western medieval city — as an autonomous political community — had to
find its own means of subsistence, as it was unable to count on the redistribution
of military or administrative resources found in the non-Western city. In addition,
the breaking of ethical dualism and the overcoming of the constraints of race and
caste were expressed in the legal status of free citizenship. Weber reminded his
readers of the German saying “Stadtluft macht frei” (the city air makes free) ([1922]
1978, p. 1239). This also helped encourage the undertaking of economic activities,
which were no longer hindered by the traditionalism or the persistence of magic
that was still characteristic of non-Western cities. This is why the Western city
could to orient itself towards commercial and productive activities preparing the
way for a rational capitalism that sought to exploit market opportunities, rather
than traditional political and military capitalism ([1958b] 1987, pp. 333-4).

The first important contribution of the city to the conditions of capitalism in-
volved the widening of the market. This took place initially through the developing of
trade — a process that was typical of the economic life of cities as they became au-
tonomous political communities. In order to increase their ability to sustain them-
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selves, they had to enlarge their traffic and exchanges. However, in order to pursue
this aim, medieval cities were soon forced to experiment with new instruments that
led to the commercialization of economic life (as Weber illustrated in chapter 3 of his
General Economic History). For example, the need to reduce the risks of long-term
commerce led to the birth of the associative form of the commenda, but this also
drove a rationalization of accounting techniques and encouraged a separation of
family property from the property of the firm. These developments facilitated capital
accounting in their turn. In addition, more sophisticated commercial instruments,
such as the letter of exchange, helped create forms of credit organization for firms
and therefore a type of banking activity that was exclusive to the Western experi-
ence, and which would, in fact, be important for modern capitalism.

The urban, commercial and artisanal bourgeoisie that developed in consequence,
came into conflict with the original economic organization of the countryside,
which was based on land holders with peasants in servitude and a form of produc-
tion that was predominantly geared to the domestic economy and self-consump-
tion (feudal structures). The conflict was mainly based on the fact that the urban
classes “promoted the weakening or dissolution of the manor because it limited
their own market opportunities” ([1958b] 1987, p. 94). In addition, it was later in
the cities” interests to free peasants from their feudal obligations not only to increase
the market for their products and guarantee a more secure source of supply of
agricultural goods, but also to find a workforce for domestic work entrusted to
them by urban merchant-entrepreneurs. Finally, wealthier urban groups had an
interest in investing their capital in agricultural land, also for reasons of prestige,
and thus in freeing the land from feudal bonds, making it saleable on the market.

However, the city also contributed to the liberation of land and labor and to the
widening of the market in a more indirect fashion. In an economic context stimu-
lated by activities and trade promoted by the city, landholders were obliged to take
any opportunities that presented themselves to rationalize their holdings in a capi-
talist direction. This led to a process of expropriation of the peasants. The classic
example of this took place in Britain, while in Prussia, Eastern Europe, and Russia
the peasants were more extensively exploited until feudal services were abolished.
Another example was the case of freeholder peasants, as in South-East Germany
and other parts of southern Europe, where landholders initially used their prop-
erty as a source of income.

To understand the different pattern of evolution in other parts of the world, it
should be remembered that the existence of large and centralized political units,
necessary for the problems of water regulation, discouraged the formation of cities
for military reasons, and, as a result, modern capitalism, too. This was all the more
reinforced because feudalism, which had only taken root in the West because of
the fragility of state structures after the fall of the Roman Empire, was blocked
elsewhere. Apart from the West, the only place where a similar system became
established was Japan. In the large bureaucratic empires, such as Egypt and Meso-
potamia, or China with its Mandarins, a bureaucratic system of functionaries who
were dependent on the sovereign prevailed. When the monetary economy devel-
oped, the difficulty of collecting taxes sometimes led this civil or military bureauc-
racy to take on a more feudal character, particularly in the East, where a landed
nobility collected tributes in return for a particular territory (as seen in India or



CAPITALISM AND THE WESTERN CIVILIZATION 71

Turkey). This “service feudalism” was almost entirely rooted in fiscal measures
that could in principle be revoked by the sovereign, on whom the beneficiary
remained dependent. This differed from Western feudalism, which was specifi-
cally contractual in nature, with territorial concessions being made in exchange
for military services, usually offered by knights who could equip themselves for
battle. It thus presupposed the military fragility of the state structure, as well as
reciprocal obligations of fealty between the sovereign and the liege-lords.®

These differences between prebendal feudalism and patrimonial bureaucracy,
on the one hand, and the specifically Western form of contractual feudalism, on
the other, had important implications for the political and economic systems. The
first have already been discussed. It was on the terrain of contractual feudalism
that — in many varied shapes and forms — a landed aristocracy with relatively au-
tonomous powers over its land began to develop. While it was true that feudal
services hindered capitalism, Weber noted that the greater stability of the legal
system and patrimonial rights favored a slow emergence of bourgeois attitudes
([1922] 1978, vol. 11, pp. 1099-100). This occurred through the capitalistic man-
agement of lordly holdings, particularly where the city had helped to widen the
market and to create new economic opportunities. The opposite was true of
patrimonial bureaucracy and fiscal and prebendal feudalism, typical of Eastern
cities, which were more favorable to political capitalism. In this case, the aristoc-
racy was more dependent on the power of a king or an emperor and less rooted in
the fiefs, therefore it did not break with the traditionalism of forms of agricultural
organization based on the village economy. Western feudalism also had important
political implications which will be examined below. These were bound up with
the inheritance that feudal contractualism left to the Western state, which encour-
aged the evolution of the constitutional state (Rechtstaat) and limited the arbitrary
power of the sovereign ([1922] 1978, vol. II, pp. 1036-7).

Up to this point we have discussed the ways in which the city influenced the
market and commercialization, and the liberation of the labor force from the land
— which in this case went together with the character of the Western landholding
aristocracy. We now turn to another important condition for modern capitalism:
the appropriation of the means of production by the entrepreneur. Weber discussed this in
chapter 2 of his General Economic History, which he devoted to forms of organiza-
tion of industrial activity. The starting point of this process can be identified as the
progressive weakening of the corporations, on which the economic life of mediae-
val cities was based. The corporatist spirit was closely linked to the community
spirit typically found when cities came into being, and their members had to strug-
gle — either through revolution or providing compensation — to gain the privileges
that were conceded by those who hold power, in order to carry out certain activi-
ties. The corporation, or guild, was a regulative organization that “endeavored by
every conceivable means to provide equality of opportunity for all guild members”
([1958b] 1987, p. 138). The processes of production, organization of labor, and
relations with the market were all regulated in this way.

However, towards the end of the medieval period, processes of differentiation
began to appear both within and between the different corporations. In some guilds,
individual artisans became merchant-entrepreneurs, giving work to others, while
in other cases, some guilds became oriented towards commerce and compelled
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others into their service. Control over the purchase of raw materials and market
relations took on strategic value and affected the process of differentiation. Thus,
the figure of the merchant-entrepreneur putting out domestic labor, also to peas-
ants, for example, in weaving (Verlagssystem), came into being. In this phenom-
enon, which manifested itself in different ways across Europe, one may see one of
the first signs of the process of appropriation of the means of production by the
entrepreneur. However, this was still at an embryonic stage because of the low
intensity of fixed capital, even if the merchant-entrepreneur managed to provide
home workers (for example, weavers) with the raw materials and the production
instruments. In any event, this last stage was seen only in the Western case. The
caste system in India and the hereditary system in China impeded the develop-
ment of home working. In addition, the lack of free labor, and magical thinking
and traditionalism were very potent obstacles.

Before moving on to the next stage — the emergence of fixed capital and rational
organization of free labor — I shall discuss the other conditions, than the city, that
modern capitalism required. Of particular importance was rational technological know!-
edge. This was in turn tied to the development of rational science in the West. The
most important factor of the disenchantment characterizing the Jewish—Christian
tradition was, for Weber, the planting of the seed of scientific thought, although
this did involve some conflict. The institutions in which it developed, such as uni-
versities, were initially supported by city policy, and then by national state policy.
Furthermore, the more innovative approach of the West to economic activity,
already apparent in precapitalist times, was important in stimulating technology,
and would later be encouraged by the important legal instrument of the patent.

In this regard, Weber particularly focused his attention on mining activities and
the stimulus provided by the need to pump water out of mine-holes, which led to
the discovery of the steam engine ([1958b] 1987, pp. 190-1). The full exploitation
of fossil fuels made it possible to use iron as a primary input, and the coupling of
coal with iron was essential for mechanization. This last phenomenon had two
important effects on modern capitalism. First, it encouraged mass production at a
lower cost, through that “democratization of luxury” that Weber considered as a
“crucial direction of capitalistic production” ([1958b] 1987, p. 309), because it
allowed the risks connected to the immobility of fixed capital to be alleviated.
Second, mechanization allowed a rationalization of capital accounting with regard
to the costs of manufacture.

The state and rational law

The final condition of modern capitalism was rational law. According to Weber, this
made the law calculable; in other words, it made relations between actors involved
in economic activities and the public administration much more predictable. This
was extremely important, particularly with regard to the possibility of undertaking
activities requiring a strong investment in fixed capital. This condition initially emerged
in the West, and was the product of a rational state that had two essential features.
The first was that it was based on a legal system that regulated the modalities of
access to political power and of its exercise; in other words, a special body of func-
tionaries whose recruitment and activity was regulated by law. In this manner the
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ideal type of rational state differed from the patrimonial type ([1922] 1978, vol. II,
ch. 9), more typical of the East, where political power was a private possession of the
lord and functionaries were his personal dependents. These new features of the
Western state came into being through a slow process of rationalization, which was
particularly clearly described in Economy and Society, while it was treated only briefly
in General Economic History. Three factors were discussed.

The first was religious. Here, the influence of disenchantment allowed the ra-
tional intervention of political power to deal with problems faced by society. In
India and China, instead, insofar as interventions of this kind, sought to move
away from traditional ritualism, they tended to encounter obstacles and strong
resistance from religious authorities. In addition, in order for the rational state to
affirm itself as a constitutional state, it was particularly important that the right to
citizenship be expressed in formal juridical terms. This was possible because of the
experience of the Western city, as well, as of contractual feudalism, for the reasons
discussed above, with its limiting effects on the exercise of political power.

Together with these wide ranging historical causes, Weber discussed a more
specific factor that had allowed the rational organization of the state to come into
being; Roman law. Despite the fall of the Roman Empire, its law had been pre-
served, particularly through the notaries of Italian cities, who adapted it to the
problems of the commercialization of economic life, and also through the univer-
sities, where a “systematic legal doctrine” came into being. Roman law was not as
important for its substantive contents as for its legal formalism, which provided an
effective inoculation against a law system oriented towards substantive meaning,
and therefore susceptible to being arbitrary. In addition, it was particularly suited
to the creation of a specialized bureaucracy — absolutely crucial for a modern state.
In the process of creating the absolutist state, sovereigns found a formal legal sys-
tem based on Roman law to be an important means of promoting politico-admin-
istrative centralization through legal unification, and they supported the creation
of a body of lawyers who contributed in turn to strengthening this tendency. This
was how a calculable law came into being. “The alliance between the state and
formal jurisprudence was indirectly favorable to capitalism” ([1958b] 1987, p. 343),
because it helped introduce those elements of predictability which capitalism re-
quired, and which were never strong enough outside the West.

Naturally, the influence of the state on modern capitalism extended to other
factors, and is examined by Weber in many parts of his History. Here, we may point
to the role played by the state in liberating the labor force, and in the development
of credit and a rational monetary system. However, these political determinants of
capitalism were not, in Weber’s opinion, sufficient to trigger the process of devel-
opment, even though they were important, and often underestimated (Collins
1980). Neither did he believe that the experience of mercantilism was sufficient.
Even if all the factors that had gradually emerged during the pre-capitalist era
were present to support industrial capitalism (that is to say, a system based on
stable firms producing for a mass market with fixed capital and rational organiza-
tion of labor), it was still necessary to have a social actor with the right motivations
to carry out this task. In this sense, it was necessary for the urban bourgeoisie to
develop a favorable economic orientation to modern capitalism. The spread of
Protestantism, which found a social base in the cities for its diffusion, made a deci-
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sive contribution to this, as well as itself contributing to forming a capitalist bour-
geoisie: “In the last resort the factor which produced capitalism is the rational
permanent enterprise, rational accounting, rational technology and rational law,
but again not these alone. Necessary complementary factors were the rational spirit,
the rationalization of the conduct of life in general and a rationalistic economic
ethic” ([1958b] 1987, p. 354). Thus the strands of the complex Weberian con-
struction came together, and institutional factors linked to the role of the Western
city and state emerged, together with religion, in all their relevance.

4 The Future of Western Capitalism

For Weber, the task of social science theory was not to formulate general laws of
development — as has already been made clear in chapter 1. His theory did not deal
with economic development in general, but with the construction of the ideal type
model of a particular historical development: modern capitalism. His work was
influenced by his conception of the basic historicity of human society. He there-
fore believed that attempts to predict the future on the basis of laws, that would
treat society as though it were nature, were a source of error and misunderstand-
ing. This was, in his view, Marx’s greatest mistake. For this reason, there was no
systematic prediction of the future of capitalism in Weber’s more scientific work.
The enormous analytic effort that was Economy and Society aimed at formulating
generalizations about relations between forms of organization of the economy and
institutional phenomena, such as different types of community, religion, politics,
and the law. This was a rich source of conceptual instruments, an inexhaustible
tool box, that ought be applied in concrete terms in his historical-empirical inves-
tigation, not to complete analysis but to prepare it. The breadth and flexibility of
Weber’s analytical categories were criticized because they were viewed as ham-
pering the construction of a theory of society with a high level of generalization
(Parsons 1937). However, it was precisely this category of Weber’s thought that is
the source of his wide influence over contemporary social sciences (Dahrendorf
1987; Boudon 1984).

Despite his methodological caution, Weber did in fact formulate a diagnosis of
capitalism. What was important, however, was that he did this in his political
interventions, and not in his scientific work (Beetham 1985). The topic was exam-
ined in his lecture on Socialism, given in Vienna, in July 1918 (Weber 1924b).
Weber criticized Marx’s idea that the recurrent crises of capitalism led to a collapse
of the economic system and a revolution. He believed, instead, in “an evolutionary
view which sees the old economy with its masses of competing enterprises gradu-
ally growing into a regulated economy, whether this regulation is to be carried out
by officials of the state or by cartels with the participation of officials” (Weber
[1924b] 1994, p. 294)). In his view, industrial cartels would form with the aim
of regulating prices and production, thereby controlling competition, while the
banks organized to control credit, using this to limit the risks of overproduction. In
addition, state, municipal and cooperative firms would be set up as the expression
of a wider commitment by the state to support the standard of living of the
population. For Weber, and here he came very close to Tocqueville, “everywhere
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bureaucratisation foreshadows mass democracy” ([1922] 1978, vol. I, p. 226), in-
sofar as the push towards equality that went along with democratization required
a greater level of political intervention.

In other words, the system would change from liberal capitalism to organized
and politically regulated capitalism. Weber dealt with several important implica-
tions that this would have. The first was the overall increase in bureaucratization.
Greater organization meant, above all, that firms grew larger, and having elimi-
nated smaller firms, developed a growing internal bureaucracy of managers and
white-collar workers for their functioning and relations with the surroundings.
This meant also that state bureaucracy increased, both as a result of its greater
responsibilities in the running of the economy, and to oversee the organization of
public firms. This gave rise to that paradox of rationalization which Weber saw as
characterizing all spheres of activity in modern society. The process of rationaliza-
tion of the conduct of life tended to increase the control of human beings over the
world. On the one hand, bureaucratization in economic, political and military ac-
tivities, and even in scientific and cultural practices, added enormously to the tech-
nical efficiency of such activities. But, on the other hand, this process increasingly
threatened the liberty of human beings, who found themselves subject to bureau-
cratic domination.

For Weber, capitalism was not identified with the market, even if this was one of
its most important conditions. It was, rather, based on a series of institutional con-
ditions that were external to it — entrepreneurial and labor motivations, technical
knowledge, legal instruments, legitimacy and effectiveness of the state. Not only
did capitalism not create these conditions but it also contributes to their erosion
through its functioning. This led to what Weber saw as the most crucial problem in
the reproduction of modern capitalism. The erosion of the normative basis of reli-
gion, the functional problems connected to economic crises and the consequent
destabilization of social relations, dependence on “collective goods” such as the
willingness to cooperate, technical development, training and so on, all made the
regulatory contribution of the state crucial for capitalism. On the other hand, how-
ever, an excessive increase in bureaucratization and political regulation could lead
to economic and social stagnation (also as a result of the growth in political and
financial rents) or, worse still, the end of modern capitalism as it moved either
towards political capitalism or state socialism. The problem of the reproduction of
capitalism was therefore a problem of balance between state intervention and the
autonomy of society and the market.



Chapter 4

The Social Consequences of
Capitalism: Durkheim and
Veblen

German economic sociology, in particular the work of Sombart and Weber, is a
homogenous body of work from the methodological and substantive points of
view. It made an essential contribution to establishing economic sociology as an
independent approach. However, other seminal work was done outside the Ger-
man context in this period (the turn of the twentieth century). In particular, one
may point to the basic contributions to the discipline made by a Frenchman, Emile
Durkheim, and an American of Norwegian descent, Thorstein Veblen.

Unlike the Germans, there was no common point of cultural reference between
them; furthermore, neither author influenced the other. However, it is useful to
deal with them and their work together for two good reasons. The first is that they
both made important contributions to a theory of economic action that was so-
cially conditioned. Although there were certain differences in their views, both
provided important critiques of utilitarian individualism as the founding stone of
economic theory. Their versions of institutionalism were highly influenced by posi-
tivism, and therefore tended to be more theoretical and generalizing than the Ger-
man sociological approach, which was for its part more historically oriented.
Durkheim also viewed institutionalism as a way of providing a scientific basis for
sociology, while Veblen saw it as an instrument for reconstructing economics. In
fact, there were many points of convergence between the sociological
institutionalism of the former and the economic institutionalism of the latter, as
we shall see.

From the substantive point of view, the two authors were not greatly concerned
with the origins of capitalism or the specific features of the economy and Western
society which had been the focus of both Sombart’s and Weber’s work. They were,
instead, interested in investigating the social consequences of market-regulated
capitalism, which is to say the liberal capitalism that had come into being in the
second half of the nineteenth century as the result of the rapid spread of the In-
dustrial Revolution. In this way, an institutionalist research perspective on the
economy contributed to understanding a subject-matter — the destabilizing social
effects of market-regulated capitalism — that German sociology had touched upon,
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but in a less developed and specific fashion. As we have seen, neoclassical eco-
nomics did not discuss either this topic or the origins of capitalist development.
And while Marx and Marxism did focus on certain phenomena of social disorgani-
zation like unemployment, cyclical crises, and alienation, that Durkheim and Veblen
were also interested in, these subjects were considered in terms of a wider philoso-
phy of history that these latter authors did not share. The social consequences of
market capitalism thus became another core-theme around which the discipline
of economic sociology developed.

1 The Market and “Abnormal” Forms of the Division of Labor

Together with Max Weber, Emile Durkheim (1858-1917) made the largest contri-
bution to founding the sociological perspective as an independent discipline in its
own right. However, unlike Weber, he was very strongly influenced by the posi-
tivist approach and held that the study of society should follow the example of the
natural sciences, moving towards the search for general laws of social phenomena.
While Weber was convinced that sociology could not give a scientific foundation
to moral choices, Durkheim’s work aimed, from the very start, to lay the founda-
tions of a “science of morals.” It was through the rigorous study of “moral facts”
and their influence on specific forms of societal organization that he proposed
drawing some criteria of orientation for action.

The problem of social order was therefore central to Durkheim’s thinking. This
led him to disagree, from his earliest work on, with individualistic utilitarianism,
since he aimed to throw light on the influence of institutions on individual behavior,
even where this was economic. This perspective did, however, bring him closer to
German sociology’s criticisms of economics. It is significant in this regard that his
first work reflected the influence of the German economic historicism that had
also influenced Sombart and Weber. His first important contribution therefore criti-
cized economists” theory of action, and formulated an institutional theory. From
the substantive point of view, his most important point was that the organization
of economic activities in modern societies were socially destabilizing because of
“abnormal forms” of the division of labor. After this, however, he widened his
intellectual interests to new subjects,! with the aim of founding sociology as a
general discipline that analyzed different features of behavior through scientific
method and empirical investigation. The following discussion will be limited to the
aspects of this work that were more closely related to economic sociology.

1.1 Criticism of utilitarianism and the founding of an institutionalist
theory

At the beginning of his scientific career, Durkheim leant upon the thinking of
various authors of the historical school of German economics, including Wagner
and Schmoller. In his first collection of essays on the science of morals in Germany
(Durkheim 1887), he agreed with the historicists” criticisms of orthodox political
economy. He believed that it was impossible to discuss economic phenomena in



78 THE SOCIAL CONSEQUENCES OF CAPITALISM

the abstract, separating them from the historical setting where they had devel-
oped. The actual economic behavior of individuals was influenced by moral norms
and rules that altered as society changed. These institutional factors affected eco-
nomic development and were in turn affected by them.

Durkheim also recognized one of the important contributions of the econo-
mists — that of having been the first to see that society, like nature, was influ-
enced by its own laws, and that these needed to be studied through the scientific
method. Collective life could no longer be naively explained through the politi-
cal will of sovereigns or by appealing to the desires of some divinity. In this way,
economists also prepared the ground for the development of sociology. How-
ever, in the very moment where they presented the economic laws, they fell into
a serious error, because they cut themselves off from the real influence of institu-
tions on the economy. Why did they make this mistake? Because of the utilitar-
ian individualism that oriented their analytical perspective, and which was to be
found in the work of a sociologist that Durkheim studied with particular interest:
Herbert Spencer. In the utilitarian vision, society was constructed by a set of
individuals who entered into relations that were chosen voluntarily and directed
exclusively by the search for individual interest. Such relations remained stable
as long as the interest that had originally stimulated them persisted. Durkheim
criticized this view of the problem of social order in two ways. Let us examine
each of these separately.

Non-individualistic causes of the division of labor

First, the French sociologist questioned the proposition that society can be under-
stood on the basis of individual behavior: “Collective life did not arise from indi-
vidual life; on the contrary, it is the latter that emerged from the former. (Durkheim
[1893] 1984, pp. 220-1). This could be verified on the level of historical develop-
ment. Individualism - the idea of a rational individual capable of calculating his
own interests and of acting as a result of these — had in reality developed only
gradually and recently. In other words, it was a feature of modern society. In
primitive and more ancient societies, individual behavior was strongly influenced
by social rules, which did not leave much space for individual freedom. Individu-
alism was thus the result of the development of society itself and its changing
needs. It should be specifically investigated, which, in fact, Durkheim actually went
on to do in his book The Division of Labor in Society (1893). In addition, the influence
of society was visible not only in the history of the human race as a whole, but also
in that of single individuals, as could be seen in the role played by education. It
was enough to look at how children were reared — Durkheim noted in The Rules of
Sociological Method (1895) — to understand that this process was intended “to im-
pose upon the child ways of seeing, thinking and acting which he himself would
not have arrived at spontaneously.” Education, he continued, “sets out precisely
with the object of creating a social being” (Durkheim [1895] 1982, pp. 53-4).
For these reasons, therefore, he believed that one had to go beyond the limits of
psychology and biology and study the social causes influencing action to under-
stand individual behavior, even in the economic field. This meant taking account
of institutions, that is, “all the beliefs and modes of behaviour instituted by the
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collectivity; sociology can then be defined as the science of institutions — their
genesis and their functioning” (Durkheim [1895] 1982, p. 45).

In the first of his main works — The Division of Labor — Durkheim developed his
criticism of utilitarianism on the topic that seemed most congenial to his oppo-
nents, that of the origins and consequences of the growth in the division of labor.
First, he wanted to show that the explanations given by orthodox economists and
sociologists such as Spencer were inadequate. Second, he wished to show that a
society based on a high differentiation of activities and roles could not work with-
out non-contractual institutions or shared moral rules.

Let us begin with the first issue (which Durkheim dealt with at great length in
the second volume). According to the traditional explanation, widespread among
economists, the division of labor came about as a result of individual actions, be-
cause it would increase the advantages enjoyed by individuals — their level of sat-
isfaction — giving rise to greater economic well-being. Durkheim found this argument
untenable because single individuals could not easily predict or understand the
advantages of greater productivity and well-being (which did, in effect, come into
being with a higher division of labor), and would therefore be driven to specialize.
In other words, one had to be guard against treating the effects of a certain social
phenomenon as though they were the original cause producing them.?

The reasons for the division of labor had to be sought in a different, non-indi-
vidualistic source. Certain variations in the social environment should be exam-
ined; in particular, those intervening in the morphology of society, that is, in the
distribution of the population, and in the quantity and quality of social relations.
These were reflected in forms of solidarity, and were determined by the set of
shared moral norms linking people with each other and regulating their relation-
ships. Durkheim’s explanation was thus based on the analysis of the mechanisms
determining the passage from an ideal type of simple society, characterized by
mechanical solidarity, to a type of superior society, with a high division of labor in
which organic solidarity prevailed. Let us analyze in more details this process of
social change.

The first ideal type of society was characterized, from the morphological point of
view, by its small size (the purest type he envisaged here was the primitive soci-
ety). These would for the most part be “segmented,” having little contact with
each other, and being more or less internally homogenous (which was to say that
they had a low division of labor). The social order in settings of this type was
assured by a form of mechanical solidarity, which was based in turn on particular
features of the collective conscience, that is, “the totality of beliefs and sentiments
common to the average members of a society” (Durkheim [1893] 1984, pp. 38-9).
Shared beliefs regulated individual behavior in a precise way, leaving little space
for autonomy or choice on the part of single members of society. The problem of
order was thus resolved “mechanically,” on the basis of an intense emotional at-
tachment to a system of shared values. An empirical indicator of strong social
control over individuals could also be seen in the prevalence of penal law based on
repressive sanctions. Punishment was, in this view, a passionate reaction — society
avenged offense to the shared morality through sanctioning.

Over time, the segmentation and isolation of human settlements became less
marked. This occurred as a result of the increase in population, leading to a greater
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“material density.” The growing population became more territorially concentrated,
towns grew, and communications improved. Social relations tended to become
more frequent because of this process: as people came out of their initial isolation,
they moved closer together and therefore increased what Durkheim called their
“moral density” or “dynamic density.” All this was reflected in a sharper struggle
for existence that pushed single individuals to increase their occupational speciali-
zation in order to survive in the new conditions. The growth in the division of
labor was thus due to society’s pressure on individuals.?

All this led to the emergence of an ideal-typical “superior society,” characterized
by growth in size, a higher material and moral density, and a more developed
division of labor. As we know, Durkheim emphasized that this type of social struc-
ture was not devoid of solidarity (shared moral rules that bonded individuals de-
spite their economic interests). This was now an organic solidarity, triggered by
the development of the division of labor that nurtured the sense of reciprocal de-
pendence between different actors (as in the specialized functions of an organ-
ism). In this case, the collective conscience regulated a more limited area of
individual behavior and did so in a less rigid way, indicating some fundamental
values that left more space for individual choice, and were more compatible with
the needs of a differentiated society. It was in this setting that the values of indi-
vidualism spread and individual personality was able to take on its own form, as
we have seen in Simmel’s work. It was also in this setting that “restitutive law”— of
which the civil form was most typical — began to spread. This involved sanctions
with restorative aims, that sought reintegration on the basis of the situation that
had obtained before the violation of legally protected interests.

Non-contractual conditions of the contract

Durkheim did not limit himself to emphasizing that society should be considered
as autonomous and had pre-eminence over individuals, and that institutions were
“social facts” endowed with a constrictive force. He made a second criticism of
economists in The Division of Labor, where he tried to show that even where indi-
vidualism had affirmed itself as a moral criterion guiding action, social rules were
no less important. First, it was true, as Spencer had pointed out, that contractual
relations tended to grow in such societies; however, at the same time, “non-con-
tractual relations” regulated by legal or moral institutions persisted or increased.
For example, family relations involved a series of rights and duties that were not
contractual, and which had to be respected in order to avoid legal sanctions or
social disapproval: “Just as the bond of kinship is not the outcome of a binding
contractual relationship, it cannot be broken through an undertaking of a similar
kind” (Durkheim [1893] 1984, p. 157). More generally, and contrary to Spencer’s
predictions, in modern societies, the state did not restrict its intervention in social
relations to the legal environment or the practice of war. The tasks of looking after
the education of the young, protecting health in general, overseeing the function-
ing of public assistance, and administrating transport and communication began
slowly to enter the sphere of action of the “central organs.”

Durkheim also emphasized that social action — institutional intervention — made
its presence felt in contractual relations themselves, because “in a contract not
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everything is contractual” (Durkheim [1893] 1984, p. 158).The non-contractual
features on which the effectiveness of contracts depended were not limited to legal
norms which were crucial to guarantee the contracting parties; they also included
traditions and moral norms, such as, for example, those involved in the practice of
professions, even though these were often very rigorous and restrictive for the
private individual.

In summation, only where there was adequate legal regulation was it possible
for contractual relations to develop effectively, satisfying the needs of private ac-
tors without damaging the collective interests of society. However, this kind of
social order could not be guaranteed by individualistic utilitarianism. This was
because the simple convergence of individual interests created bonds that were
too weak and superficial to give stability to social relations. Indeed, they tended on
the contrary to nourish conflicts and to compromise the ordered development of
economic relations: “For where interest alone reigns, as nothing arises to check
the egoism confronting one other, each self finds itself in relation to the other on a
war footing ”(Durkheim [1893] 1984, p. 152).

The origin of institutions

In order for social order to exist it was necessary then to place a brake on individual
interests, and to regulate and discipline them. This could happen only where strong
institutions existed. In the final analysis, institutions were the result of interaction
between individuals that developed in the face of certain problems of collective life.
Once established, they took on their own autonomy and constrictive nature that
then became imposed on single individuals. Durkheim insisted, however, contrary
to the beliefs of the utilitarians, that institutions did not find their roots in contrac-
tual negotiations, and were not based on agreements between individuals pursuing
their interests and deciding to create rules in order to protect these. On the contrary,
their origins were to be found in particular “moments of collective ferment” of the
society in which interaction between people became both quantitatively and quali-
tatively more intense. This led the individual interests and self-centered behavior
typical of daily life to melt and disappear into strong collective identities: “It is, in
fact, at such moments of collective ferment that are born the great ideals upon which
civilizations rest” (Durkheim [1895] 1982, p. 91).

Durkheim’s examples of these particular phases of social life were the religious
revivals of the Middle Ages and the Protestant Reformation, the French Revolu-
tion, and the widespread social movements of the nineteenth century. Although
these moments of collective enthusiasm were temporary, the ideals they expressed
and developed became the basis for social institutions. In other words, they could
be considered as the specification and development of these ideals on the norma-
tive level, acting as guiding values that could be adapted to the needs and prob-
lems that emerged during more stable phases of social life. In Durkheim’s view,
then, institutions enabled social relations and economic activities to take place.
This was not only because — as we have seen — they regulated conflicts of interest
but also, and mainly, because they made it possible for individuals to perceive and
define these individual interests themselves, since these always depend on a crite-
rion of evaluation that roots them.



82 THE SOCIAL CONSEQUENCES OF CAPITALISM

As a result, it is possible to understand why Durkheim, like Weber, increasingly
believed that religious experience had a crucial role in creating values and ideals,
which were periodically revised in moments of collective mobilization. It should
be noted, however, that Durkheim, unlike Weber, attributed less importance to
the conflicts that emerged between interest groups in the re-elaboration of these
values (Poggi 1972). This led to limits in the capacity of his theory to explain the
concrete historical processes involved in the forming of institutions.

1.2 The social consequences of the division of labor

Although Durkheim may have given the impression of being optimistic about the
capacity of a society with a high division of labor to generate the solidarity that it
required, he did not actually believe that this could be taken for granted. This
awareness grew in his subsequent work, starting with Suicide. The development of
the division of labor was in actuality accompanied by tensions and social conflicts.
Durkheim’s most stimulating and relevant contribution lies in his examination of
just these aspects (Pizzorno 1962).

In his initial work, Durkheim approached the problem of the socially destabilizing
effects of the division of labor by labelling as “exceptional” and “abnormal” those
situations where the division of labor did not go together with increases in solidar-
ity. He distinguished between two ways in which the division of labor had socially
destabilizing effects. In the first, when differentiation grew more rapidly than in-
stitutional regulations, a situation of “anomie,” or lack of norms, became appar-
ent. In the second, in contrast, the rules that were in place were inadequate for the
problems: the division of tasks then became “coercive.”*

Anomic division

In Durkheim’s view, the rapid development of economic activity was the principal
source of anomie in modern societies. This was not because it was accompanied by
a growth in the division of labor, but because it occurred without adequate institu-
tionalization. Two typical ways in which anomie manifested itself were industrial
and commercial crises, and antagonism between capital and labor.

Economic crises, which were now more frequent, occurred as a result of the
expansion of the market as a mechanism regulating economic activity. In less de-
veloped societies production was directly oriented to the provision of needs; the
relationship between the two phenomena was thus delimited in a restricted geo-
graphic area. The growth of the division of labor and of production for the market
led however to the possibility that there might be a gap between production and
consumption — between supply and demand — and this could lead to recurrent
crises (of over-production or under-consumption).

Durkheim did not deny that — as the economists maintained — the market tended
to re-establish the equilibrium between production and consumption. However, it
did so at the cost of continued and prolonged disturbances in social relations, which
went along with bankruptcies and unemployment. The division of labor that de-
veloped with market capitalism had heavy social costs.
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In addition, a similar phenomenon to anomie occurred in relations between
capital and labor. This involved both the market and the organization of labor. In
the market, Durkheim noted that the diffusion of industrial employment had taken
place without an adequate legal regulation of labor relations, implying that the
workers were inadequately protected against the vagaries of the market. This was
just at the time when a determining element of their life chances involved the sale
of their labor force on the market. There was a similar phenomenon in the organi-
zation of labor, where the apportioning of tasks, routinization, and a loss of quality
of labor reduced the role of the worker to that of an appendix to the machine he
worked. He became “no more than a lifeless cog, which an external force sets in
motion and impels always in the same direction and in the same fashion.” (Durkheim
[1893] 1984, pp. 306-7).

This situation, according to Durkheim, who comes close to Marx’s analysis of
alienation, contrasted with the ideals of individual self-enrichment and perfection
that were fundamental to the collective conscience of modern society. It was thus
inevitable that this would provoke social conflict, as well as making it difficult to
integrate individual actors within the social order.

Coercive division

The social disorder that accompanied the diffusion of modern industrial activities
was not only the result of anomie, but also of rules that were not adequate any
more. The rules overseeing the distribution of divided labor could be of this type,
generating a coercive division of labor. This was twofold: first, in the assigning of
specialized roles to single individuals; second, in the regulation of remuneration
for such roles.

Examining the first aspect, it was clear that a society based on a high division of
labor presupposed a weakening of the collective conscience, leaving more room
for individual choice. In this setting, ideals took root that attributed a moral value
to the perfecting and realization of the individual personality. A “cult of the indi-
vidual” was established, which prescribed that “everyone is called to fulfil the func-
tion he performs best and will receive a just reward for his efforts” (Durkheim
[1893] 1984, p. 338)

Although these ideals usually spread among all the members of a society — which
one may perhaps attribute to the growth of moral density — they often clashed
with preceding rules, thus limiting their full actualization. This led to a first form of
the coercive division of labor, resulting from a situation where the assignation of
specialized tasks to individuals ended up being compulsory rather than chosen. In
other words, the tasks did not correspond to individual vocations, but to the con-
ditioning force of the social class of origin. Examples of rules (both legal and moral)
producing effects of this kind can be found in inheritance law, which impacted the
competition between individuals over particular roles on the basis of their ability;
one may also point to rules limiting access to public roles on the basis of class.

In order to prevent the negative effects of institutional factors of this type, it was
necessary for these rules to be modified and new norms created guaranteeing equal
opportunities for everybody. This “not only supposes that individuals are not con-
signed forcibly to performing certain determined functions, but also that no obsta-
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cle whatsoever prevents them from occupying within the ranks of society a posi-
tion commensurate to their abilities” ((Durkheim [1893] 1984, p. 313). Only in
conditions of this sort could competition between single individuals generate soli-
darity.

Let us now examine the second form of the coercive division of labor. In this
case, it was a question of rewarding divided tasks. In order for a society based on
the division of labor to generate solidarity, it was necessary that remuneration for
this labor correspond to the effecjtive utility of the services rendered for that soci-
ety. Where a high division of labor prevailed, and economic activity was based on
market exchange, it was necessary to examine how the exchange value — in par-
ticular that of labor services — was established, to see how well it corresponded
with the “social value” from which it descended. But how can social value be
measured? Durkheim’s answer is not at all clear. He did not seem to realize that he
was dealing with an issue that was already extremely controversial in economics —
that of the theory of value. His answer seemed to allude generically to the neo-
classical theory approach to the distribution of income. According to this, the rec-
ompense for productive factors, including labor, was determined by their
contribution to the value of production under perfect market competition (the
theory of marginal productivity). However, it was particularly important for
Durkheim to point out that the value assigned in this way to various labor activi-
ties, through the market, could be altered by the “influence of abnormal factors.”
This led to a contrast with the principle that characterized the collective conscience
of societies that had a high division of labor and that “finds unfair any exchange
where the price of the article bears no relationship to the effort expended and the
services it renders” (Durkheim [1893] 1984, p. 317).

In sum, it could be said that Durkheim did not disagree with economics’ claim
that in principle the market could be an effective instrument to establish a corre-
spondence between the exchange value of a good, or of labor, and social utility.
However, he wanted to draw attention to the fact that even when they take the
form of freely and willingly signed contracts, market exchanges could hide an
imbalance in power between the contractors. This opens a gap between rewards
and social utility and prevents market mechanisms from stabilizing an effective
equivalence between the two phenomena. The example that Durkheim gave was
that of the labor market: “If one class in a society is obliged, in order to live, to
secure the acceptance by others of its services, whilst another class can do without
them, because of the resources already at its disposal, resources that, however, are
not necessarily the result of some social superiority, the latter group can lord it
over the former” (Durkheim [1893] 1984, p. 319).

Durkheim believed that this gave rise to a “violence” that ended by threatening
the legitimacy of contracts and generating social disorder and conflicts. In this
case, as in access to specialized roles, the necessary condition for just contracts was
that there was no imbalances of power between the contracting parties. It was
thus necessary that remuneration be determined according to “social merit” and
not other criteria. Only this could make inequality in a setting with a high division
of labor acceptable. Durkheim therefore worried about the “moral conditions of
exchange,” which were, in his opinion, ignored by economists. This required a
regulation of the market that was not limited only to pursuing fraud and enforcing
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respect for contracts, but also actively addressed those imbalances of resources
that could lead to unjust exchanges and thus generate conflicts that jeopardized
economic activities. “The task of the most advanced societies may therefore be said
to be a mission for justice ... To inject an even greater equity into our social
relationships, in order to ensure the free deployment of all those forces that are
socially useful” (Durkheim [1893] 1984, p. 321).

1.3 The social construction of the market

Durkheim did not explicitly address the market’s role as a mechanism regulating
economic activities. However, there is no doubt that, especially in his discussion of
abnormal forms of the division of labor, he highlighted the destabilizing effects of
the market as a mechanism regulating the division of labor. In his work he did not
use the term capitalism, and it is likely that in talking about the division of labor
rather than capitalism he wanted to focus on a more profound feature of modern
society connected to its morphology (to its “substratum”). His analyses, however,
particularly those in The Division of Labor, can be viewed as a criticism of liberal
capitalism, that is, of the specific form of capitalism in which the market played an
important role in the regulation of productive activities and in the distribution of
income. It should also be emphasized, however, that this criticism was not based
on economic features, such as, for example, the fall of the rate of profit on which
Marx and the Marxists insisted in various ways. In his argument, social factors
prevailed over strictly economic ones.

According to Durkheim, it was necessary to limit the role of the market in order
fully to achieve the integrative potential of the division of labor. However, he was
convinced that new institutional rules of an exclusively economic type, for exam-
ple, some form of planning (as one would say today) to avoid crises and bankrupt-
cies or to control the labor market, would not be sufficient. The stability of economic
activities did not depend only on economic compensation, but also on non-eco-
nomic conditions — on shared criteria of evaluation concerning the relationship
between performance and recompense for different specialized tasks. This is why
he was interested in the role of corporations.’ In modern societies, based on the
individual, such criteria had necessarily to be inspired by the principles of meritoc-
racy. As a result, the mere replacement of liberal capitalism by a more organized
form, or some form of socialism based on state control, would not in itself have
been enough to resolve the problems posed by the division of labor. For these
problems were primarily social rather than economic in nature, and turned on the
extent to which relations of exchange between different specialized roles and, there-
fore, recompense, were accepted. If these problems were not dealt with effectively,
the result might have been to demotivate individuals, or social conflicts which
would destabilize economic activities even further.

For these reasons, Durkheim’s work helped not only illuminate the processes of
transformation of liberal capitalism on the historical level, but it provided impor-
tant elements of a sociology of the market that would seek to highlight the non-
economic conditions of market functioning in a modern society with a high level
of division of labor. In these contexts, if the market was be an effective instrument
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of regulation for specialized economic activities, legal and moral rules that stabi-
lized contracts by allowing them to be respected and by pursuing fraud, were not
enough. One also had to address disparities in the resources of actors in their mar-
ket interaction, so as to reduce imbalances of power. However, even interventions
of this type, which were feasible, for example, through anti-trust legislation, legis-
lation on labor or bargaining between interest associations, might not be enough.
The market would function better in those contexts in which access to different
roles was allocated on the basis of the effective vocation and abilities of the actors,
and in which remuneration would be distributed on the basis of “social merit.” In
these cases a strong social cohesion would develop where on the one hand, indi-
viduals would be more greatly committed to their specialized tasks, and, on the
other, conflicts would be reduced, to the advantage of economic development.
However, all this meant that society should involve non-economic institutions —
such as the family, schools, and political institutions — so as to promote a meritocratic
distribution of roles and recompense, thus convincing actors that they belonged to
a fair society.

2 Waste of Productive Resources and Conspicuous Consumption

Durkheim lived in France during the second half of the nineteenth century, a
period of strong social and political tensions, and this experience profoundly influ-
enced his vision of relations between the economy and institutions. While he was
certainly interested in highlighting the limits of economic theory and the
destabilizing effects on social order of a capitalist economy regulated by the mar-
ket, his primary preoccupation was to make a contribution to the scientific foun-
dation of sociology.

Thorstein Veblen (1857-1929) lived in the same era, but in a very different
context. The United States, emerging from the Civil War, was marked by a series
of rapid upheavals and an economic transformation that took it to a role of world
leadership in economic and industrial development. From 1860 to 1914 the popu-
lation tripled, in part due to twenty million immigrants, and employment and
production increased enormously. Over the space of a few years, enormous indus-
trial frusts formed in the railway, steel and oil sectors, and many others. The grand
magnates, such as Rockefeller and Morgan, came to control a considerable share
of the national economy. This was also, however, the period of the serious crisis of
traditional agriculture in the Midwest, which fell ever more into debt to the banks
and capital holders of the East. It was also a period of intense and often violent
industrial conflicts involving the emerging working class.

It was in this context that Veblen’s reflections on society matured. The son of
Norwegian Lutheran immigrants, his family lived in an agricultural community in
Minnesota. His intellectual training was primarily in economics, but he soon showed
a strong dissatisfaction with traditional economics (classical and neoclassical), which
he felt were unable to provide the kind of tools necessary to understand the major
economic changes that marked the end of the century. For Veblen, as for Durkheim,
the optimistic expectations of economic theory ran into the social upheavals that
came as a consequence of market-led capitalism. Further, traditional forms of analy-
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sis could not deal effectively with these phenomena. However, while Durkheim'’s
dissatisfaction led him to seek to give sociology a scientific basis as a general theory
of society, Veblen tried to redesign economic analysis on an institutional basis,
drawing on the evolutionary perspective developed in biology and the natural
sciences by Darwin.® It is in this sense that his institutional economics is compara-
ble with the model developed by Durkheim, even if it matured in a different social
and cultural context, and the authors did not interact in any way. Veblen contrib-
uted to a non-individualistic theory of economic action, and he focused on a
problem of historical-empirical research that was not dealt with by economics —
the social effects of liberal market-based capitalism, and the changes that took
place in this model of economic organization prior to the Great Depression of the
thirties.

2.1 The criticism of economic theory and institutional economics

Veblen expressed his criticism of classical and neo-classical economics in his first
writings, published in the “Quarterly Journal of Economics” in 1898-9, and subse-
quently collected in the book The Place of Science in Modern Civilization (1919a). In
one of these essays — Why is Economics not an Evolutionary Science? —he presented the
essential elements of his critique focussing on three problem-areas. First there was
the individualistic conception of human nature embodied in the theory of eco-
nomic action. Second, was the static nature of traditional economic analysis, that
is, its focus on equilibrium rather than change. Finally came the link between the
pursuit of individual interest and collective well-being, which he did not believe
was automatically guaranteed by the functioning of the market.

Regarding the first aspect, Veblen believed that traditional economic theory held
a vision of human nature that was “passive and substantially inert and inevitably
given,” a vision in which man was seen as a “lighting calculator of pleasures and
pains,” a mere “globule of desires” (Veblen [1919b] 1990, p. 57). In reality, not
only was it inappropriate to talk of human nature in general and ahistorical terms,
but human behavior was furthermore not explicable in individualistic terms, and
could not be separated from the influence exercised by society through traditions,
customs, and habits. By this, he meant stable patterns of behavior, which is to say
institutions.

He also believed that if one wanted to examine the bio-psychical factors in-
volved in human behavior, one had to seek them not in any tendency to calculate
pain and pleasure, but in the tendency to create and develop new activities. Later,
he would speak of an “instinct of workmanship” as the basic human motivation.”
His vision of man was, in other words, closer to that of somo faber, than the maxi-
mizing calculator of economic theory (Ferrarotti 1969). In any case, even though
his concept of instinct was ambiguous, it was clear that he aimed to move the
conception of human action in general, and economic activity in particular, away
from a hedonistic and ahistorical conception of its sources. Instead, attention should
be focussed on the role of institutions in channeling and shaping behavior, defin-
ing how bio-psychic propensities are realized. Institutions were “mental habits,”
shared and approved models of behavior.
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For Veblen too, then, human action was socially conditioned. Human beings
were guided by values and norms which they absorbed from the society in which
they lived. Historical change depended on transformations both in institutions and
individual behavior. Traditional economic theory could not properly grasp this
variability in action, since it treated individual preferences and the state of knowl-
edge and technology as givens. Veblen underlined the static and ahistorical nature
of neoclassical economics (although he seemed to include the classical approach in
this too). For him, the traditional approach was tied to an idea of equilibrium, to a
search for mechanisms that stabilized the economy which was influenced by the
physical sciences, and in particular by mechanics. All this had resulted in a disci-
pline with an analytical, deductive, and normative bent that distanced it from the
investigation of real processes of change (cf. the essays in The Limitation of Marginal
Utility [Veblen 1919b] and Economic Theory in the Calculable Future [Veblen 1934a]).
Economics should, instead, be able to take account of the important changes tak-
ing place, but in order to do so it had to look towards the biological sciences and
their evolutionary stance, and to place the role of the institutions at the center of
enquiry.

Herbert Spencer had already sought to develop an evolutionary approach to
reconcile the individualism of economic theory with an orientation favorable to
laissez faire. This skein of thought could also be found in America, for example in
the work of Graham Sumner, who greatly influenced Veblen. However, although
he was inspired by the theory of evolution, Veblen adopted a non-individualistic
orientation that was strongly critical of the social Darwinism then common in
American society. Central to this approach was the idea that institutions, not indi-
viduals, were important. It was institutions that evolved in order to meet the prob-
lems of adapting to the environment, but the selection of institutions did not
necessarily lead to the establishment of more efficient ones. It is thus clear that
Veblen rejected the idea of a unilinear evolution leading to institutional conver-
gence.

How did institutions come into being and change? Veblen’s reply was that they
involved collective responses to the problems raised by the environment that hu-
man beings must face: “The life of man in society just like the life of other species,
is a struggle for existence, and therefore a process of selective adaptation. The
evolution of social structure has been a process of natural selection of institutions”
(Veblen [1899] 1934, p. 188).

His view of institutions was thus evolutionary: they came into being to regulate
relations between people in society and with the natural environment, but — once
formed - they helped select certain types of behavior that affected responses to
future problems of adaptation. The growth in population, and above all the im-
provement in knowledge and the development of technology (“the state of indus-
trial arts”) led to the emergence of new problems of adaptation.

Science and technology were thus the vehicles of change, but the process, ac-
cording to Veblen, was by no means linear. They defined the potential for changes
in the productive process that had consequences for other institutions (cultural,
social, and political), but until new institutions — ways of thinking, customs, and
laws — were introduced, it was necessary to overcome the resistance of the old
institutions. This did not simply involve the inertia of old habits and ways of think-
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ing. Institutions inherited from the past were very often defended by the social
groups enjoying privilege from them, who clearly opposed change, and often man-
aged to influence the lower social classes. Over time, the adaptation of institutions
to allow the full exploitation of new knowledge and technologies was possible, but
the timing and form of this process were not definable a priori, nor was it possible
to identify, as Marx thought, a final stage in the process of change. Evolution was
a continual process and society — especially modern society in which technological
progress was emphasized — is always facing a lag in institutional adaptation. The
result depended on the outcome of a conflict between social groups that were less
exposed to knowledge and modern techniques and groups that, precisely because
they were more directly committed to the world of production, were driven to
adopt a more rational and precise vision of the causes and effects of phenomena,
and were therefore more capable of sustaining a process of innovation inspired by
these principles (Veblen was thinking in particular of production engineers).

One consequence of Veblen'’s theory of change was the possible co-existence of
societies in which the relation between technology and institutions was different.
Veblen did not believe in a process of inevitable institutional convergence, pulled
in the wake of technology, which would lead to the establishment of a unique
institutional model that could respond more efficiently to the problems of adapta-
tion posed by the economic and social environment. One of his most important
works was Imperial Germany and the Industrial Revolution (1915), a pioneering in-
vestigation in comparative economic sociology. In this study the rapid economic
development of Germany in the second half of the nineteenth century was com-
pared to the earlier and more gradual development of Britain. The underlying
thesis was that there could be different paths of development, depending on the
capacity to graft more modern technologies applicable to the industrial process
into an institutional context that was still permeated with traditional values. It was
just such a process of grafting that explained the rapidity of German development.
Later, Veblen would employ similar reasoning to understan Japan, in his essay The
Opportunity of Japan (1934Db).

The advantage of the combination of modern technologies and traditional insti-
tutions was twofold. On the one hand, forms of “group solidarity” and subordina-
tion to political authority, formed during the feudal period or in relation to war
activities, could be exploited so as to increase the willingness to cooperate by some
of the work force. On the other, the grafting of modern technologies might allow
one to avoid (at least for a significant period) importing institutions that had de-
veloped slowly over time, as in Britain, and that had eventually hampered the
exploitation of technology for the general welfare, and, as a consequence, growth
in knowledge. In his examination of British development, Veblen noted how it
had been anticipated and favored by the country’s insularity and relative lack of
involvement in the wars on the Continent. However, this led in time to gradual
changes in institutions, with effects that hindered development: a loss of entrepre-
neurial dynamism and the subordination of productive activities in favor of finan-
cial profits for owners; a growth in costs due to sales and advertising; an
impoverishment of the working class and social conflict; the spread of phenomena
like “conspicuous waste,” which diverted increasing resources away from collec-
tive well-being; resistance to technological change leading to outdated productive
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apparatus and infrastructures. This was the price that Britain paid for having taken
the lead at the beginning of the Industrial Revolution.

It should also be noted that Veblen’s analysis made an important and pioneering
contribution regarding two important issues. The first involved the variety of pos-
sible paths to development, all of which could follow different tracks. There was
no one best way. As well as the traditional “development from below,” taken by
Britain and the United States, there was also the “development from above,” adopted
by Germany, Japan and Italy, where industrialization was promoted by the state,
which tried to safeguard social balance and traditional values.® Second, Veblen
insisted on the coexistence of different combinations of technology and institu-
tions, which were not necessarily destined to disappear as a result of competition.
Combinations which were more efficient and competitive in a particular historical
period could later come to lose some of these advantages, without necessarily dis-
appearing. In other words, there were multiple equilibria. This was yet another
theme that was extremely important for economic sociology and contemporary
institutional economics (Hodgson 1994), as we shall later see in chapters 9 and 10.

2.2 The social costs of capitalism

Veblen employed his theory of change to focus on the problems of adaptation of
institutions in modern society, on the basis of his observations of American society
at the turn of the century. In his view, there was a delay in the adaptation of
institutions to developments in knowledge and technology, all of which led to
growing social costs in terms of collective welfare. In the first phase of capitalist
development, there was a connection between the pursuit of individual interest
and improvements in collective well-being, which was enhanced by the function-
ing of the market. In the following phase, this connection became looser and eco-
nomic organization based on market capitalism had led to a loss of collective welfare
when one considered the potential advantages offered by techniques and science.
Veblen sought to demonstrate this thesis in his work, looking at changes in pro-
duction and consumption. Let us take the production side first.

In the first phase of the Industrial Revolution, which began in England in the
second half of the eighteenth century, the “machine industry” became established.
During this period production involved private firms in which the owner-entre-
preneurs were both capitalists and organizers of production, bringing economic—
financial power together with technical and organizational abilities. Given “the
state of industrial arts,” that is, the available knowledge and techniques, firms
were small and they had no control over the goods market in which they worked.
In such a situation, capitalist-entrepreneurs sought profits through improvements
in efficiency, under the stimulus of competition from other firms on the market. It
was in this setting that one saw the development of interpretive schemas of the
economy which held that that the pursuit of individual interest in a context of
market competition, unhampered by political institutions, was beneficial to collec-
tive welfare. It was true — Veblen recognized — that economic institutions allowed
more goods to be produced at a lower cost for the collectivity. In general, the
productive potential defined by the development of techniques and science was
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congruent with the institutions that allowed this potential benetfit to society to be
used to its full potential (Veblen called this serviceability).

In other words, the institutional setting that one may define as liberal capital-
ism, and on which economic theory was based, worked, but only in a particular
historical phase. This period finished at the end of the 1800s, as a result of the
latest developments in technology. New techniques allowed economies of scale,
and consequently mass production, but they also required large-scale industrial
investment. It was at this point that the divorce between economic—financial func-
tions and the management and organization of firms (initially conjoined in the
owner-entrepreneur) first came about. Ownership and management were sepa-
rated. The former was in the hands of a new figure, the “captain of industry,” who
managed investments and was primarily interested in the financial profit from
increases in the value of the capital invested in industrial firms (a capital rendered
more mobile by its transformation into shares quoted on the stock exchange). In
other words, these were financiers of stock-companies or banker-investors. The
actual management of firms was instead handed over to managers who developed
the necessary technical and organizational knowledge to apply new productive
methods: these were what Veblen called “efficiency engineers.”

The division of property and management heralded growing problems, how-
ever, for collective well-being. Shareholders” search for profit did not lead to an
increase in collective well-being through the greater production of goods at lower
prices, as had first occurred in the machine-industry age. The search for greater
earnings could lead captains of industry into buying and selling firms merely for
purposes of financial speculation, damaging both production and employment,
and leading to the unnecessary closure of firms. Given the growing interdepend-
ence within the industrial system, crises induced by the search for financial profit
became common, generating cyclical depressions and unemployment.

Veblen thus drew attention to how the search for profit in the new setting that
technological development had brought about, might not only be to the detriment
of greater efficiency, but could block it. This thesis, argued on a more technical
level in The Theory of Business Enterprise (1904) was further developed in The Engi-
neers and the Price System (1921). This book emphasized how the considerable in-
crease in productivity made possible by new technology could lead to a greater
amount of available goods at lower prices. This was, however, hindered by capital-
ist financiers” need to keep profits high. This was what was behind the push to
transform the open competitive market into a closed, monopolistic or oligopolistic
market through the formation of cartels and trusts, and of formal and informal
links intended to limit production, and keep prices high to the detriment of con-
sumers. In other words, what Veblen described as a “conscious suppression of
efficiency” began to develop. As well as manifesting itself in the shrinking of pro-
duction and employment, it showed itself in the growth of the cost of sales (distri-
bution, advertising) that resulted from the competitive struggle, and heavily
increased production costs.

Overall then, resources were wasted and collective welfare was lower than it
could have been, given the potential allowed by the state of technical develop-
ment. Veblen’s emphasis on the growing gap between technology and economic
institutions clearly showed his disagreements with the Marxist framework of the
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forces and relations of production. Veblen did not see the working class, or the
lower classes in general, as being the agent of change. To understand his position
better, one needs to examine more closely his work on the theme of consumption,
described in his best-known book The Theory of the Leisure Class (1899). The book
was extremely popular because of its brilliant critique of the customs of American
society, and it became a classic point of reference for political and cultural radical-
ism. It also sharply criticized the individualistic and utilitarian account of how
action was motivated, which, as we have seen, constituted a central theme of
Veblen’s institutionalism.

In Veblen'’s view, the desire to increase consumption of material goods did not
in itself provide a sufficient incentive for people to engage in economic activity. In
modern society, in which the economy was organized on the basis of private own-
ership and the market, the possibility to consume more was sought by individuals
because it was a source of prestige and social honor. Conspicuous consumption re-
placed courage and valor in war, which had been signs of social distinction in a
previous era. As a consequence, the most profound motive behind actors’ eco-
nomic activities involved their search for prestige in a constant, antagonistic com-
parison with how other members of society were doing: “The possession of wealth
confers honor, it is an invdious distinction.” (Veblen [1899], 1934 p. 26).

While it was certainly true that the need to earn a living was a very strong
incentive for the poor, the motivations underlying the behavior of these social
groups changed as the economy grew in modern societies. As social groups slowly
raised themselves above the level of mere subsistence, they became attracted by
the utility of consumption as a means of reputation. This mechanism was particu-
larly prevalent among the urban population of the great cities — as Simmel had
noted — where the traditional criteria of social recognition were less strong and
standards of living were the main markers of social status. As a result, there was an
impetus towards the integration of the lower classes and the working class as con-
sumers. Veblen, in contrast to Marx, saw this as the principle reason why the class
conflict could not be considered the motor of institutional innovation.

At the center of The Theory of the Leisure Class is the notion of conspicuous waste,
which Veblen saw as leading, on the consumption side to a reduction in the collec-
tive welfare of the capitalist economy of his time. Contrary to the predictions of
neoclassical economics, consumers did not try to satisfy their preferences and needs
in a rational manner, nor had these preferences developed independently of each
other. Consumers’ behavior was instead influenced by social interdependence, by
the continuous attempt to emulate others and to reach a higher social status. This
resulted in an unnecessary waste of working energy and the spread of a kind of
consumption that Veblen described (often in a moralistic fashion) as superfluous
and futile. Veblen may be seen as the first critic of consumerism and the consumer
society, a theme which was to assume great importance in later decades, but also
as one of the founders of the sociology of consumption (which I return to in chap-
ter 9). He questioned the assumption of the rational consumer, with stable prefer-
ences formed independently of the social context, who aimed to optimize according
to certain preferences, through a continuous process of adaptation, which was
itself governed by the constraints of price and income. Veblen opposed a social
emulation model to rational calculation.
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In general then, the institutions of market capitalism involved high social costs,
and limited opportunities to improve collective well-being through technology,
both in production and consumption. The separation of ownership from manage-
ment, and the search for financial profit by “absentee owners.” restricted produc-
tive potential, while the diffusion of consumption as a competitive instrument in
the quest for social status also led to a loss of well-being.” Veblen emphasized this
contradiction, which was in his opinion destined to be resolved through adjust-
ment in the institutions inherited from the preceding phase. However, he did not
foresee any significant signs of change in his time, and he was very skeptical about
the ability of the American working-class movement to affect matters. In his last
work, which also reflected the influence of the Russian Revolution, he identified
engineers and new techniques of production as possible protagonists of change
(Veblen 1921). This social group would be better equipped to evaluate the loss of
efficiency involved in capitalist institutions, given its knowledge and role in firms,
and could begin to use resources in a planned and rational manner. However,
Veblen was vague and uncertain about how this might come about.

3 The Contribution of Positivist Institutionalism

What do Durkheim and Veblen's institutionalism have in common? What are their
similarities and differences to German economic sociology? For a start, both au-
thors were more strongly influenced by positivism than Sombart and Weber, who
were trained in the markedly anti-positivist cultural climate of German histori-
cism. Durkheim wanted to found a “science of morals” to give a scientific basis to
the difficult choices that people faced in modern society. Veblen was openly in-
spired by the model of the natural sciences, and in particular by the biological
sciences, which he used to reconstruct economic analysis on a different basis than
traditional theory. Both the French sociologist and the American economist were
attracted by the idea of founding the study of society on a basis similar to that of
the natural sciences. Their positivist-influenced institutionalism led them away
from German economic sociology, which — as we saw in chapter 1 — was formed in
open disagreement with the idea of the assimilation between a science of society
with that of nature, and was aimed at the construction of theoretical models that
were delimited in space and time.

Another very clear difference had to do with their orientation towards econom-
ics. Sombart and Weber aimed to develop analytical schema which would inter-
pret specific forms of economic organization. In defending these choices they also
recognized the legitimacy of economic theory as an analytical discipline. Their
vision of the relations between economics and economic sociology was one of
complementarity between the two investigative strands: sociology had to clarify
the institutional context within which it was possible to attempt to apply eco-
nomic schemas, referring both to actors’ motivations and regulatory modalities
based on the market. Durkheim and Veblen were for their part more skeptical
about the ability of economic theory to capture the concrete forms of economic
organization. Influenced by their positivistic roots, they were less willing to recog-
nize a discipline that was not founded empirically as being scientific, and they
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were more open to the idea of a general theory of society. They thus saw economic
sociology more as an alternative to economics than as a complement.

However, if one looks at how Durkheim and Veblen put their scientific programs
into practice, the differences between their positivist institutionalism and Sombart
and Weber’s historically-oriented version are noticeably less marked. Despite their
language and aims, Durkheim and Veblen practiced a more moderate version of
positivism, which differed from the original version of positivist sociology offered by
Comte and Spencer, but also from that of Marx. It did not fall into the trap of posit-
ing universal and necessary stages of development and evolutionary laws of society,
being instead more open to historical-empirical investigation, which recognized the
open-endedness and indeterminacy of historical processes. This approach in fact
brought to them closer to Sombart and Weber. Thus one may find a convergence
between the two approaches in their effort to found the analysis of economic action
in socially-oriented action — the perspective that was typical of economic sociology.
They all rejected an individualistic vision of economic action, whether it was moti-
vated by utilitarian reasoning or based on biological or psychological givens. Sub-
jects” activity in the sphere of production and distribution of goods was guided by
models of behavior provided by institutions (even when they were oriented by indi-
vidual interest). At the same time, however, institutions were the product of inter-
action between actors. In particular conditions and moments — which each author
sought to clarify in his own way - such interaction led to a change in institutions,
but it was impossible to predict in advance how they would evolve historically.
Economic sociology took on an empirical-analytical connotation. This approach was
mainly used by German economic sociologists to explain the origins and spread of
capitalism as a particular form of economic organization, and by Durkheim and
Veblen to highlight the social consequences of that development.

Naturally, this distinction was relative. Sombart and Weber too addressed the
transformation of capitalism, even if this was not their main theme. Insofar as they
deal with this subject, they very accurately predicted a trend towards the increas-
ing organization of the capitalist economy, which would lead to a reduction in the
regulatory role that the market had played in the liberal phase, as firms became
more bureaucratized, and state intervention was extended. In contrast, Durkheim
and Veblen concentrated more on the social problems created by market capital-
ism once it had become established, problems which demanded new institutional
forms of regulation. They focused on the lack or belatedness of such institutions;
the old ones were no longer suitable and the new ones had difficulty in establish-
ing themselves. While Weber and Sombart underlined the complex institutional
preconditions for the emergence of capitalism for capitalism, Durkheim and Veblen
emphasized how developed capitalist economies could not be efficiently regulated
by the institutional context in which they had originally formed and this gener-
ated increasing social costs. They thus saw the social consequences of capitalism as
much more problematic than Sombart and Weber. This perspective was similar to
that of Marx, although it differed from it in two important ways. First, it was not
pessimistic about the capacity of capitalist economies to continue functioning, pro-
viding goods and services. Second, it did not link economic crisis to the emergence
of a social actor — the working class — that would take action which would neces-
sarily lead to a socialist economy.
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Durkheim and Veblen’s respective analytical frameworks thus included both
similarities and differences. Neither trusted the capacity of the market to maintain
its balance without adequate institutional regulation. The results of this were un-
employment, cyclical crises, and social conflicts. These phenomena were, how-
ever, the signs of a more general problem — the under-use by market capitalism of
the productive potential available for collective welfare. In this sense, the social
costs of capitalism were important for both authors. Durkheim formulated this
judgment in terms of an incapacity to exploit the advantages of the division of
labor to the maximum, because of the deficiencies of institutions, which generated
abnormal and pathological forms of the division of competences and levels of re-
ward. This led to problems of coordination and conflicts. Veblen, instead, looked
to technology and its capacity to generate production and employment, which
were hampered and limited by institutions. On the production side, he pointed to
the quest of captains of industry for profit, in a context that was ever more domi-
nated by monopolies. On the consumption side, he looked at the spread of models
of conspicuous consumption across all social groups.

These similarities and differences are also apparent in the sorts of solution they
suggested. Both Durkheim and Veblen envisaged forms of regulation for the
economy that substantially limited the role of the market. Veblen also mentioned,
although in a rather vague and ambiguous fashion, a centralized planning process
with engineers at the center. This reflected his greater emphasis on cognitive ele-
ments, and thus on the development of science and technology in the creation of
new institutions. Durkheim concerned himself more systematically with the pos-
sible role of corporations. He was convinced that a socialist economic plan was
inadequate if the problem of reconstructing moral bonds between individuals with
regard to the division of labor was not addressed. In his view, this was the most
important objective that corporations could fulfil through their contribution to the
regulation of economic activities. His vision tended therefore to reflect his greater
emphasis on normative factors — shared moral values — in the processes through
which institutions were formed.

Neither Durkheim nor Veblen appeared to be aware, however, of the risks which
such a substantial retrenchment of the market would pose for economic develop-
ment and political democracy. Even though, unlike economic theory, they helped
highlight the failures of the market from the perspective of collective well-being,
they did not take proper account of possible failures of the state and bureaucratic
planning, in part because these had not yet been demonstrated. Their analysis was
thus particularly adept in elucidating the social costs of market capitalism, but
rather weaker in outlining possible solutions through which institutions could adjust
to changes in the economy.



Chapter 5

The Great Depression and the
Decline of Liberal Capitalism:
Polanyi and Schumpeter

The nineteenth century was the golden age of liberal capitalism. For approximately
one hundred years Europe was free of major wars. During this period the market
established itself in different forms, and at different points of time, as the main
regulating principle of domestic and international economies, thus guaranteeing
strong growth in production and exchange. Over time, however, the social and
political tensions analyzed in the previous chapter began to emerge. In particular,
the working class, which developed at the same rapid pace as industrial activity,
began to make new demands for social recognition and political integration. In-
deed, by the end of the century the difficulties that liberal capitalism had in main-
taining economic growth, social integration and peace in international relations
had begun to emerge more clearly. On the economic level, competition became
more intense for backward countries, pushing them to seek protection. In reality,
however, industrial and agricultural protectionism checked international exchanges
and contributed to an intensification of the colonization process. Industrial conflict
increased, as did the political tensions between states, leading to the First World
War.

After this war, nothing was the same. The conflict had extraordinarily high eco-
nomic and social costs and accelerated institutional change. Despite attempts to
re-establish pre-war systems, economic and social conditions remained very un-
stable. Following the collapse of the New York stock exchange in 1929, the Great
Depression precipitated all the economies of the developed world into a serious
and prolonged depression, with a collapse in production, multiple bankruptcies
and unprecedented peaks in unemployment.

The Great Depression can be considered as an ideal-typical watershed in eco-
nomic and social history. This was because the need to deal with this exceptional
situation pushed countries into distancing themselves in a consistent fashion (al-
beit in different ways) from the liberal orthodoxy of domestic and international
political economy. Liberal capitalism, which had already been threatened by the
Great War and the events following it, was thus progressively replaced — in differ-
ent ways — by a new institutional setting.
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It is these events that form the background to the work of the two authors
discussed in this chapter: Karl Polanyi and Joseph Schumpeter. While Durkheim
and Veblen helped to elucidate the social consequences of liberal capitalism, Polanyi
and Schumpeter focused on the crisis in this form of economic organization. They
sought to explain the causes of this decline from the perspective of economic soci-
ology, and they both outlined the processes of change that resulted from the ex-
periments of the 1930s and after. These took the form of a more regulated capitalism,
in which the space of the market shrank and the economy — to use an expression
that Polanyi liked — was re-embedded into society. Like Durkheim and Veblen,
these two scholars came from different backgrounds. They followed independent
intellectual trajectories, and they were on opposite sides of the political spectrum —
Polanyi was a socialist and Schumpeter was a conservative liberal. However, this
makes it all the more interesting that their analyses were markedly similar, and
both made basic contributions to the particular research perspective of economic
sociology.

1 Market Domination and Society’s Self-Defense
1.1 The economy as an institutional process

Karl Polanyi (1886-1964) did work that spanned many disciplines, but both his
intellectual trajectory and his interests suggest that he was an institutionalist. His
methodological observations were presented in numerous essays, most of which
are collected in two posthumous volumes, Primitive, Archaic and Modern Economies
(1968) and The Livelihood of Man (1977). For Polanyi, as for the scholars discussed
in previous chapters, institutionalism mainly meant that economic action could
not be understood in individualistic terms, but was influenced by social institu-
tions. He also criticized the idea of “economic man,” which posited an individual
psychological tendency towards barter, exchange and commerce.

Polanyi did not believe that economic behavior was always motivated by the
search for profit. He referred, in this regard, to anthropological work on primitive
economies, in particular studies by Malinowski on the inhabitants of New Guinea
(Argonauts of the Western Pacific, 1922) and by Thurnwald (Economics in Primitive
Communities, 1932). These books showed that “The motive of gain is not ‘natural’
to man” (Polanyi [1944] 1985, p. 269). In his opinion, it was not possible to un-
derstand primitive economies by attributing utilitarian motivations to their pro-
tagonists. These economies instead functioned on the basis of complex networks
of shared obligations that motivated individual behavior. It was only over the last
few centuries, with the growth of the market economy, that the pursuit of profit
had become important. This had happened precisely because the economy was
increasingly regulated by the market, which is to say by an institution that encour-
aged, and provided incentives for, the search for profit.

As a result, Polanyi believed that economic investigation could not be separated
from historical settings. It was not possible to formulate general economic laws
other than on an abstract and analytical level. In historical-empirical reality, dif-
ferent “types of economies” existed, “economic systems” in which the activities of
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production, distribution, and the exchange of goods — without which society could
not survive — took place. These were regulated by specific institutions that changed
over time. As we have seen (section 1, chapter 1), Polanyi identified three basic
types of regulation for the activities of production, distribution and exchange of
goods, which he called “forms of integration” of the economy: reciprocity, redistribu-
tion, and market. Each of these forms differed from the others in how economic
activity was organized, and in the relationship between these activities and other
spheres of social life (the family, politics, religion, etc.).

When reciprocity prevailed, as in primitive societies, goods and services were pro-
duced and exchanged on the expectation that other goods or services would be
received in ways and over periods of time that were fixed by shared social norms.
Such norms of reciprocity were based on specific institutions that supported them
and imposed various sanctions on individuals who did not respect them. This es-
pecially involved family and kin; indeed, it was mainly through family or kinship
groups that the economic relation of reciprocity had developed.

Reciprocity was already linked to redistribution in primitive societies, but the
latter was more often found in the more evolved societies of antiquity, which
spread across a greater territory, and involved larger political units. Indeed, redis-
tribution came to be the prevalent mode of organization in such societies. In this
form of integration, goods were produced and allocated on the basis of norms
establishing the modalities of labor services and types of resources that should be
transferred to a political chief. This was usually some form of tribal chief or a noble
with an administrative apparatus, and he would in turn redistribute these resources
to members of the society according to specific rules.

The last form of economic integration, market trade, was very recent and, in
Polanyi’s opinion, had reached its culmination in the course of the nineteenth
century. To understand this assertion, one must take account of how this form, in
organizational terms, did not simply involve the exchange of goods through mar-
ket-regulated trade, in which prices emerged from the unrestrained interaction of
demand and supply. It also required that the production of goods and services, and
the distribution of income must depend on a price-regulated market. Thus, one
decided to produce on the basis of prices for particular goods, and one paid for
labor on the basis of prices that came about through the encounter of demand and
supply.

Polanyi wanted particularly to emphasize that one could find forms of trade
with prices fixed by the market in non-modern economies. However, in these
cases, production and distribution were organized on the basis of reciprocity and
redistribution. In settings of this type, commercial forms involving “gift trade” (reci-
procity), and “administrated trade,” where prices were set in advance by politico-
administrative means (redistribution), often went together with exchanges where
price was regulated by the encounter between demand and supply on the market.
It was only much later that this latter form spread to the sphere of production and
to the distribution of incomes. And it was only when this became widespread that
one could talk, according to Polanyi, about market exchange as a form of integra-
tion of the economy.

The relationship between market exchange as a form of integration of the
economy and the institutions supporting it should now be clearer. It required the
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replacement of family and kin structures supporting norms of reciprocity, and state
forms founded on the obligations of fealty and political dependence typical of re-
distribution, by markets regulated by price (or “self-regulated markets”). This meant
that the institutional prerequisites of self-regulated markets already existed, as
had already been mentioned by several other authors, including Marx and Weber.
These spoke of the features peculiar to the economic capitalist system: private
ownership of the means of production (capital, land, and labor), waged labor, and
the full commercialization of all productive factors. It was in this setting — and only
this one — according to Polanyi, that it was appropriate to speak of the utilitarian
motivations of economic action. Far from being the result of men’s natural psy-
chological tendencies, they were instead an effect of the particular institutions that
provided the foundations of market exchange, making the motives of gain or of
hunger essential components of economic action.

As we shall later see, The Great Transformation aimed to explain how the institu-
tional presuppositions underlying market exchange had come into being. Polanyi
also, more importantly, described how their progressive transformation in a proc-
ess that ended with the supercession of liberal capitalism, as modern forms of
redistribution tied to the state became more widespread. First, however, let us
examine two aspects of Polanyi’s methodological argument.

First, there was his idea of economic system. This concept, which we know was
typical of the tradition of economic sociology, was linked together with that of
form of integration. The latter involved a stable pattern widespread in a particular
economy — thereby defining an economic system — to the extent that it extended
to the productive sphere and regulated the use of land and labor. This was also
true of reciprocity and redistribution.

The other point that Polanyi emphasized was that forms of integration did not
represent “stages of development.” There was no particular temporal sequence
along which they could be positioned relative to one another, and they usually
were combined in different forms in an economic system where one of them pre-
vailed. For example, just as markets were often important, although not preva-
lent, in antiquity, the other forms sometimes reappeared during the period of market
exchange (for instance, during the First World War) and they tended to re-emerge
during a crisis of the dominant model. This is why it was necessary to relativize the
analytical value of classical and neoclassical economics (see section 1, chapter 1).
Economics had developed through the consideration of a particular historical situ-
ation, the economic system based on market exchange. However, it tended im-
properly to generalize its model of analysis in studying the past and future, assuming
that utilitarian motivations and the laws of the self-regulated market were univer-
sal . This generated what Polanyi called “the economistic fallacy” (1977, p. 6).

1.2 The great transformation

“Nineteenth century civilization has collapsed. This book is concerned with the
political and economic origins of this event, as well as of the great transformation
which it ushered in” (Polanyi [1944] 1985, p. 3). With these words, Polanyi’s most
famous work began, taking as its central theme the different forms of the great
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transformation that had overtaken Western society from the 1930s, and which were
leading to the replacement of the liberal capitalism that had become established in
the nineteenth century. The end of this model involved the resizing of the mar-
ket’s space as a form of integration of the economy, as the state took on a more
active role in regulating economy and society. In his analysis, Polanyi sought to
answer two questions. First, he inquired into the historical roots of the self-regu-
lated market, and how this form of integration had become established. Second,
he was interested in the social consequences of the self-regulated market, and its
effects on the functioning of the economy, from the final decades of the previous
century to the Great Depression of 1929, when the great transformation had be-
gan.

Many factors contributed to establishing the market as a form of integration, but
one seems decisive — the invention and manufacture of complex and expensive
machines that revolutionized methods of production. These machines, which low-
ered the cost of production, could be used profitably only if it was possible to sell
their maximum output on a predictable basis, and only if one could provide the
necessary raw materials and labor. In other words, there not only had to be a wide
market, but all the productive factors had to be available, which is to say that they
had to be available for purchase in sufficient quantities. If these conditions did not
exist, then investment in new machines became too risky. Polanyi’s analysis was
similar to Weber’s in that it emphasized how important it was that all productive
factors be fully available in order to allow the economic calculation on which the
new form of economy depended.

One may also see similarities with Weber’s General Economic History in the way
that Polanyi singles out the social figures who, by using machines, spurred new
forms of production for the market. The capitalist entrepreneur evolved from the
old figure of the merchant. Commercial actors initially bought raw materials, mak-
ing others work them, for example, through weaving work in the home, but at a
certain point started to invest their capital in the new machines that had become
available, transforming themselves into entrepreneurs and creating the modern fac-
tory using waged labor. All of this was possible, however, only if there were both
markets on which goods could be sold, and markets on which raw materials and
labor could be bought. That is to say, markets had to be created, and those members
of society who could make these markets function had to have the right motivations
towards economic action: “for the motive of subsistence that of gain must be substi-
tuted” (Polanyi [1944] 1985, p. 41). Polanyi thus emphasized that the motivations
towards economic action associated with the search for profit were historically con-
tingent, and were not natural as had been claimed by the economists.

The fact that this involved a gradual process did not diminish the importance of
this change. One had to pay special attention to its effects on the factors of produc-
tion (land and labor). As we have seen, it was precisely insofar as market exchange
was extended to the sphere of production that one could identify it as a form of
integration of the economy. This was not to deny the fact that markets for some
goods had existed in antiquity, but they had not regulated production. How did
markets for land and for labor come into being?

Polanyi rejected the views of Smith and the classical economists, who believed
that they were created through the gradual development of a natural propensity
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towards barter and exchange. Rather, they emerged as a consequence of political
intervention, of administrative measures, and sometimes genuine instances of pri-
vate violence (for example, in the appropriation of land through enclosures). These
interventions took place over a long period of time, running from the fifteenth to
the nineteenth centuries, in different forms in different countries. In the case of
land, they led to the end of the feudal system and to the secularization of Church
property, and ended with full legal recognition that ownership rights could be
bought and sold. The growth of cities and the need to support their populations
went together with the full commercialization of goods produced by the land. This
started with wheat, so that landholders were encouraged to increase production
for sale on the market, while legal and traditional limits that had previously re-
stricted the quota of commercial production, and had guaranteed the satisfaction
of local consumption needs, were eliminated.

Polanyi’s analysis mainly focused on the formation of the labor market, particu-
larly on the English context. In this case too, it was necessary to eliminate social
and legal forms of control that had regulated labor relations, as represented in the
medieval corporations. In England, which had undergone an earlier development
of economic activity in the spheres of land and money, labor remained subject to a
wider series of restrictions for many years. Even in 1795, when many of these
constraints had been eliminated, a system of subsidies was introduced that limited
the extent to which a decent standard of living depended on the sale of labor in the
market. This came into being through the Speenhamliand System, which took its
name from an area in Berkshire where the poor were guaranteed a minimum
income, regardless of the level of their earnings. If they received a wage beneath a
level defined by a standard which took account of family needs, they had the right
to a subsidy. However, little by little this system led to a lowering of wages and a
consistent increase in subsidies. This situation meant that “a new class of employ-
ers was being created, but no corresponding class of employees could constitute
itself” (Polanyi [1944] 1985, p. 80). Workers tended to prefer subsidies to work,
even if this involved living in degrading conditions. Moreover, public financing
decreased as a result of the marked increases in the social area dependent on sub-
sidies. As a result, in 1834, the system was abolished. This marked England’s full
entry into the system of competitive labor.

Having discussed the processes leading to the creation of the markets for land
and labor, and thus to the full establishment of an economic system based on
market exchange, Polanyi began to analyze the social consequences of this phe-
nomenon and its effects on the economy, which would lead to the Great Depres-
sion at the end of the 1920s. The starting point of Polanyi’s main argument in The
Great Transformation was that labor, land and money were converted into goods,
that is, goods that were produced to be bought and sold on the market. However,
these goods were not like others, because labor was linked to human life, which
was not produced to be sold. In the same way, land was part of nature and was not
produced by man, and even money was a symbol of the power to acquire and was
not a product. So these were not real goods but “fictitious commodities” (Polanyi
[1944] 1985, p. 72, note 1). Treating them as though they were real, as required
by an economic system based on self-regulated markets, had destructive conse-
quences for society.
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Polanyi underlined that labor’s reduction to commodity, the value of which was
fixed by demand and supply on the market, had serious consequences for the
living conditions of growing numbers of the population. The development of the
labor market went together with the progressive destruction of traditional types of
protection, including those linked to kinship structures, neighborhoods and trades,
as well as those more directly dependent on political power. As a result, individu-
als and their families were uprooted from the environment and social settings in
which they lived and were forced to move in order to find work. Their living
conditions thus became dependent on the ups and downs of the market. Espe-
cially in the initial stages of the Industrial Revolution, earnings were highly unsta-
ble, and pockets of unemployment and new poverty formed on the outskirts of
industrial cities, together with degraded conditions of labor and life. In other words,
as the labor market came into being so did modern poverty, to an extent that was
unheard of in traditional societies, where subsistence had always been guaranteed
by the modalities through which social and political institutions incorporated and
regulated the economy.

Moreover, markets had equally serious consequences for nature. The full com-
mercialization of land as a factor of production and the abolition of institutional
restrictions on trade in agricultural goods — which had aimed to protect forms of
household economy and subsistence at the local level, led to growing unrest in the
more developed areas of the West, as well as the less developed continents under
colonial regimes. The free exchange of products, together with improvements in
transport, led to crisis for growing numbers of agricultural producers, especially on
the European continent, which was flooded with American wheat. Peasants were
forced to leave the countryside to search for work. Which led to the “destruction
... of rural society” (Polanyi [1944] 1985, p. 182). Nature, too, was endangered,
as a result of all the dire consequences that this had on the environment.

Finally, Polanyi observed that the reduction of money to a commodity that was
bought and sold on the market had significant social effects. In the system of self-
regulated markets during the nineteenth century, money became a means of ex-
change linked to gold (the “gold standard”). International exchanges came to be
encouraged in this system because of the stability of exchange rates, but they in-
creased the risks for domestic economies. For example, if there was a growth in
imports, this led to an outflow of gold and thus a reduction in the amount of
money circulating in the country. This led to a fall in the sums of money available
for domestic payments, and therefore to a drop in sales, which affected productive
activities and generated unemployment. Polanyi admitted that the fall of prices led
to an adjustment in the domestic economy that benefited exporting firms in time,
and thus re-established the balance of external payments. However, in the mean-
time, deflation had very high costs for economy and society.

In other words, while it was true that markets in labor, land and money were
essential for a market economy, society could not bear the costs that this imposed
for very long. Precisely for this reason, reactions began to become apparent, in-
volving mechanisms for the “self-defense of society”: “Indeed human society would
have been annihilated but for protective countermoves which blunted the action
of this self-destructive mechanism” (Polanyi [1944] 1985, p. 76). From the last
tew decades of the nineteenth century, a sort of “double movement” became ap-
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parent: “While on the one hand markets all over the face of the globe and the
amounts of goods involved, grew to unbelievable proportions, on the other hand a
network of measures and policies was integrated into powerful institutions de-
signed to check the action of the market relative to labor, land and money ” (Polanyi
[1944] 1985, p. 76)

Labor, too, reacted at the social level, through the development of the workers’
movement and the growth of union organizations and socialist parties. This was
accompanied by new social legislation and labor legislation, in different forms in
different countries. This had the objective of limiting the extent to which one’s
living conditions depended on whether one could sell one’s labor on the market
(regulation of working time, of children and women’s labor, insurance against
accidents at work, illness, unemployment, and old age, etc.). The protection of
agriculture went together with the protection of labor, especially in Continental
Europe. The crisis in the traditional structure of agriculture, challenged by the
penetration of the market and increased competition, led to increasing pressure
for legislation that would limit its exposure to the market. From 1870 on, protec-
tionist measures and measures supporting agriculture, became widespread. Peas-
ants and landowners united in the face of these threats, often supported by the
military or clergy, all seeking to defend traditional society from the threat of the
market, for different but converging reasons. Finally, the surge of protectionism
also affected the money market. Polanyi drew attention to the role of central banks
in different countries, describing how the supply of credit was centralized and
controlled. This allowed the eventual negative effects of international transactions
to be mitigated. In particular, the deflationary effects of a reduction of money due
to international payments could be lessened through an increase in credit.

This new form of protectionism had, however, different effects on society and
the market economy. In society it mitigated the costs and tensions associated with
the spread of the market, but in the economy it led to growing constraints that
hindered the functioning of self-regulated markets in the field of factors of produc-
tion. Flexibility decreased and the cost of labor increased, while customs tariffs
imposed limits on commercial exchange. Moreover, the different forms of protec-
tionism affected each other. For example, the increase in the cost of living result-
ing from an agricultural protectionism that increased the prices of food goods for
national consumers, in turn, fostered the wage demands of workers and thus led
industrialists to ask for new duties and protections in their sectors, too. The overall
effect was a shrinking in trade and international exchange, which limited sales of
goods just when the progress made by technology was increasing the productivity
of firms.

Faced with the widening gap between production and consumption, two forms
of recourse sought to resolve the crisis of overproduction. The first involved the
spread of colonial policies and “economic imperialism,” which Polanyi considered
as an instrument to obtain both raw materials at low cost and market outlets that
were protected from the competition of other countries. Moreover, economic im-
perialism and the growing closure of economies — together with a virulent political
nationalism — eventually was responsible for the political climate that led to the
First World War.

The second mechanism curbing economic crises involved the spread of loans
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and credit at the international level. These managed to prevent an economic crisis,
particularly in the years following the First World War, when recourse to credit
kept firms atloat and sustained the balance of payments in several countries. How-
ever, this mechanism could not work in the long term — loans could not support a
real economy that was unable to sell what it produced and which could not lower
its costs because of the inflexibility of the new social protectionism. Everything
came to a head with the Great Depression of 1929, which, for Polanyi, marked the
end of the economic system based on self-regulated markets and led to the end of
“liberal capitalism.”

In summation, for Polanyi, it was neither the First World War nor the onset of
socialism in Russia and fascist regimes in Europe that ended the civilization of the
nineteenth century, which had manifested itself in liberal capitalism. Rather, these
phenomena aggravated a pre-existing crisis and were symptoms of another and
deeper malaise, which could be traced back to the fundamental conflict between
the functioning of the market and the requirements of social life.

The crisis had both social and political causes. The new institutional protection-
ism put in place for the self-defense of society made the functioning of the market
less flexible and, eventually, blocked it. This reading of the economic crisis, in
which Polanyi distanced himself from Marx, brought him to point out the
commonalities between the new forms of economic regulation that were being
built upon the ruins of liberal capitalism. Apparently, there were strong differ-
ences between the European variants of fascism, the American New Deal and Rus-
sian socialism. Indeed, there were clear differences in how power was organized.
These differences aside, however, Polanyi believed that these regimes “were simi-
lar only in discarding laissez-faire principles ” (Polanyi [1944] 1985, p. 244). They
were all, that is, experiences born from a common cause — the failure of liberal
capitalism — and they moved, albeit in different forms, towards the common objec-
tive of reincorporating the economy into society. Thus, they all involved an at-
tempt to reintroduce those forms of social and political regulation that had come
to an abrupt end with the advent of an economic system based on self-regulated
markets. This economic system, which was historically unprecedented, had brought
society to depend on the market.

These experiments with new forms of regulation during the great transforma-
tion were thus different solutions to the problem of how to remove labor, land,
and money from the markets. But to what extent were these experiments compat-
ible with the persistence of the market and freedom?

With regard to the first question, Polanyi believed that “the end of market soci-
ety means in no way the absence of markets” ([1944] 1985, p. 252). This meant
that competitive markets could continue to function for the production of goods
and services, assuring freedom to the consumer and affecting the income of the
producers as well as acting as an instrument to calculate how the needs of the
population might be satisfied most efficiently. The underlying idea here was that
the existence of the market did not necessarily contradict the objectives and in-
struments of economic planning. In other words, Polanyi’s reformist socialism
pushed him to embrace the idea of a democratic economic planning.

Just as the market would not necessarily disappear in a society whose economy
had been re-embedded into society, and forms of planning would be developed for
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economic activity, freedom would not disappear either. Polanyi rejected the argu-
ment of many liberal theorists, particularly von Hayek, that the resizing of market
would necessarily menace political democracy (Polanyi 1968). In reality, the col-
lapse of liberal capitalism risked two types of freedom, one involving bad freedoms,
and the other good. Among the first type was the freedom to exploit men, or to
make profits that were not proportional to the collective benetfits that derived from
one’s own actions. That these freedoms might disappear with the self-regulated
market could not be described as anything other than beneficial. This differed from
those freedoms that had come into being with the market, and which continued to
be extremely valuable: freedom of conscience, speech, meeting, association, and
choice over how one employed one’s labor. Such freedoms should be defended,
but it was a mistake to think that they depended only on the existence of self-
regulated markets. This could be well seen in the experience of Britain during the
Second World War, where a wide-ranging economic plan came into operation
without compromising political freedom. Polanyi concluded that the end of liberal
capitalism did not necessarily mean the end of the market or of freedom.

2 The Decline of the Bourgeoisie and Anti-Capitalist Policies
2.1 Economics and economic sociology

Joseph Schumpeter (1883-1950) is usually considered an economist, but very of-
ten stepped over the boundary between economics and economic sociology. This
Austrian scholar, who went on to settle in Harvard, had a deep familiarity with the
methodological debate (Methodenstreit) that had taken place between the followers
of the historical school of economics and the neo-classical economists, and in par-
ticular with Carl Menger’s work (see chapter 1). In his book published in 1914,
Economic Doctrine and Method, which was commissioned by Weber, he underlined
that it was mistaken to counter-oppose the historical approach to the economic
one, in the field of economic science. Instead, one ought to distinguish between
“economic theory,” “economic history,” and “economic sociology.” Each of these
perspectives was legitimate and useful in its own way, but it was necessary not to
confuse them or to mix them carelessly. All the same, the theoretical economist
should be informed of the instruments used by other disciplines, and of statistics
too, because it was not possible to move from abstract analytical models to the
investigation of social reality without any knowledge of history or the role of insti-
tutions.

Schumpeter never really altered this position, and even restated it in the open-
ing pages of his last book, published posthumously in 1954, the History of Economic
Analysis. In his view, “economic theory” involved a set of analytical propositions
from which one could make arguments about validity under determined condi-
tions. As Menger and Weber had already pointed out, the propositions of eco-
nomic theory did not depend on their immediate empirical validity. According to
Schumpeter “this means that there is a class of economic theorems that are logical
ideals or norms . . . And they evidently differ from another class of economic theo-
rems that are directly based upon observations” (1954, p. 21).
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Schumpeter thus used an analytical method, like Menger and Pareto, to defend
the validity of neoclassical economics. However, he emphasized that to analyze
actual economic activities, one had to take account of their location in the histori-
cal process. This was why economic history was important; it allowed one to un-
derstand economic and non-economic facts as they combined in real-life experience,
and to see how this combination might change over time. In addition, the impor-
tance of non-economic factors, that is, institutional factors, in conditioning eco-
nomic activities and their variation over time and space meant that one also had to
take account of the contribution of economic sociology.

2.2 Entrepreneurship and economic development

There is no doubt that — in his wider vision of economics — Schumpeter was more
interested in theory than in economic sociology, thus differing from Weber. All
the same, it is interesting to see that he was unable to completely separate the two
approaches, theoretical economics from sociology. Richard Swedberg (1991) rightly
underlines that this was because Schumpeter had moved away from traditional
neoclassical economics. It is true that he often spoke of his admiration for the
theoretical construction of general economic equilibrium, and in particular for
Walras” work. However, it is equally true that he viewed his own theoretical work
as an effort to innovate and move beyond the static analyses of neoclassical eco-
nomics. Let us now see how he viewed the problem of change in his most
groundbreaking theoretical work, The Theory of Economic Development, which was
first published in 1912. Here, we may seek to find out why — despite his stated
objective of constructing a purely economic theory of development — Schumpeter
in fact made use of social variables.

The starting point of Schumpeter’s early analysis was his dissatisfaction with the
perspective of traditional economics, which he saw as unable to go beyond a static
vision of economic equilibrium. Thus it was unable, for instance, to explain
discontinuities in the traditional model of production, and was unable to explain
revolutions in production.

Growth should therefore be distinguished from development, for which traditional
economic instruments — that sought to study the allocation of resources — did not
work. The first was a gradual phenomenon, involving continual adjustments, while
the second implied discontinuity: “Add successively as many coaches as you please,
you will never get a railway thereby, (Schumpeter [1912-26] 1934, p. 64, notel).
Development involved “the introduction of new combinations.” Innovation might
involve any of five dimensions: the creation of products, the introduction of pro-
duction methods, the opening of markets, the conquest of sources of provision of
raw materials or semi-finished products, or finally the reorganization of an indus-
try, for example, through the creation of a monopoly or its destruction.

It is clear from the preceding discussion that Schumpeter was interested in the
endogenous sources of development. He recognized how discontinuity differed
from the routine of “circular flow” (an economy that carries on without any sub-
stantial alteration in the production methods of relations between consumers and
producers), and could result from many extra-economic factors, including growth
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in population or sudden social or political upheavals. His interest was concen-
trated, however, on how development might be attributed to the role of entrepre-
neurs. Who were these people? What role did the play in the economic process?

Development, as Schumpeter treated it, was the result of entrepreneurial ac-
tion. Entrpreneurs introduced new ways of combining the means of production,
and innovated products, production methods or markets in one of the ways dis-
cussed above. Schumpeter’s conception of entrepreneurs differed from that of tra-
ditional economic theory. It was not sufficient to differentiate between the capitalist
as the owner of the means of production or capital, and the entrepreneur as the
manager of a firm that he might not own. One might better distinguish, in the
realm of the activity and management of a firm, between those activities that were
routine and those that led to innovation, to realizing “new things.” It was to this
last feature that the specific concept of entrepreneur should be linked.

A series of consequences derived from this position:

(a) First, the entrepreneur could be the classic independent businessman, as was
particularly common in the first phase of capitalism, but he could also be a de-
pendent worker, that is, a manager. This often occurred in the subsequent phase
of development, with the creation of large firms and the separation of ownership
from management;

(b) It was not necessary to maintain a stable relationship with one firm only.
There were, for example, several actors who played important roles in founding a
firm, and then moved on to other activities, while the innovative firm created by
them entered into a more routine phase;

(c) Entrepreneurs did not belong to any specific social class. As a result of their
activities, they were able to achieve economic success that transformed them into
owners of the means of production, turning them into “capitalists.” However, they
did not need to be capitalists already when they carried out their innovative activi-
ties. Entrepreneurs were able to obtain credit so as to introduce new combinations
of the means of production. Indeed, in the most evolved phase of capitalist economy,
this was commonplace. The use of accumulated savings for financial investment
only took place at a low level. Instead, the necessary funds derived increasingly
from the banks, which created additional purchasing power that was relatively
autonomous from the amount of savings immediately available from deposits.

Schumpeter thus emphasized the link between credit and innovation. He was,
however, well aware that even the multiplication of the power of acquisition of
the means of production was not a sufficient condition for innovation if there
were not non-economic resources which would allow capital to be used for the
purpose of development. These especially involved particular qualities of leader-
ship, which were not evenly spread over a particular society, but were instead rare
and concentrated in several particular individuals. Here too, Schumpeter differed
from traditional economic theory, which tended to see the entrepreneur as an
actor able to allocate resources given market constraints, on the basis of rational
calculation. This vision seemed plausible to the Austrian scholar, but only within
the setting of a routine economy, where behavior was directed by a perfectly com-
petitive market, in which profits were moderated by competitive mechanisms.
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However, if one moved beyond the conditions of “stationary economy,” matters
changed considerably and one required particular qualities that were not reduc-
ible to the traditional rational calculation: “the type of conduct in question not
only differs from the others in its object, ‘innovation” being peculiar to it, but
also in that it presupposes aptitudes differing in kind and not only in degree from
those of mere rational economic behavior” (Schumpeter [1912-26] 1934, p. 81,
note 2).

Things were different then, when one sought to bring innovation about. Inno-
vation required that one deal with a lack of information, and with conditions of
greater uncertainty than those found in the context of traditional, well-established
behaviors. Furthermore, the actor had to battle and overcome internal resistance,
which is to say the well-established mental schemas that might block innovation.
Finally, the actor had to overcome the resistance of the surrounding social setting.
“Legal or political impediments” could obstruct innovation, for example in the
form of social disapproval of practices going beyond traditional channels. These
might well be a serious obstacle, particularly in less developed societies. There
might be resistance for various reasons, even where the market economy was
already consolidated: groups threatened by the innovation, the difficulties of find-
ing the necessary cooperation or of convincing consumers to change products.

These different types of obstacle meant that innovation could not be brought
about by all economic actors, but required specific qualities of leadership that were
relatively rare. A combination of various characteristics was required: intuition
and vision, but also competence and determination. This set of qualities was not,
for Schumpeter, reducible to the rational calculation of traditional theory. It is
clear then that he introduced psychological factors linked to the individual per-
sonality, in order to understand how the innovating entrepreneur emerged. There
are similarities between his conception and Weber’s theory of charismatic leader-
ship (Swedberg 1991). However, it is equally true that he took account of the
social setting in his vision. For example, the force and extent of legal and political
obstacles, or social norms that hindered innovative activity helped determine
whether entrepreneurs emerged. Schumpeter also mentioned social marginalization
as a possible source of enterpreneurialism, after Simmel and Sombart.

To sum up, the basic elements of Schumpeter’s theoretical work were already
present in his Theory of Economic Development. On the more strictly economic level,
his attention to the relationship between development and innovation had two
important consequences. First, Schumpeter made an original contribution by see-
ing profit as being earned by the entrepreneur through his or her success in inno-
vation, which made income grow more than expenses. Temporary monopolistic
profits were possible until other firms began to imitate the innovation. According
to Schumpeter, this allowed one to address one of the unresolved problems of
neo-classical economics. This latter model posited a stationary economy in which
there was no place for the entrepreneurial function or for profit. There might be a
management structure in the firm that received an income as reward for its func-
tion (“wage of management”), or even temporary windfall profits, due to market
movements that would soon be cancelled out by competition. However, Schumpeter
—recalling Walras — underlined that entrepreneurs-managers did not usually make
either profits or losses.
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In addition, this approach to the process of innovation allowed Schumpeter to
give a detailed explanation of economic cycles, particularly in his book Business
Cycles (1939). The expansionary stage of the cycle was linked to the introduction of
the innovation and its early diffusion, which increased the demand for production
goods and consumption. Subsequently, however, the old productive units were
hit by the competition of the innovative firms and this forced them to imitate them
or to exit from the market, with recessive effects on the economy. This was the
contractionary phase of the cycle, which would lead to a new temporary equilib-
rium, to be changed by another cycle of innovation.

Of particular interest here is that Schumpeter’s theory was clearly linked to the
social and political setting, even though it was presented as an endogenous ac-
count — that is, internal to economics — of economic development. While the en-
trepreneur was certainly characterized by specific personality traits, he did not
come into being in an institutional vacuum, but in a context of social stratification
and existing institutions, which might change over time. The influence of these
social factors on the entrepreneur formed the main theme of Capitalism, Socialism,
and Democracy (1942), where it was explored in a wider discussion of the transfor-
mations in liberal capitalism. Let us now discuss this book in detail.

2.3 Can capitalism survive?

Schumpeter had already begun to question the future of capitalism by the late
twenties, and the subsequent period of the Great Depression.! However, the main
aim of his work was not to predict that capitalism would give way to a socialist
form of organization, a prediction which did not come true. Indeed, Schumpeter
was aware of the limits of this sort of analysis in the social sciences. Rather, the
interest and relevance of this book lie in his account of the transformations of
liberal capitalism and the effects of the Great Depression. The perspective he adopted
was that of economic sociology, because it emphasized how the functioning of
capitalist economies led to a change in culture and institutions that, in turn, ob-
structed the mechanisms of self-regulation of the markets. This meant that one
passed from “non-regulated” capitalism to “regulated” capitalism (Schumpeter
1936), gradually preparing the way for socialism. He was not especially in favor of
this outcome, but thought that it was inevitable in the absence of other changes,
that did not seem feasible at the time. In this sense, he reached the same conclu-
sion as Marx, but from a different set of assumptions: capitalism would not sur-
vive, but because of cultural and social reactions to its working, rather than economic
factors.

Why was the decline not caused by economic factors?

Schumpeter initially sought to refute the thesis that the development of capitalism
would lead to an increase in unemployment. The growth in unemployment dur-
ing the thirties was “abnormally high,” but it was temporary, linked to a phase of
recession of the sort that usually followed a phase of prosperity tied to a period of
innovation in the economic cycle. In this case the phenomenon was aggravated by
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contingent factors (Schumpeter 1931): its coincidence with an agricultural crisis
induced by new methods of production that increased productivity; customs re-
strictions limiting exchanges; the deflationary effects of monetary policy and the
re-establishment of the gold standard; war payments; wage levels, which had be-
come more rigid; and increased fiscal pressure. In other words, the crisis of 1929
resulted from a number of causal factors coming together so as to exacerbate the
effects of the contractionary phase of the cycle. These factors were rooted in a
more general ossification of the mechanisms of market self-regulation, that re-
sulted from what Schumpeter described as “anti-capitalist policies” (Schumpeter
[1942] 1961, p. 154) and what Polanyi described as the new “social protectionism”
(Polanyi, [1944] 1985, p. 229). These policies helped make the economic situation
even more difficult in the decades following the Second World War, particularly
because of the increase in fiscal pressures and the expansion of social legislation.

In reality, according to Schumpeter, if the economic system, directed by the
market, had been free to function and rebalance itself independently, as in the
fifty years prior to 1928, it would have been able to assure a sufficient rate of
development to reduce poverty. It would be mistaken to believe that it was possi-
ble to eliminate unemployment completely, because this was tied to the mecha-
nism of innovation and the economic cycle that derived from it. However, the
necessary resources could be created to lessen the problem of temporary unem-
ployment, and its consequences in terms of poverty. Thus, it was not market capi-
talism that created less development, but institutional factors such as anti-capitalist
policies, that “are no doubt symptoms of an atmosphere in which capitalism will
work with decreasing efficiency” (Schumpeter [1942] 1961, p. 70). Before devel-
oping this central argument, Schumpeter wanted to remove economic arguments
about the decline of capitalism’s capacity to create development from the field of
play. In particular, he opposed the argument that the transition to a phase in which
monopolistic and oligarchic firms prevailed led to less efficiency and dynamism.
Second, he wanted to criticize those theories (which also included Keynes's argu-
ment) that maintained that there was a “vanishing of investment opportunity.”

The costs imposed by monopolies are a traditional concern of economists, who
have elucidated how phenomena such as oligopoly and monopoly lead to the
control of the market by producers, to the detriment of consumers and the overall
efficiency of the system. But we have also seen how such an unorthodox econo-
mist as Veblen highlighted the negative effects of monopoly on development.
Schumpeter, in contrast held that this criticism of big business was misplaced.
First, it did not account for the empirical fact that the rate of increase of produc-
tion, and the standard of living of the population, had increased during the period
when the industrial giants were establishing themselves, which is to say the last
decade of the nineteenth century, and the early years of the twentieth. Second,
Schumpeter put forward theoretical arguments to suggest that the domination of
big business had positive aspects; while he did not reject validity of the assump-
tions of traditional economic theory, he circumscribed them to the stationary
economy, in which production was carried out using the same combination of
productive factors.

Schumpeter referred to his own thesis, already developed in Theory of Economic
Development, to recall that “the problem that has usually been visualized is how
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capitalism administers existing structures, whereas the relevant problem is how it
creates and destroys them” ([1942] 1961, p. 84). If one followed this logic, the
process of creative destruction became essential in order to revolutionize the produc-
tive system through the cycle of innovation. In the course of development the
impulse to form new combinations of the factors of production were no longer
seen so much in individual entrepreneurs, and instead had tended to become in-
stitutionalized within the larger firms that, as Marx had predicted, had replaced
the smaller ones. These not only had more financial resources, but also had or-
ganizational ones, including those linked to research and control of the market. In
the short term, this could effectively lead to high prices and restrictions in produc-
tion, but in the medium and long term, advantages linked to quality and lower
costs prevailed, improving the effectiveness of innovation. Thus, from the dynamic
point of view, competition of an oligopolistic or monopolistic type, creating new
goods, techniques, sources of supply and methods of organization was “the pow-
erful lever that in the long run expands output and brings down prices” (Schumpeter
[1942] 1961, p. 85). The restrictions and entrepreneurial, monopolistic, profits
were the necessary but temporary price for innovation and the spread of its ben-
eficial effects throughout the system, so that they finally reached consumers.

Finally, Schumpeter rejected the thesis of the “vanishing of investment oppor-
tunity.” In his opinion, the ideas of the British economist John Maynard Keynes
(cf. chapter 6), adopted and developed in the United States by Alvin Hansen (1941),
should be viewed as part of a vision of capitalism that emphasized a fall in expec-
tations of profit, and thus of investments and employment, given available sav-
ings. Stagnation was seen as the result of changes which involved a lower level of
major innovation, the tendency of innovations to save capital, a reduction in new
areas to conquer and colonize, and a fall in birth-rates. Schumpeter, for his part
believed that none of these factors were as important as they had been made out
to be. In particular, the potential for innovation and thus for the development of
capitalism was by no means exhausted. In contrast to the beliefs of the Keynesian
school, governmental policies that sought to protect demand and investments from
stagnation through fiscal incentives and spending ended by aggravating the ail-
ment that they were intended to cure. Factors such as higher fiscal pressure on
firms or labor protection policies had the effect of reining in expectations of profits
and investments. For this reason, Schumpeter believed that a different diagnosis
of stagnation was needed. In his perspective, stagnation had socio-cultural and
political roots rather than economic ones. Over time, the development of capital-
ism fostered a hostile atmosphere that gave rise to anti-capitalist policies. In real-
ity, “capitalist evolution tends to peter out because the modern state may crash or
paralyze its motive forces” (Schumpeter 1954, p. 1173, note 1).

Cultural and social causes for the decline

Let us now move to the second part of Schumpeter’s argument: his analysis of the
cultural and social reasons for the decline of liberal capitalism. He focused on three
main factors: the social and political weakening of the bourgeoisie, the destruction
of the social strata that supported the bourgeoisie, and the spread of hostility to-
wards capitalism.
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1 The weakening of the bourgeoisie was a complex process with various causes

involving the transformation of the economy and its social and political conse-

quences.
(a) First, there was the decline of the entrepreneurial function. The large
bureaucratized firm overtook small and medium-sized firms. As Marx predicted,
the latter could not long survive competition with the former. This meant that
innovation, once the specific task of the entrepreneur, tended to become im-
personal and automated. The individual entrepreneur therefore lost his social
function, but this had the effect of weakening the bourgeoisie, which in the
past had sustained itself through the continual provision of new and successtful
entrepreneurs. This social class was increasing made up of administrators of
inherited wealth, mere rentiers.
(b) Another factor weakening the bourgeoisie involved the “disintegration of
the bourgeois family.” Attachment to the home and worry over the future of
the family “used to be the mainspring of the typically bourgeois kind of profit
motive” ([1942] 1961, p. 160). Adapting Weber’s arguments, Schumpeter em-
phasized how economists had often underestimated the role of these social
motivations in stimulating entrepreneurial action: “The capitalist ethic that en-
joins working for the future irrespective of whether or not one is going to
harvest the crop oneself ” (Schumpeter [1942] 1961, p. 160). In its place a
utilitarian spirit spread, which showed itself in a tendency to have fewer chil-
dren and a narrowing of time horizons. This not only influenced the strictly
economic behavior of the middle classes, discouraging savings and long-term
investments, but also affected political behavior. The bourgeoisie no longer
fought for its life ideals, and ended up no longer believing in them, being influ-
enced by the ideas of its adversaries. As a result, it stopped fighting against anti-
capitalist policies, especially fiscal policy and social legislation, which weakened
private firms.

2 The decline of liberal capitalism was also due to factors involving social stratifi-

cation and its relationship with politics.
(a) First of all was the role of the aristocracy, which had survived the destruc-
tion of feudalism in European countries, and had taken on an essential role —
well exemplified by the English case — in forming the ruling class. However,
over time, this “pre-capitalist framework of society” had been progressively
eroded. This led to serious political problems because the exhaustion of the
historical role of the aristocracy meant that the bourgeoisie no longer had one
of the most important resources that it needed to face domestic and interna-
tional political problems, that it could not, given its attitudes and history, ad-
dress alone. In Schumpeter’s view, it became “politically helpless and unable
not only to lead its nation but even to take care of its particular class interest”
([1942] 1961, p. 138).
(b) Another important social change involved the “destruction of the institu-
tional framework of capitalist society.” Here, one could refer to the increasing
concentration of the structure of production, with the progressive elimination
of small agricultural, artisanal, industrial, and commercial firms. This had im-
portant political consequences because it deprived the bourgeoisie of its tradi-
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tional social allies. In addition, the bureaucratization of large firms and the
separation of owners and managers led to the creation of new groups of man-
agers and administrators who, lacking a direct interest in the ownership of the
tirm, did not have the political vigor necessary to defend liberal capitalism from
its enemies.

3 This context — a progressive social and political weakening of the bourgeoisie —
provided favorable conditions for the growth of the “social atmosphere” hostile to
liberal capitalism, that Schumpeter saw as the decisive factor. In reality, the mo-
tives for social discontent found in capitalist economies, in particular the cyclical
crises and unemployment, would not have been sufficient to lead to open hostility
if there had not also been “groups to whose interest it is to work up and organize
resentment to muse it, to voice it, and to lead it” ([1942] 1961, p. 145). These
groups were made up of intellectuals who fostered criticism of the capitalist insti-
tutions and succeeded in gathering a mass following, in part because “the per-
formance of capitalism stands out only if we take the long-run view .. .. In the
short run, it is profits and inefficiencies that dominate the picture” ([1942] 1961,
p- 145). Two factors in particular fostered this process. On the one hand, there was
the increase in levels of education and intellectual unemployment or under-em-
ployment, which increased frustration and resentment. On the other, there was
the fact that capitalist institutions did not limit freedom of expression or the or-
ganization of discontent, and therefore facilitated the spread of the phenomenon.

4 This brings us to the factor that was decisive in weakening liberal capitalism —
“anti-capitalist policies.” Schumpeter used this term to refer to a set of legislative
and administrative measures that became widespread in various countries, through
a process that paralleled the weakening of the bourgeoisie and the growth in dis-
content fostered by the intellectuals. These involved interventions that extended
the role of the state or of collective bargaining — policies of deficit spending to
support supply and to avoid cyclical crises; redistributive policies, aimed at realiz-
ing greater social equality, in particular though a growth of fiscal pressure; regula-
tive instruments such as anti-trust measures to combat monopolistic firms and to
control prices through administrative means; the spread of public firms; welfare
and labor legislation and the growth of union bargaining on the labor market. All
these policies, which spread more rapidly after the Great Depression, marked a
growing distance from “laissez faire capitalism.” They imposed increasing constraints
on the functioning of private firms and led to a gradual shift in the governance of
the economy from self-regulated markets to various forms of socialist planning.
Schumpeter saw the American capitalism of the New Deal and the capitalism that
was established in post-war America and Europe as a kind of “laborist capitalism,”
in which private firms were subjected to growing fiscal and regulatory obligations.
Some believed that this more politically regulated form of capitalism would be
able to survive in the long term, but Schumpeter was more skeptical. Capitalism
was, in his eyes, a specific institutional structure and value scheme: it was a civili-
zation. It was thus difficult for him to believe that a capitalism which had eroded
the institutional bases on which it was based could maintain a high level of eco-
nomic dynamism.
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Figure 5.1 Cultural and institutional causes of the liberal capitalism’s decline

“Can socialism work?” was Schumpeter’s final question, in which he made it clear
that by socialism he meant a form of societal organization in which the means of
production was controlled by the public authority, which was responsible for choices
over the production of goods and the distribution of incomes. His treatment of this
problem is not directly relevant here; however, he wished to show not only that
socialism could be efficient on the economic level, but that it did not necessarily
have to be seen as contradictory to the permanency of political democracy. This
thesis, even though it was formulated with great caution, would subsequently be
disproved through the experiences of the socialist countries. What was very clear
to him, and what he personally regretted, was that the old form of liberal capital-
ism — “the civilization of inequality and of the family fortune” ([1942] 1961, p.
419) - had no future.

3 Analytical Convergence and Political Divergence

Polanyi and Schumpeter, like Durkheim and Veblen, were from different back-
grounds and had no contact with each other,? even if they were both affected by
the atmosphere in Vienna at the turn of the century. The first was a socialist, the
latter a conservative liberal. However, despite these differences, it is interesting to
note that both contributed analytically by focusing — along convergent lines — on
the same problem; the decline of liberal capitalism and the great transformation
that began after the crisis of the thirties.

Polanyi was an institutionalist, Schumpeter an economist who overcame the
traditional boundaries of the discipline and recognized the importance of institu-
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tions in understanding change in the economy: the problem of development was
key to his thinking. Polanyi saw drastic limits to the scientific validity of econom-
ics, and historicized its analysis. The instruments of the discipline served to under-
stand the functioning of the economy only when it was dominated by self-regulated
markets. Its efficacy was thus restricted to the century in which liberal capitalism
triumphed - the nineteenth century. Extending its scope in time meant falling
prey to the “economistic fallacy.” From this point of view, Polanyi was thus closer
to Durkheim and, above all, to Veblen. His institutionalism was more an alterna-
tive to neoclassical economics than an attempt to integrate it; he wanted to recon-
struct an institutionalist economics.

Schumpeter had a completely different view of the role and characteristics of
economics, which was closer to that of Menger and Weber. Theoretical economics
was an analytical discipline, and as such its scientific status did not depend upon
empirical verification of its findings; it therefore did not need to be historicized.
However, within the discipline of economics — which he conceived, like Menger
and Weber, in wider terms than the neoclassical approach — space should be re-
served both for theory — with an analytical edge — and for historical-empirical
work. The latter would examine the relationship between economic phenomena
and the institutional context, basing itself on the contributions of history and eco-
nomic sociology. And Schumpeter himself turned to economic sociology when he
asked questions about changes in capitalism and its future. From this point of
view, he came close to a type of investigation like Polanyi’s. Both sought responses
to the same problem: why did liberal capitalism decline? And what directions did
the process of transformation that began after the Great Depression take?

In addressing the causes of the decline, they converged substantially by empha-
sizing how the social consequences of the dominance of self-regulated markets in
economic organization triggered social and political reactions that, in turn, pro-
gressively hampered the functioning of the markets, and their capacity to return
to equilibrium. Contrary to Marx, they held that the causes of the decline were
social rather than economic, even if they consequently had repercussions for the
functioning of the economy. One might even say that they reversed Marx’s argu-
ment that economic crises accelerated social and political change. Polanyi speaks
of the “self-defense of society,” a process that expressed itself through the spread
of various forms of protectionism (social and labor, agricultural and credit).
Schumpeter, instead, referred to “anti-capitalist policies,” which became more in-
tense after the Great Depression, but which found fertile terrain in the weakening
of the cultural and institutional framework of liberal capitalism and in the growth
of social discontent. Polanyi believed that these processes of institutional change
had begun at the end of the nineteenth century, and had reached their culmina-
tion in the crisis of 1929. Schumpeter explained this last phenomenon as a result
of the accumulation of different factors, some linked to the normal dynamics of
economic cycles, others more contingent. Unlike Polanyi, he believed that the
phenomena of imperialism and colonial wars were influenced by variables that
were more political and cultural than economic. Imperialism appeared to him to
result from tendencies that were extraneous to the fundamentally pacific spirit of
the bourgeoisie and capitalism, involving militarism and outmoded values, which
could be found in the ruling classes of aristocratic descent and in the military hier-
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archy (Schumpeter 1919). More generally, Schumpeter tended to attach more
importance to the ossification of self-regulated markets than Polanyi. He consid-
ered these phenomena as a consequence of institutional reactions to the depres-
sion of 1929 rather than as a factor preparing the ground for the crisis itself. However,
this was little more than a difference of emphasis. He also believed that the 1930s
were a cusp between unregulated capitalism and regulated capitalism. This pre-
pared the way, in a more long-term and more uncertain perspective, for the onset
of socialism.

It was also significant that both scholars came to similar conclusions about the
non-economic prerequisites for market functioning. This finding is especially im-
portant for historical-empirical analysis, because it implies that it is impossible to
understand how actual markets operate without examining their integration in
society, which is to say how they interact with an institutional context that pro-
vides the resources to motivate economic actors appropriately, and bring them to
accept the social consequences of market operations. Markets thus cannot exist
without adequate institutional support. Polanyi summed up this belief by under-
lining the “utopian” character of self-regulated markets: “Such an institution could
not exist for any length of time without annihilating the human and natural sub-
stance of society” (Polanyi [1944] 1985, p. 3). For his part, Schumpeter held that
“No social system can work which is based exclusively upon a network of free
contracts” (Schumpeter [1942] 1961, p. 417).

In other words, it was legitimate to study markets on the analytical level, isolat-
ing them from their institutional setting. However, when the investigation took
place on historical-empirical grounds, it was necessary to take account of the forms
and degrees of integration of markets in society. This allowed one to evaluate
differences in their economic performance over space (between different societies)
and in time (for the same society or for different societies).

Following this perspective, Polanyi and Schumpeter showed how the historical
establishment of the market eroded old institutions, generated social and political
instability, and led to experimentation with new institutions. The two authors
converged significantly in their analysis of the transformation of capitalism, even
if they differed in their empirical evaluation of this process. Both suggested that
capitalism was moving towards a stage in which the role of the market was more
limited, and was more regulated by political and social institutions. This was
Polanyi’s “great transformation,” while Schumpeter talked of a “laborist capital-
ism” that would probably lead to a socialist form of economic organization. How-
ever, Schumpeter was not in favor of the changes in course, and he remained
attached to the values of a capitalist civilization that he wanted to defend, even
though he believed it was in a state of irreparable decline. Polanyi, instead, be-
lieved that the transition to an economy that was better re-embedded into society,
and more socially and politically regulated, was not only inevitable but desirable.
This was true not only for the future of Western countries but also for the new
underdeveloped countries that were now emerging, and that would not necessar-
ily have to bear the social costs of the market.
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Chapter 6

The Legacy of the Classics and
the New Boundaries between
Economics and Sociology

In the previous chapters, we have sought to reconstruct the developments that
took place in economic sociology between 1890 and 1940. This new analytical
perspective paid regard to the interdependence between economic and social phe-
nomena, and located the economy in the sphere of society. Of especial importance
was the German context, with Sombart, Weber and Schumpeter. These authors’
thought took form in a cultural context dominated by the criticism of sociological
positivism, and influenced by the methodological debate between historical econo-
mists and neo-classical economists (Methodenstreit). However, scholars with other
intellectual linkages made an essential contribution: Durkheim and Veblen were
more influenced by positivism, and Polanyi had his own peculiar trajectory.

All these scholars had some knowledge of economics, but some knew it better
than others. Moreover, while most of them were on the borderlines of sociology,
Veblen and Schumpeter thought of themselves more as economists, even though
they were both critical of the traditional, established approach. We have noted
that these scholars did not know each other, nor had they read each other’s works,
with the exception of Sombart, Weber, and Schumpeter. Their political affiliations
were appreciably different too. Some were influenced by socialism, others by more
liberal currents of thought. One may take these differences as given; what is more
surprising and interesting is the striking convergence in their core methodological
and thematic concepts. This has importance because it is precisely this kind of
methodological and analytical convergence that can be said to underpin any origi-
nal and autonomous scientific approach, quite apart from the values and intellec-
tual trajectories which nurture scientific research. In this sense then, it can be said
that these authors are the founders of the tradition of economic sociology.

Naturally, any choice of founding fathers is somewhat arbitrary. Other scholars
might have been considered.! However, these authors” contributions were exem-
plary in two senses. From the methodological point of view, they share in large
part an approach to economic phenomena that is both consistent and different
from marginalism. And in substantive terms, they applied this methodological per-
spective to theoretically and politically important themes: the work of these au-
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thors has been especially important and original as compared to other established
disciplinary approaches. As we have seen, they are concerned above all with the
origins and transformation of capitalism in developed Western societies. We will
now endeavor to summarize the essential aspects of this new perspective, since it
constitutes the patrimony of the classic models of economic sociology. This focus
will enable us to examine how this legacy of the past has been used and how it has
been redefined. Therefore, in the second part of the chapter, I shall deal with the
question of the boundaries between economics and sociology that emerged after
the Second World War, by considering the theoretical and historical factors that
influenced relations between the two disciplines and the development of economic
sociology.

1 The Methodological Perspective

Economic sociology emerged at the end of the nineteenth century through the
convergence of various authors” attempts to fill the empty space left by neoclassi-
cal economics. Economics, when it was becoming established as a discipline, did
not study economic phenomena in isolation from their social, as one can see in
Adam Smith’s “grand synthesis.” He paid attention to non-economic institutions
like the state, and considered it one of the causes contributing to the “wealth of
nations,” together with the market, private property, and waged labor. However,
Smith was also very aware of the importance of shared values and in particular of
the moral principles regulating individual interests, for the proper functioning of
the market. He did not see the existence and reproduction of these principles as an
unchangeable component of nature, as the preceding philosophical tradition had,
but as a social product linked to the specific institutions of a country.

As we know, economics, in its later developments progressively lost touch with
its cultural and institutional aspects, as it sought to approximate the standards of
rigor and generalization of the natural sciences. This trajectory reached its logical
conclusion in the “marginalist revolution” of the 1870s. It was at this point that
the analysis of economic phenomena began to systematically separate itself from
their cultural and institutional context and to concentrate on the study of the
“laws” of the market, considered in isolation from the market’s social context. A
new paradigm of economics was thus created,? characterized by a series of clearly
delineated elements. Let us look at these briefly to contrast them with the different
view of economic sociology.?

1 The conception of economics. Economic activity was considered as the rational al-
location of scarce resources, which could be used for alternative aims. This was
done by actors who sought to satistfy their objectives in terms of both labor and
consumption, given their available means (labor, income); that is, to maximize
their utility. In this sense economic activity is identified with economizing.

2 Economic action. Action is thus motivated by the rational pursuit of individual
interests, that is, a set of preferences over labor and consumption. In the sphere of
production, actors try to maximize their earnings with respect to their availability
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to work, and in that of consumption they try to maximize satisfaction given their
consumption preferences; these are arranged according to a stable and coherent
order of priorities, given the income resources at their disposal. As a result, insofar
as it involves the use of resources (which is to say, means with respect to ends),
economic action is conditioned on wutilitarian motivations. Preferences over labor
and consumption (that is, the ends pursued by single individuals), are believed to
emerge independent of the influence of other actors. In this sense, one can speak
of an atomistic vision of economic action. In any case, the formation of ends is
considered exogenous to economic inquiry, and may therefore be ignored, allowing
one to concentrate instead on the rational (optimizing) allocation of means.

3 Therules. Action is influenced by a limited set of rules that can for the most part
be identified with the existence of competitive markets. Specifically, one may as-
sume that there is a large number of buyers and sellers, that there are no restric-
tions on the exchange and mobility of the production factors (capital and labor),
and that the actors who are active have full information about the opportunities
offered by the markets, so as to be able to rationally calculate how best to use the
resources available. Economists then consider the consequences deriving from eco-
nomic activity when the rules conform to those of the competitive market, or
when they move away from this condition as a result of a distortion; for example,
as a result of oligopolistic or monopolistic markets, or where there is a shortage of
information (economic research has increasingly focused on these situations). The
attention given to the market as an economic institution does not mean that other
non-economic institutions are not considered. For example, the role of the state is
recognized. The state favors economic activities as far as it does not hamper the
market with its political regulations, but guarantees the validity of contracts be-
tween private citizens and combats fraud. Even in this case, however, this is treated
as an exogenous variable, which is to say exogenous to the subject of research.

4 The method of inquiry. Economic action is investigated through a method that is
deductive—analytical and normative. In other words, the starting point is the above-
mentioned assumption of actors with atomistic and utilitarian motivations, who
evaluate consequences given certain rules, which are essentially those of the mar-
ket. This model also makes use of sophisticated mathematical techniques to analyze
outcomes associated with these conditions, culminating in those outcomes — par-
ticularly complex — linked to the general equilibrium model. The method is nor-
mative in that it also provides guiding criteria for the rational allocation of resources
under certain conditions. In any case, neo-classical economists — including, as we
have seen, Menger and Pareto — emphasize that the scientific validity of the results
is guaranteed by the logical demonstration of the outcomes resulting from particu-
lar conditions. In this respect, it is not seen as necessary that such conditions are
fully verifiable at the empirical level, whether they involve actors” motivations or
the actual rules conditioning their action.

Let us now look briefly at how the classics” approach to economic sociology devel-
oped a perspective that was relatively coherent and systematic, and at the same
time different from that which then prevailed in economics.
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1 The conception of the economy. All our scholars criticize the identification of eco-
nomic activities with the process of the rational allocation of scarce resources. In
the nineteenth century, production, income distribution and consumption in de-
veloped countries certainly appear to have been affected by such a process. This is
a consequence of the spreading of the market as a prevailing principle of economic
and social regulation. However, economic sociologists are typically interested in
looking at the market economy as though it were a historical phenomenon char-
acterized by a particular institutional context, and as a result they usually prefer to
talk of capitalism. Thus, they want to distinguish different types of economy, to
understand how liberal capitalism takes shape, why it develops in certain places
and not in others (or in some places earlier than in others), and in what ways it
might transform itself. In other words, diversity over space and time is the focus of
interest, and this requires a frame of analysis that does not identify the economy
exclusively with market-regulated activity. In fact, it leads to a wider and more
general vision of the economy, which is defined by Sombart in almost the same
words as Polanyi, as “activity oriented to the search for means of subsistence.” This
definition, which is substantially shared by the classical authors, allows one to
study how the economy is organized in different ways over space and time, and is
influenced by economic and non-economic institutions. It also led to the use of
concepts underlining historicity and variety, like that of the “economic system”
(Sombart, Polanyi), of “forms of integration of the economy” (Polanyi), or, in a
more specific outlook, the distinction between a “household economy” and a “profit-
making economy” (Sombart, Weber), and the different forms of capitalism (tradi-
tional and modern, liberal and organized, market and regulated, etc.) that can be
identified in all the classics.

2 Economic action. A series of consequences derive from the above assumptions.
Action oriented towards the search for means of subsistence does not necessarily
involve the rational allocation of scarce resources. This type of instrumental ac-
tion, based on utilitarian motivations, may have spread as the market expanded,
but these authors do not let that blind them either to action oriented towards
different goals (non-utilitarian) or the social conditions that underlay instrumen-
tal action itself in a market environment. Thus, they did not ignore the margins of
variability in economic behavior.

To cope with these problems, economic sociologists questioned neoclassical eco-
nomics” atomistic conception of action. In other words, they called into question the
idea that the aims of single actors could be formed independently of each other.
Economic action should instead be conceived as social action, in the sense that it is
always influenced by expectations relative to the behavior of other members of so-
ciety. Conforming or not to these expectations entails sanctions that may be either
positive or negative for the actors. Following Weber, it can be said that such expec-
tations take the form of habits, traditions, legal norms or conflicts of interest, which
is to say power relations. It is important to note that all our authors substantially
agree about this way of understanding economic action, whether they emphasize
the autonomy of the actors over institutional rules (like Sombart, Weber, and
Schumpeter) or whether they start with institutions and emphasize more the influ-
ence of institutional rules on actors (as Durkheim, Veblen, and Polanyi do).*
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This means that action cannot be understood without referring to the institu-
tions that systematically condition the formation of goals. Thus, one can identify
some kinds of economic action that are historically widespread, and are not par-
ticularly oriented by utilitarianism — as in the primitive societies on which Polanyi
focused, or in those characterized by a household economy (Sombart, Weber, and
Durkheim) before the market came to predominate. Second, this approach allows
us to deal with the problem of social conditions that influence instrumental action
itself, and thus its variability. Economic sociologists try to explain economic action
as social action, avoiding the individualistic atomism of neoclassical economics.
This involves understanding better when, where and why institutions legitimize
and encourage utilitarian motivations, but also when they limit and channel them.
This is why these authors were so interested in the origins of capitalism.

The research interests of the classics do not stop here, however. They also want
to improve their understanding of variability of instrumental action, in the sense
of clarifying the extent to which the search for profit and utility maximizing on the
basis of consumer preferences are concretely influenced by various factors of a
non-utilitarian nature. For example, by religious values (Weber), by the degree of
social marginalization (Sombart), by different forms of the division of labour and
social inequality (Durkheim, Weber, and Polanyi), by the features of the family or
different forms of firm organization (Schumpeter). In all these cases, utilitarian
motives and non-utilitarian components combine in a concrete mixture to influ-
ence entrepreneurial activity, labor choices and consumption. Thus, for example,
entrepreneurs’ search for profit can be more or less directed towards innovation,
investment and the growth of capital in the long term, or towards no innovation
and short-term profit maximization. The behavior of workers can be more or less
conflictual and their satisfaction with life and working conditions can influence
their productivity. The erosion of traditional forms of social integration often leads
people to seek a means to recognition and satisfaction in consumption, and this
influences consumption choices whatever the income level may be (as Simmel
and Veblen in particular emphasize).

In concrete reality, economic action is therefore rooted in a plurality of
motivations that can only be reconstructed inductively, through a complex and
difficult process of historical-empirical research. Weber points out that the con-
cepts and “laws” developed by pure economic theory “state what course a given
type of human action would take if it were strictly rational, unaffected by errors or
emotional factors and if, furthermore, it were completely and unequivocally di-
rected to a single end, the maximization of economic advantage. In reality, it takes
exactly this course only in unusual cases, as sometimes on the stock exchange; and
even there it is usually only an approximation to the ideal type” (Weber [1922]
1978, p. 9). Usually, he continues, the actors in any given situation are subject to
“opposing and conflicting impulses.” This is why economic sociology finds it nec-
essary to work with ideal types, with generalizations based on historical-empirical
inquiry, rather than with a priori assumptions about the rational pursuit of indi-
vidual interest, as one does in economics.

3 The rules. As a consequence, the rules conditioning actors’ actions should, be
wider and more complex for economic sociology than for economics, where they
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are essentially limited to market forms. The classic authors consistently sought to
take other institutions into consideration, in order to take proper account of forms
of economic organization that are different from market economies, as well as to
distinguish between different forms of market economies. They attach different
labels to these institutions, but the meaning is basically very similar. For example,
they speak of “forms of organization” (Sombart), “forms of integration” (Polanyi),
“regulations of the economy” and, more specifically, “regulations of economic ac-
tivity” (Weber), “institutions” (Durkheim, Veblen, Polanyi, and Schumpeter).

In general, the consideration of institutional phenomena other than the market
develops in two directions. On the one hand, one may refer to economic institutions
that are based on shared social obligations. The most typical example of this is Polanyi’s
“reciprocity,” but Weber’s “traditional exchange” — which concerns the exchange of
gifts as opposed to “rational exchange” (market exchange) — is very similar. This
illuminates important aspects of economic activity in both primitive and modern
societies. These particular forms of regulation are generally produced and sustained
by communities based, to use Weber’s words, on “the subjective feeling . . . that they
belong together” (Weber [1922] 1978, p. 38). Typical examples of this are the fam-
ily, kinship relations, local, ethnic, and religious communities, as well as — in mod-
ern societies — social movements. In all these cases, sanctions upholding the rules are
based, as in reciprocity, on some form of social approval or disapproval.

On the other hand there are institutions involving rules that are based on politi-
cal sanctions, that is, on norms that ultimately rely on the use of force, of both a
legitimate type — as in the case of the state — and a de facto type — as in the case of
criminal organizations. Examples of institutions that involve the political regula-
tion of the economy are Polanyi’s “redistribution,” Sombart’s “planned” or “coop-
erative economy,” and Weber’s “regulative” or “administrative organization.”> Rules
of this type are produced and supported by non-economic structures such as those
of the state. However, there are examples of other structures — mediaeval corpora-
tions, cartels between firms, unions, and various forms of criminality which exer-
cise their power over a certain geographical area, such as the Mafia.

The concrete forms of economic activity over space and time are therefore af-
fected by how these different institutions regulate the activities of production, dis-
tribution and consumption, and they condition the actions of actors.

4 The method of inquiry. The previous discussion has already illustrated the differ-
ences between the classical economic sociologists” method of inquiry into eco-
nomic action and its consequences, and the method established in the marginalist
revolution in economics. While the latter involves an analytical-deductive and
normative method, the former is more inductive, based on a historical-empirical
approach. The sociological model too seeks to formulate generalizations that allow
the consequences of certain economic actions to be explained. However, whereas
economics makes certain a priori assumptions with regard to the actors’ utilitarian
motivations and the presence of the fixed conditions for the functioning of the
market, sociologists try to reconstruct the specific conditions affecting economic
action through empirical investigation. Further, economic action may result from
the expression of non-utilitarian motivations, or from elements of utilitarianism
combined with other, different impulses (traditional, emotional, or ideological, to
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Table 6. 1

Methodological aspects of neoclassical economics and economic sociology

Neoclassical economics

Economic sociology

Conception of the economy

Economic action

Rules

Method of inquiry

Rational allocation of scarce
resources usable for
alternative aims (economizing)

Atomism and utilitarianism.
Rational pursuit of individual
interests by individuals acting
independently from each other

Competitive Market

Deductive-axiomatic method
Abstract models
High generalizations

Activity aimed at the search
for means of subsistence

Economic action as
social action

Utilitarian and non utilitarian
motivations influenced by
institutions

Market,

Social institutions
(e.g. reciprocity)
Political institutions
(e.g. redistribution)

Inductive method
Empirically-based models
Bounded generalizations

paraphrase Weber). Moreover, the classical authors also seek to understand the
rules working in any particular context through a historical-empirical method.
Thus, they do not limit themselves to analyzing certain particular conditions in
isolation but evaluate the impact of other institutions, together with the market,
on action and its actual consequences. It follows that sociological models have
more restrictive temporal and spatial limits than economic ones, precisely because
they seek to take more account of the historical-empirical variability of institu-
tions and action. However, these models are usually more wide-reaching and “gen-
eralizing” than those of history proper. The study of Western capitalism, for example,
is at a lower level of generalization than the analysis of the laws of the market as
developed in economics, but at a higher level, for example, than the historical
investigation of British capitalism. Despite this difference, economic sociology is
intimately related to historical analysis, as Weber especially has emphasized. On
the one hand, it draws materials useful for comparative analysis from history,
which is in fact essential for testing hypotheses, given the unfeasibility of the ex-
perimental method in the study of macro-social phenomena. On the other hand,
economic sociology contributes to generating new hypotheses that may in turn
orient historical investigation.

2 A Reservoir of Hypotheses

Thus far the emphasis has been on the principal features of classic economic soci-
ology from the methodological point of view. It is however important to recall
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some of the results that have been derived from the application of this perspective.
The main focus of research has been the issues surrounding the origins, conse-
quences, and transformations of capitalism. The historically-grounded aspects of
the analytical models restrain the temporal and spatial scope of theoretical gener-
alizations. However, it would be a mistake to dismiss a series of convergent and
coherent hypotheses that emerge from the work examined above. This is the rea-
son why the legacy inherited from the classics has informed — and continues to
inform - subsequent research. It is therefore worthwhile examining this “reservoir
of hypotheses” more closely by considering three main themes: the market, devel-
opment, and consumption.

2.1 The market

In research on the market, it is useful to distinguish analytically between two areas
of research, which have been treated with different levels of emphasis and rigor.
The first has to do with the process through which the capitalist market was con-
structed, and the second to do with the conditions for its successful functioning.

With regard to the first problem, there is a basic difference from the position
adopted by the economists (although the most rigorous neoclassical economists do
not deal with this problem, considering it to be exogenous). In economic thought,
it is generally held that market relations spread because of their efficiency as com-
pared to other modalities of economic organization, that is, their capacity to satisfy
the preferences of single actors at lower costs. Over time, the market’s advantages
for individuals bring the institutions and motivations that are consistent with the
good functioning of the market to fruition, and this adds to the legitimacy of the
market itself. This evolutionary — and optimistic — vision of a linear development
of the market can be contrasted with that of economic sociology, which is more
sensitive to the variability of outcomes over time and space.

At the center of economic sociology’s explanation is the notion of legitimacy.
First of all, in order to establish itself as the main regulatory mechanism of the
economy, the market must become socially accepted, but this is a difficult process
without any definite outcomes. Much of Sombart and Weber’s work is dedicated
to precisely this issue, with reference to a particular historical period: the origins of
capitalism in the West. They try to show the complex series of cultural and institu-
tional factors that legitimized, encouraged and supported market relations, includ-
ing religion, the state and the legal system, towns and modern science. This process
was more conflictual in other parts of the world, where culture and institutions
opposed and resisted the market. Other authors like Durkheim, Veblen, and Polanyi
—who were more interested in the consequences of the capitalist market than the
conditions that gave rise to it — also share the idea that the successful operation of
the market requires, as Durkheim puts it, “some variations in the social environ-
ment” to legitimize it. Recalling Marx, Polanyi pointed out that the process was
not necessarily a peaceful one and could also involve the use of force (as with
enclosures in Britain) and political power.

Once the utilitarian and individualistic motivations consistent with market func-
tioning have been legitimized and established, the advantages in terms of eco-
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nomic well-being and the growth in the scope for individual choice and con-
sumption reinforce the spread of market relations. Efficiency thus goes hand-in-
hand with legitimacy. However, the sociological tradition is in general more
sensitive to two features of markets. First, the advantages of the market are spread
unequally across different social groups: the benefits enjoyed by the entrepre-
neurial bourgeoisie, who control the means of production, are rather different to
those of the workers that are only able to sell their manpower. In other words,
economic sociology is more interested in the problems of fairness in real mar-
kets, while economics focuses on problems of efficiency, taking it for granted
that a fully competitive market will also resolve any problems of equity. In this
perspective, everyone would be remunerated according to their contribution —
which would be freely chosen — to the value of overall production. Second, for
sociologists, the benefits are not confined to greater scope for material access to
goods, but also involve increased freedom of choice both in the use of one’s own
labor and in consumption (this was strongly underlined by both Simmel and
Weber, particularly in their early work).

There is little doubt, however, that for both economists and sociologists, the
market tends to reduce the space available for other institutions in the sphere of
economic activities, once it becomes established as a regulatory mechanism — from
the family to kinship relations and the local community, from the corporations to
the state. But to what extent can the market be free from social and political regu-
lations without becoming compromised by its own functioning? This leads to the
second problem dealt with in depth by the classics.

We know that neoclassical economics presupposes the existence of well informed
individuals, morally trustworthy and capable of rationally calculating the optimal
way of satisfying their preferences. These agents move in a context of rules that
provide for the full negotiability of all goods and productive factors, and the avail-
ability of many sellers and buyers. In this picture the role of social rules (for exam-
ple, of reciprocity) or political ones (such as forms of redistribution linked to the
state or to medieval guilds) are seen as a factor potentially distorting the rational
allocation of resources, and thus efficiency. For example, family and kinship rela-
tions, or state and union interventions, can alter the remuneration of labor with
respect to the value defined in terms of marginal productivity, that is, the contri-
bution of the individual worker to the overall value of the product. This would
lead to an increase in the costs of the produced goods to the detriment of the
consumer. The hypothesis is thus that the market will work better, the greater is
the freedom of individuals from social and political conditioning. Thus the market
is the place of separation between individuals, who must not be influenced by
extra-economic factors. Forms of interaction and cooperation regulated by incen-
tives that are not strictly economic are inevitably viewed with suspicion.

Economic sociology has developed a different framework of analysis. This can
better be understood if one notes that its methodology is more closely tied to his-
torical-empirical investigation, and that it problematizes the a priori assumptions
of economic theory. Individuals are not normally well-informed or fully capable of
rational calculation, and not everyone can be considered equally trustworthy from
the moral point of view. The lack of perfect information, together with the risk of
moral hazard, makes market exchanges problematic, even where they have been
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legitimized — that is, where they are socially accepted. In addition, markets are not
always fully competitive. This usually means, as for example in the case of the
labor market, that those hiring workers can influence the contractual conditions
to their advantage, notwithstanding the formal freedom to bargain among con-
tracting parties. This is why Weber, following Marx, talks of “formally free” labor,
and underlines the fact that “certain groups with a far-reaching degree of actual
control over economic resources have been in a position to take advantage of the
formal freedom of the market to establish monopolies” (Weber [1922] 1978, pp.
84-5).

In real societies, therefore, the market works better not insofar as individuals
are separated from each other and are impervious to extra-economic influences,
but insofar as there are institutions that add to the legitimacy and the social ac-
ceptability of market relations by constraining the pursuit of individual interest.
Two types can be mentioned here. First, institutions that generate and reproduce
trust through personal interactions (for example, those tied to families, kinship
relations, local communities, etc.) or in an impersonal way, through legal sanc-
tions applied to people who violate contracts (and this is where state institutions
are vital). These institutions are important because under conditions of lack of
information, where there is the risk of deceit or fraud, many contracts and ex-
changes of resources that could benefit the contractors — and more generally soci-
ety (economic development) — will not happen; or they will happen less than
otherwise might be possible. Vice versa, if what Durkheim called non-contractual
features of the contract take effect, which is to say if extra-economic relations
generate trust and if impersonal institutions such as legal ones underpin the cred-
ibility of the contracts, the market can be more efficient.

However, as we have already stressed, efficiency does not necessarily mean fair-
ness. There is a second type of institutional control to consider: that regarding the
balance of power on the market which conditions the freedom of choice of the
contractors. If the relations are particularly unbalanced — in particular on the labor
market — conflicts may emerge in bargaining relations, which risk endangering
productive activities; or alternatively, workers may become less committed to their
tasks, lowering productivity. In these cases, the institutions representing the col-
lective interest of workers and introducing political regulation into the labor mar-
ket, become important. Moreover, state intervention to regulate working conditions
(work hours, child labor, health and safety, etc.) may be appropriate. More gener-
ally, economic sociologists believe that regulatory interventions by the state should
deal with problems of fairness — through redistributive interventions that reduce
social inequalities.® As Durkheim has emphasized, these can in fact alter the condi-
tions of struggle on the market, which compromise the liberty of choice, and thus
delegitimize the market.

We can thus conclude that the sociological tradition is in contrast with neoclas-
sical economics (particularly in its original and more radical version). Since the
assumptions adopted by economists are extremely unlikely to obtain in reality,
markets should not — in order to work more efficiently — be as isolated as possible
from social and political relations, but should on the contrary be socially well con-
structed. What is necessary is therefore a balance — which can be determined only
at the empirical level — between the freedom to pursue individual interest and the
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constraints placed on its concrete exercise by non-economic institutions. Without
these constraints, the market’s ability to function as an efficient instrument for
organizing economic activity will be put at risk. However, it is also true, as Weber
and Schumpeter underline among others, that if the constraints exceed a certain
threshold — which cannot be defined in abstract terms — the market can be ham-
pered as a form of economic organization. Economic activity, if it is to work in a
market context, must be guaranteed a stable scope for profit. If the burden of
regulations generates negative expectations in those who control the means of
production, the investments necessary for the reproduction of economic activities
may be jeopardized.

Therefore, the concern of economists should not be undervalued. The problem
cannot, however, be resolved once and for all at the theoretical level. For eco-
nomic sociology, this is instead an empirical question, because the tolerability of
social and political constraints on the market, i.e. the forms of legitimation of the
market, can vary over space and time. This means that there are societies in which
the prevalent culture and institutions legitimize, or even demand, greater autonomy
from the market. These societies accept the social consequences that may derive
from market operations in terms of social inequality, and social and territorial
mobility, which happen more than in other institutional contexts. This is, for ex-
ample, the lesson of Weber’s investigation into the specificity of Western society
with respect to those of the East. As we shall see later, comparative analysis can
also make distinctions within the Western context. For example, one can distin-
guish between Anglo-Saxon societies in which the market has more autonomy
(particularly in the United States) and others, such as those of mainland Europe,
where there is a greater cultural and institutional need to limit the autonomy of
the market so as to legitimize it.

In other words, in evaluating the conditions for the functioning of the market
we can draw yet another conclusion from the classic texts: one should avoid search-
ing for an optimal form of economic organization in terms of efficiency. There is
no one best way; instead, there are several, all of which are conditioned by their
social context. Only through comparative empirical investigation can we begin to
identify these and to evaluate their respective strengths and weaknesses.

2.2 Economic development

On what does the economic development of a market economy depend? There
can be no doubt that it is influenced by legitimacy. Economic sociology as distinct
from the neoclassical approach, highlights the dynamic efficiency of the market. It
shows how alterations in the allocation of resources may lead to greater future
benetits, due to the role played by social and political institutions. For example, a
firm that has cooperated with another for some time may decide not to exploit a
favorable market situation to demand lower prices, thereby reducing its own prices
for the consumer. This loss in efficiency in the short term could, however, be more
than compensated by the willingness of the supplying firm to cooperate with higher
commitment and trustworthiness on future occasions, thus improving overall pro-
ductivity over time. This same mechanism can be seen in the labor market. An
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alteration in the wage level contrary to prevailing market conditions may increase
costs for a certain firm in the immediate future and can have negative repercus-
sions for the consumers of the firm’s goods. However, it can also create the condi-
tions for workers to really participate in the productive activity, increasing their
commitment, involvement, and thus the productivity of labor over time —as Adam
Smith had already noted.

The tradition of economic sociology thus suggests that a more solid social ac-
ceptance of the market, linked to institutional constraints of a social and political
nature, is a condition not only for the stability but also for the growth of a market
economy. However, this condition, which relates to the rules influencing actors’
behavior, is not sufficient. Economic sociology does not only see the rules as being
more complex in real societies, but takes the variability of actors’ motivations into
account. In contrast, the analytical model of neo-classical economics assumes that
actors will behave identically when confronted with external constraints. Agents
are well informed, trustworthy and fully capable of rationally allocating scarce
resources (capital, technology, labor, etc.), which are assumed as givens. In this
perspective, as Schumpeter points out, economic development — understood as
the creation of new added resources — is not investigated. In the sociological per-
spective in contrast, the behavior of actors is variable and resources are not a given.
The aim is to explain their growth over time, that is, how economic development
occurs. To do this it is not sufficient that the market be legitimized; one needs to
evaluate the degree to which economic actors use market exchanges to create new
wealth, moving beyond the routine procedures of traditional and consolidated
relations. In other words, it is necessary that one joins innovation to legitimacy.

If the capacity to innovate is to be encouraged, market relations must be highly
socially accepted; this eases cooperation and exchanges. However, this is not a
sufficient condition. To what extent are these opportunities taken? On what does
innovative capacity depend? The classics would respond that it is fundamentally
dependent on entrepreneurship, that is — as Schumpeter would say — on the capacity
to realize new things (new products, new processes and methods of organization
of production, and new markets). When one innovates, one creates new relations,
and one has to face even more uncertainty about the end results of action, as well
as moral hazard. Therefore, Schumpeter emphasizes how the entrepreneur is char-
acterized by particular qualities that allow him to tackle such problems more effec-
tively: determination, capacity for vision, commitment, but also a desire for social
success and recognition. This comes close to the combination between the “spirit
of enterprise” and the “bourgeois spirit” that Sombart talks about. Viewed in this
light, the entrepreneur has a particular set of features, whose aims are different
from those of other economic actors, and which cannot be identified as a generic
rational pursuit of individual interest. According to Schumpeter, the explanation
for these unusual qualities and their spread is not only psychological and indi-
vidual, rather, it involves social context, that is, the presence of institutions that
facilitate or hinder entrepreneurship. Following this perspective, Schumpeter’s po-
sition is close to that of Sombart and Weber, even if these authors were more
oriented towards the problem of the origins of capitalism. As we know, they un-
derlined the importance of factors like religion, or exclusion from citizenship rights,
in the emergence of capitalistic enterprise.
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In general, economic sociology thus suggests that development depends not only
on institutions that legitimize the market by regulating the utilitarian selection of
means with respect to the aims, but also on institutions that define the aims of the
actors themselves. In other words, one has to look at how actors define and perceive
their interests if one wants evaluate whether, and to what extent, entrepreneurship
is encouraged. Religion for Weber and Sombart, exclusion from citizenship rights
for Simmel and Sombart, and access to technological knowledge for Veblen are all
examples of the constitutive role played by institutional rules, in contrast with with
the regulatory role of institutions discussed above in the context of market legitimacy
(the regulation of legitimate ways to pursue the goals).” In general, the most impor-
tant constitutive rules are the normative ones, which define the ultimate values that
guide behavior, a typical example of which are the religious beliefs affecting the
origins of market capitalism. However, some scholars, including Veblen, Sombart
and Schumpeter, were aware of the growing role that cognitive resources — the ac-
tors” knowledge, routines and know-how — play in the formation of entrepreneur-
ship and in development in advanced capitalist economies.

This set of hypotheses regarding economic development has been important for
the way in which economic sociology has grown, particularly in relation to the
study of countries and backward areas which will be discussed in chapter 7. It has
also drawn increasing attention over recent years, with the transformation of pro-
ductive organization along the lines of models based on flexibility and a more
important role for small and medium-sized firms, in which personal entrepre-
neurship is important (see chapter 9). However, it should be remembered that for
the classics, the impact of entrepreneurship on the capacity of innovation, and
therefore on economic development, must be situated in a historical context. They
foresaw that the firm would become increasingly impersonalized and bureaucratized
as a consequence of the development of capitalism, while the capacity for innova-
tion would shift from personal entrepreneurship to organizational ability — the
“visible hand” of organization as Alfred Chandler (1977) would later call it.

These scholars were concerned about economic dynamism, precisely because of
this process. Many of them believed that the bureaucratization of firms and the
increasing organization of capitalism — linked to new political rules involving the
state and industrial relations — could lead to a loss of innovative capacity. Although
on the whole this concern turned out to be exaggerated — as we shall see later —
there is no doubt that economic sociology also contributed in this way, highlight-
ing a structural problem of the capitalist economy. In other words, once it has
established itself, the market lead to the progressive erosion of the constitutive rules
that initially supported it: religion, institutions, and traditional ties. This worsens
the problems of social acceptance of the consequences of the market over time, as
all the classics pointed out, and leads to the growth of new regulatory rules (state
interventions in the economic and social fields, industrial relations, etc.). At this
point the possible contradiction mentioned above arises — the discrepancy between
the institutional regulation of the market and economic development. From the
dynamic point of view, an excess of regulation can weaken innovative capacity.
This hypothesis — which can be drawn from the classics — is particularly fruitful; it
allows to set up historical-empirical comparisons dealing with the differences of
economic development over space and time.
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2.3 Consumption

The problem of consumption is also important for economic sociology. This phe-
nomenon was not the main focus of interest of classical economists, whose real
interest was production. For neoclassical economists, however, it was instead con-
sumers’ demand that was the basis for the value of goods through the theory of
marginal utility. Demand was thus analyzed from the starting point of specific
hypotheses about consumer behavior. The assumption is that this behavior aims
to satisfy needs, which are rank-ordered by single actors according to a stable hier-
archy of preferences. In this perspective, the formation of preferences is not influ-
enced by extra-individual factors, and is considered as an exogenous factor which
is not investigated by economics. Given the relevant constraints (the prices of goods
and disposable income), consumers tend to distribute their purchasing power in a
way that is exactly proportional to their preferences. Assuming that the satisfac-
tion linked to a certain good diminishes with the consumption of additional units
(marginal utility), it is hypothesized that this good will be consumed until the
added satisfaction equals that of the other goods that he wants to consume. A key
assumption of the neoclassical model is that consumers are attentive, well-informed
about the prices and quality of goods, and are capable of continually calculating
their utility, reacting to the market prices by adjusting their consumption. It is, in
fact, clear that this is how consumers stimulate and condition competition be-
tween firms, rewarding the most efficient (which produce the requested goods at
the lowest cost).

Economic sociology also questions the atomism and utilitarianism of the neo-
classical theory of action with regard to consumption. It is hard to find consumers
that are independent from the influences of other actors, with stable preferences,
adequate information and a capacity to make precise calculations about their util-
ity in real societies. The interest of sociologists thus concentrates on the concrete
features of consumer behavior in a society where the phenomenon of mass con-
sumption is increasing, in parallel with economic development and a rise in in-
comes. Given this orientation, attention focuses on the socio-cultural factors
conditioning both preferences and the ways in which they are pursued, influenc-
ing utilitarian calculation. Therefore, preferences and individual tastes are not
understood as the result of a subjective evaluation of goods to be consumed, or-
dered hierarchically on the basis of their use value (the utility that they give to
individual actors), in isolation from other members of society. The goods are in-
stead desired and consumed, to a large extent, because of their symbolic and social
value, that is, the meaning that they take on in social relations with others, func-
tioning as signs of recognition for actors and social groups with whom consumers
want to be identified, and as signs of differentiation from other groups.

Simmel was one of the first scholars to highlight the symbolic function of con-
sumption in the competition to gain higher social status. He noted how the spread
of the monetary economy and market relations went hand in hand with the pro-
gressive erosion of traditional institutions (from the local community to guilds,
churches, etc.) which gave identity to individuals and contributed to their integra-
tion into a wider society. The individual’s place in society becomes less stable, less
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linked to established forms of recognition. This means that in growing cities and
towns, in which the traditional institutions have even less influence, consumption
functions as a means to get one recognized, to gain social status and to mark out an
identity. It is in this context that fashion finds fertile terrain, according to Simmel
(1911). It serves a double goal: it allows individuals to identify with some social
groups and distinguish themselves from others through the goods they consume,
which take on a symbolic value that goes well beyond their utility in terms of use
value.

For his part, Weber links consumer behavior to the search for status typical of
“status groups,” groups which have a particular prestige. In modern society, status
groups usually have a professional basis (the self-employed, intellectuals, soldiers,
etc.) and are distinguished by particular lifestyles to which the quantity and qual-
ity of consumption contributes. However, it is above all Veblen, with his analysis
of “conspicuous consumption,” who linked consumption to the competition for
social status. From the privileged observatory of turn-of-the-century America, he
was able to capture the growing importance of consumption in a society particu-
larly uncharacterized by traditional ties, extremely mobile, and strongly polarized
in terms of social inequalities. In his pioneering study, which became highly suc-
cessful and influential, Veblen emphasized how growing access to mass consump-
tion is an essential instrument for the integration of disadvantaged social groups.
This went together, in his opinion, with a waste of productive resources that, rather
than increasing the effective utility of single consumers, would lead them to spend
their income on useless goods, chosen for their value as status symbols.

It is clear that the motivations for consumption on which economic sociologists
insist — those tied to the symbolic value of goods in status competition — call the
elegant neoclassical model into question.® In fact, they imply a social rigidity in
consumer behavior that leads to reactions that are non-consonant with the ra-
tional calculation of utility. This can mean, for example, that a price increase does
not lead to less consumption if the good has a high symbolic value; vice versa, if
the good loses that value, a lower price may not lead to more consumption.

There is, however, yet another aspect to be taken into consideration, as pointed
out by economic sociologists. Flesh-and-blood consumers, even apart from the
social pressures discussed above, are not well-informed, and they have few re-
sources to acquire the knowledge necessary to evaluate the quality of the offered
goods. This fact tends to be consciously exploited by firms, which try to increase
the symbolic value of goods and to control consumption behavior through fash-
ions. Thus, for example, Weber notes that “even though the consumer has to be in
a position to buy, his wants are ‘awakened’ and ‘directed” by the entrepreneur”
(Weber [1922], 1978 p. 92). Schumpeter adds to this by underlining how consum-
ers do not behave according to the economic textbooks even in the most banal
situations: “On the one hand their wants are nothing like as definite and their
actions upon those wants nothing like as rational and prompt. On the other hand
they are so amenable to the influence of advertising and other methods of persua-
sion that producers often seem to dictate to them instead of being directed by
them” (Schumpeter [1942] 1961, p. 257). By influencing fashion, as well as through
advertising, firms can introduce new products more quickly, but also standardiz-
ing demand to a greater extent, as Sombart emphasizes. It is thus possible to create
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amass market that allows the use of new technologies and the realization of econo-
mies of scale. The “standardization of needs” of which Sombart talks is reinforced
by the production of lower quality goods that imitate the fashions of more wealthy
groups and are offered to consumers at a lower price.

This, in summation, is how economic sociology questions the central assump-
tion of neo-classical economics — the principle of “consumer sovereignty,” on which
the efficiency of the productive machine depends. If the hypothesis of the well-
informed consumer with stable and autonomous preferences, who is capable of
continually calculating his utility, does not hold empirically, his power to disci-
pline firms, rewarding those that are more efficient and punishing those that are
not, is also weaker. Economic sociology does not deny the potential importance of
this mechanism in the market economy but it problematizes it, and suggests that
its importance varies. Moving from analytical abstraction to empirical reality, one
can appreciate that its positive effect on efficiency will be greater when single ac-
tors are not isolated. In any case, these would lack the information and the abili-
ties needed to orient themselves given the prices and quality of the goods offered.
On the contrary, one may suggest from this point of view too, that efficiency is
socially constructed. Only if there are institutions that can improve knowledge by
conditioning the behavior of firms and which also educate the consumer by induc-
ing him to organize, can consumers choose better and therefore exercise their
positive influence on the efficiency of firms. Once again then, efficiency is linked
to the institutional context. It is a variable phenomenon that cannot be deter-
mined a priori, and is subject to differences over space and time that should be
studied from the historical-empirical point of view and through the comparative
method.

3 The Redefinition of the Boundaries between Economics and
Sociology

The work of Schumpeter and Polanyi was a turning point in the development of
economic sociology. After its publication, there was a decline in the tradition of
analysis of the sociology of capitalism that has been described in the previous chap-
ters. This tradition was based on the use of analytical models to interpret the ori-
gins and transformations of a specific form of economic organization — Western
capitalism — which was historically delimited, through the comparison of different
models over space and time. In the post-war period, the legacy of the classics be-
came fragmented and economic sociology moved towards greater thematic and
disciplinary specialization. Two main paths emerged in particular.

First, the theme of economic development, which was at the center of the clas-
sical tradition, became less important in the study of the more developed Western
countries. Macro-economic themes were taken over by the new Keynesian eco-
nomics. However, economic sociology’s original interest in the relation between
institutions and economic development did not disappear. Indeed, it continued to
flourish mainly in studies of underdeveloped areas and countries. In this field of
research, the role of non-economic institutions in conditioning the process of de-
velopment remained important — and in fact, found new fodder in the process of



THE LEGACY OF THE CLASSICS AND THE NEW BOUNDARIES 135

decolonization and the establishment of new states on the international political
and economic scene. From this point of view, it can thus be said that the original
perspective of economic sociology was reconstituted first of all in terms of the
sociology of development (as we will see in the next chapter). A second direction
is that of micro-economic themes, which, in the classical tradition, had usually
been dealt with together with the macro-economic ones — for example, the or-
ganization of firms and labor, industrial conflict, and labor relations. Studies on
these topics now tended to develop autonomously, in part as a result of the grow-
ing institutionalization of sociological studies in university teaching and research.
Thus, more highly specialized disciplines developed and became independent of
the original core of economic sociology: industrial sociology, studies on organiza-
tions, labor, and industrial relations sociology.

How can we explain these trends? Clearly, many factors have atfected the proc-
ess of fragmentation and disciplinary specialization, but it is worth drawing atten-
tion to two main reasons. The first involves the economic and social transformations
that many countries underwent after the Second World War. In different ways,
these helped in a redefinition of the boundaries between the state and the market
that led to a greater commitment on the part of governments to full employment
and the development of the welfare state. This process went together with a period
of intense economic growth and social and political stabilization. In other words,
many of the worries about the difficult relationship between the economy and
society in liberal capitalism — on which the founders of economic sociology had
focused their attention —now seemed less important as a consequence of the “great
transformation” of capitalism. This occurred particularly in the more developed
countries, where Keynesian policies and “Fordist” forms of industrial organization
became widespread.

The second reason involves the contemporary redefinition of the boundaries
between economics and sociology. On the one hand, economics retrieved its con-
nection with historical-empirical reality, particularly with the “Keynesian revolu-
tion,” and it proposed new instruments to interpret and guide this new and intense
phase of economic growth. On the other, the institutionalization of sociology pushed
scholars towards fields that were less studied by economists, and encouraged a
more specific fragmentation and disciplinary specialization of economic sociology
along the lines described above.

3.1 Economic and social stabilization in the post-war period

The first thing that must be recalled is the historical context in which the new
boundaries between economics and sociology were built up. The first three dec-
ades following the Second World War, until the seventies, marked a period of
extraordinary economic growth. Although the destruction and loss of human life
had been much greater than during the First World War, recovery in this period
was more rapid, solid, and stable than it had been before.

America’s aid policy for Europe played an important role in this process. Most of
the European countries were on their knees — the winners as well as the losers.
The Old World was on the verge of bankruptcy. The United States wiped out a
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large amount of the allied countries’ debts, but also gave them a large amount of
financial aid through the Marshall Plan. This time, they avoided the mistakes made
with Germany after the First World War when they demanded a level of compen-
sation that was in practice untenable. While this strategy of aid provision helped
reconstruction and recovery, there was another important difference with the post-
First World War period. Growth in production benefited enormously from the
progressive liberalization of markets, and therefore from a substantial increase in
international trade, as well as from the agreements stabilizing exchange rates. This
was helped by the close international cooperation which led to the creation of new
organizations such as the International Monetary Fund, the European Organiza-
tion for Economic Cooperation, and later on the institutions of the European Com-
munity.

This international institutional picture contrasted starkly with the one that had
influenced economic and political events following the First World War. In this
new context, demand for goods could grow enormously, boosted first by the re-
quirements of reconstruction and demand for basic commodities, and then, in-
creasingly, by the possibility of satisfying new needs through using modern
technology to produce mass consumer goods — from cars to household appliances.
In addition, one of the most remarkable founts of development sprang, especially
in European countries, from the existence of a large labor supply which came from
low productivity sectors and areas, and especially from agriculture. This involved a
low-skilled labor force that could be used in the more modern industries, because
of the use of new productive technologies and new Taylorist forms of labor organi-
zation, which allowed labor tasks to be divided up and simplified. As a result, the
wide availability of a low-cost labor force constituted a remarkable competitive
advantage, especially in an area like Europe in which the national economies were
highly dependent on exports.

However, these economic variables, linked to the growth of demand, availabil-
ity of low-cost labor, and technological development need to be considered to-
gether with the changes that came about in the institutional regulation of the
economies of the more developed countries. From this point of view, the “great
transformation” that Polanyi had already predicted as a reaction to the crisis of the
thirties, continued and consolidated. During the sixties, Andrew Shonfield made a
comparative analysis of Western countries and provided one of the most effective
syntheses of the changes involved in what he called “modern capitalism,” that is, a
kind of capitalism that was more regulated at both micro and macro levels and
became increasingly different from the liberal capitalism of the nineteenth cen-
tury. We can use this synthesis (Shonfield, 1965, chapter 4) to throw light on the
main differences characterizing the type of capitalism that emerged after the Sec-
ond World War. “What was it that converted capitalism from the cataclysmic fail-
ure which it appeared to be in the 1930s into the great engine of prosperity of the
post-war western world?” (ibid, p. 5). This British scholar’s question emphasizes
four new features of post-war development: first, it was much more regular than
in the past, with shorter and weaker recessions; second, growth in production and
income had never been so rapid, particularly in Western Europe; third, this new
prosperity spread widely among the population — not only did wages rise together
with GDP, but, particularly in Europe, the growth in social protection (social serv-
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ices and health care) allowed redistribution towards those social groups that could
not count on increases in wages; finally, all this occurred without any ebb in the
flow of savings necessary to sustain a high level of investment.

The question of what caused this development, according to Shonfield, cannot
be answered solely with reference to the role of international trade, technological
development, growing demand or labor supply. What also needs to be considered
are the changes in the forms of economic regulation that led to a redefinition of
the boundaries between state and market. He thus draws attention to a series of
interconnected factors. First, the stronger influence of public authorities in the
regulation of the economy and maintenance of full employment. In most coun-
tries, this took place to some extent through a substantial growth in public spend-
ing, but it also took other forms, including credit control, the role of state firms,
and — more generally — market regulation. Governments were influenced by the
new Keynesian ideas that were then circulating (Hall 1989). However, state inter-
vention went well beyond Keynes’ conception of economic management. Keynes
was mostly worried about realizing the full use of given resources — that is to say,
he attempted to resolve the problems that had emerged with the Great Depres-
sion. In actuality, Western governments went beyond this after the Second World
War. Their objective was to increase growth and they did so by adopting various
forms of planning, while at the same time promoting redistribution through the
welfare system.

“The violence of the market has been tamed,” Shonfield noted (1965, p. 66), not
only as a result of state action, but also because of changes taking place in firms.
The opportunity to exploit new technologies, which made it possible to bring the
unit costs of large mass production down, encouraged the creation of large firms
which sought to stabilize their long-term profits, so that they would be able to
amortize the huge capital investments necessary for production. Planning meth-
ods thus also spread into the private sector and were introduced and implemented
by managers who replaced the old entrepreneur-owners of the past. As ownership
and management became separate, the bureaucratization of corporations increased,
and their resemblance to public structures became apparent. All this was encour-
aged by governments; worried about growth and economic stability, they pushed
large firms to collaborate among themselves and with public authorities, in pursuit
of long-term objectives.

Certainly, the picture described by Shonfield implied a remarkable amount of
optimism about the capacity of these new relations between state and market to
guarantee social stability and economic growth. As we shall see, this situation was
to change rapidly during the seventies. However, there is no doubt that the ten-
dencies described above do capture the crucial transformations in the relationship
between economy and institutions. It was the integration of an interventionist
state — later also called the “Keynesian welfare state” — and the large mass-produc-
tion firms — later called “Fordist” — that gave rise to and ensured post-war develop-
ment. The first used its fiscal, social and economic policies to regulate demand,
sustain employment and stabilize the market for large firms; these were then in
turn able to exploit the potential of technology to realize economies of scale in the
mass production of consumer goods and to increase production, taking advantage
of the liberalization of trade. However, this process was not painless; it entailed a
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sort of collective learning that took on different forms in different countries, and
often took place through sharp social and political conflicts. Peter Gourevitch (1986)
has defined this process as a “historical compromise” between business, labor and
the state. Business accepted collective bargaining with unions, a growing inter-
vention of the state in the economy and the welfare state in exchange for social
peace and the acceptance of the market economy and Taylorist firm organization
by labor.

This is the historical context in which we must therefore understand the decline
of the sociology of capitalism. It grew weaker because its worries about the intrin-
sic social and political instability of capitalism found a partial reply in the institu-
tional changes of the post-War period. The historical compromise sought to maintain
both economic growth and social stability — and this was an effective form of the
social construction of the market.

3.2 The changes in the economy and the “Keynesian revolution”

The second factor that must be examined, if we are to understand the develop-
ment of economic sociology after the Second World War, involved both its own
internal developments and changes in economics. Both of these had a strong in-
fluence on the redefinition of the boundaries between the two disciplines.

A first important change concerned economic research. In its early history, soci-
ology measured itself against neoclassical economics, which had left the area of
historical-empirical investigation and actual developments of economic systems
almost completely vacant. However, particularly from the thirties on, an impor-
tant change began to take place in economic research. This took several different
forms, all of which shared, however, the aim of reducing the gap between analyti-
cal models and historical-empirical reality. To describe this process, Daniel Bell
(1981) has used the telling image of “bridges towards reality” which are built out
from economics. The most important of these was constituted by Keynes’s work;
before examining this, however, another important change needs to be consid-
ered, regarding the micro-economic level.

Traditional neoclassical theory focused its enquiry on two ideal market struc-
tures, perfect competition and monopolies. These were unsuitable for describing
the concrete reality of markets, however. For this reason, there was growing inter-
est in the thirties in forms of market organization defined as “imperfect competi-
tion” (Robinson 1933) and “monopolistic competition” (Chamberlin 1933).
Although they adopted different approaches, both these scholars questioned the
basic idea that competitive markets involve the exchange of homogenous goods
(one should note that it is precisely the homogeneity of the goods that allow fully
competitive markets to function). Robinson underlined the fact that, quite apart
from problems of information, consumers do not in fact necessarily respond in the
same way to differences in the prices of products, because they take various factors
into account in their consumption behavior, including the location of sellers and
transport costs, as well as guarantees concerning the level of quality and easy pay-
ment. Chamberlin focused attention on product differentiation as a resource for
firms, allowing them to avoid competition to some extent, which led to a segmen-
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tation of the market. With the creation of a trademark, or other devices influenc-
ing the reputation and evaluation of the quality of goods (for example, advertis-
ing), firms can acquire an almost monopolistic advantage over competitors. This is
how the concept of “monopolistic competition” came into being, to describe the
market forms that prevailed in real economies.

It is clear that these studies had important implications for both theoretical as-
sumptions them and for the economic policy interventions that were traditionally
associated with neoclassical economics. For example, the advantages for consum-
ers are reduced in the competitive conditions delineated by the new studies. Mo-
nopolistic competition means that higher prices can be paid than in pure
competition, because firms succeed in controlling prices through product differen-
tiation. In addition, it is also difficult for new firms to enter the market. The tradi-
tional principles of consumer sovereignty and of the efficiency of the competitive
markets were thus called into question, and the ground prepared for the political
regulation of the markets to reduce these problems (for example, through anti-
trust regulation). In other words, without substantially altering the utilitarian and
atomistic assumptions of neoclassical theory of action, the new studies allowed
economic models to grasp empirical reality. As Daniel Bell underlined (1981), this
was particularly true — in the American context — of Chamberlin’s contribution,
since, by moving attention from the market to the firm, it opened up the way to
the empirical study of firms and of forms of industrial organization, which led to
remarkable developments. Therefore, economic sociology would later on — during
the thirties and post-war period — have to measure itself against the development
of a branch of business studies that was more empirically oriented at the micro
level and more linked to economic history.

However, the “bridge towards reality” that had the strongest economic theory
and state policies in the forty years from the end of the thirties to the early seven-
ties most strongly was clearly the work of the British economist John Maynard
Keynes (1883-1946). As Galbraith (1987) has pointed out, one of the most curi-
ous aspects of the so-called Keynesian revolution was that it had been anticipated
by the actual economic policies of several governments. Indeed, the need to deal
with the disruptive effects of the Great Depression of the thirties had led some
governments to break with orthodox economics, which, as we know, placed its
faith in a self-adjusting market. As a result, experiments to tackle unemployment
through state spending on public works, unemployment benefits and new forms
of welfare protection, were all tried out in as varied a set of contexts as Roosevelt’s
New Deal America, Hitler’s Nazi Germany, and social-democratic Sweden
(Gourevitch 1986). In other words, the state took on a more interventionist role in
the economic field, going against traditional economic formulas.

Keynes shared these new ideas and political practices and gave them support.
His particular contribution was to give them a solid theoretical foundation using
the language and tools of economic science, which were familiar to him because of
his training at Cambridge under Marshall. His ideas were laid out in The General
Theory of Employment Interest and Money, published in 1936. This was a complex and
difficult book, with many currents, in which the influential and long-lasting foun-
dations of a new theoretical and practical way of looking at economic phenomena
were presented.
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In a famous lecture given in 1926, The End of Laissez Faire, several of the assump-
tions that would underpin his later theories could already be discerned. Keynes’s
rejection of an orthodox and rigid vision of laissez-faire was based on the recogni-
tion of the fundamental role of uncertainty, and the unpredictability of future
events in economic and social life. As he says, “Many of the greatest economic
evils of our time are the fruits of risk, uncertainty, and ignorance” (1926, p. 47).
These were, in his view, the main reasons for the difficulties that might prevent
the full use of productive resources, and were a possible cause of unemployment.
Keynes advocated a more active role for the state in regulating economic activities
precisely in order to confront the crucial problem of the negative effects of uncer-
tainty. For Keynes, the most basic example of this was the relationship between
savings and investments. Precisely because of this uncertainty about the future,
private entrepreneurs who wish to make profits do not always transfer savings
into investments in a way that is conducive to full employment. If they have
unfavorable expectations of market profits, there may well be a lower level of
investments than is necessary for the full use of resources and labor.

These views — developed while writing in newspapers and working as an advisor
to government bodies — were presented with greater theoretical rigor in his book
The General Theory, ten years later. In this, Keynes moved the focus of economic
inquiry from the micro to the macro level. While neoclassical economics was
centered on the formation of the prices of goods and the distribution of incomes,
Keynes’ attention focussed on the factors influencing the aggregate level of pro-
duction and employment, given a certain stock of capital resources, labor, and
technology. Keynes believed that the remedies proposed by traditional theory to
treat depressions — the lowering of wages and interest rates — could in fact give rise
to an equilibrium of under-employment This is a kind of trap into which the eco-
nomic system risked falling if the state is not willing to intervene when entrepre-
neurial expectations — which are linked to the basic factor of uncertainty — were
not sufficient to ensure the full transfer of savings into investments. Therefore, in
its capacity as a public actor, the state could make a first crucial contribution to
resolving this problem by regulating credit and lowering interest rates, when it
was necessary to speed up economic activities and increase consumption. How-
ever, to sustain demand and promote full employment, the state should also inter-
vene through an increase in public spending.

Clearly, this approach radically modified the conception of state-market rela-
tions inherited from traditional economic theories. While the latter gave a theo-
retical underpinning to /iberalism and market self-regulation as a means to economic
adjustments, the Keynesian analysis provided a basis for state intervention to pursue
full employment through demand management. From the point of view of eco-
nomic policy, certain conclusions could be drawn that on the one hand legitimized
the various experiments made by some governments to cope with the problems of
the Great Depression and, on the other, acted as a guide for future events, and
were subsequently fine-tuned by Keynesian economists. Let us recall some of the
features of the new economic policies.

The first is that of deficit spending. In the Keynesian perspective, the more gov-
ernment expenditure manages to stimulate additional demand, the more effective
it is in reaching full employment. Thus, if expenditure is financed only through
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taxes, maintaining a balanced budget, it will in fact substitute for other spending
by private individuals that would not occur because of taxes. At the same time, it
is also clear that the kind of spending that occurs is relatively unimportant. In
principle, to take Keynes’s famous example, the unemployed could be made to dig
holes in the ground. The problem is not one of increasing productive capacity, but
of making demand grow through higher incomes. There is also another important
aspect which is linked to government action in the post-war period. In the Keynesian
perspective, the propensity to consume falls as income grows, and as a result it is
lower among wealthier groups. In contrast to traditional theories, this provides a
potential justification for redistributive policies by the government (for example,
fiscal and social measures) that favor poorer social groups precisely to stimulate
demand. In other words, redistribution can be justified not only in relation to
problems of fairness, but also to promote the efficiency of the economic system.

Thus, the new Keynesian perspective had all the necessary ingredients to reorient
economic investigation, as well as the role of the state in the economy and society.
These two aspects are clearly interlinked. It is also worth mentioning that Keynes
strengthened the foundations of economics’ bridges to empirical reality in another
way through his influence on the development of macro-economic models and
econometrics. Keynesian economics was based on the short term and considered
productive capacity as a given. Very soon, however, economists — influenced by
these new ideas — began to explore their implications in dynamic terms and to
confront the problem of economic growth. Macro-economic models attempted to
estimate the conditions under which the balance between effective demand and
increased productive capacity could be maintained, given certain other conditions.
These tools were used both to guide governments’ choices to achieve the full use
of existing resources and to determine their goals over time for economic growth.
This happened not only in highly developed countries but also in developing ones.
With the spread of development economics, models were created enabling public
authorities to work out interventions to achieve increasing growth rates over time.
Macro-economic modeling is strictly linked to mathematical analysis and statisti-
cal techniques that are fine-tuned by econometrics. This latter enables the estab-
lishing of relations of functional interdependence between different economic
variables (incomes, consumption, savings, investments, etc.) and the formulation
of predictions about their development over time under certain known condi-
tions. This new approach was used widely at both the macro and micro levels,
making a significant contribution to empirical investigation in economics.

The “Keynesian revolution,” the new studies on market structures, and the spread
of econometrics all strongly influenced the redefinition of relations between eco-
nomics and economic sociology in the post-war period. From this point of view,
the most important element was certainly the emergence of Keynesian macro-
economics as a tool for interpreting and guiding the development process, particu-
larly in the more advanced countries. Keynesian ideas provided a theoretical base
and operational tools for the historical compromise between capital and labor on
which the Golden Age of post-war development was based.
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3.3 Talcott Parsons and the new boundaries

While Keynes was working on his General Theory during the thirties, Talcott Par-
sons (1902-79) was developing his conception of the role of sociology in a series of
articles published in the Quarterly Journal of Economics, further developed in The
Structure of Social Action (1937). This work had enormous influence on sociological
studies and on the definition of the boundaries between economics and sociology.

In one of his first written pieces on the relationship between economics and
sociology, Parsons discussed the scientific status of economics according to the
formulation of an influential neo-classical economist, Lionel Robbins (Parsons 1934).
The most important limit, in his view, was the exclusion of the actor’s goals. Robbins
treated these as given — that is, they were not considered to be an object of inquiry
for economics, which instead focused on the relationship between goals and means,
presupposing that the actor would concentrate on the rational choice of means to
pursue his ends. Parsons was well aware that this direction in economic investiga-
tion was linked to the attempt to construct a strong scientific model after that of
the natural sciences, particularly the physical sciences. The very task of developing
theories with a high level of generalization requires that actors behave homogene-
ously in terms of the rational pursuit of their ends. However, excluding the inves-
tigation of ends leads irrevocably to an atomistic individualism: that is, one
presupposes that individuals define their ends independently of their mutual in-
teraction. It is at this point that a serious problem emerges — there is no reason for
thinking that “the ultimate ends of individuals should be automatically compatible
with each other” (Parsons 1934, p. 518). If there are no factors at work introduc-
ing elements of coherence, coordination and integration between the goals of vari-
ous individuals, society risks becoming “a mere chaos of conflicting individuals.”
According to Parsons, the solution to the classic Hobbesian problem of social order
is not so much one of the capacity of political power to control individual interests,
nor of supposing a natural and spontaneous integration of the ends a /a Locke, but
the existence of a set of shared goals — of common values that orient action. This is
what forms the objective of sociology.

Given these premises, economics should not be seen as a discipline in a positivist
sense, one that is capable of interpreting concrete economic phenomena at the
empirical level. Economic laws differ radically from physical ones; they are “an
abstraction, a formulation of only part of the forces at work in concrete reality”
(Parsons 1934, p. 519). In other words, economic laws are normative, indicating
the criteria of rational action under certain conditions. Their empirical validity
depends, however, on whether actors effectively behave according to these crite-
ria to satisfy their ends. This, according to Parsons, Weber and all economic soci-
ologists, is extremely unlikely in reality.

These arguments already show that Parsons was well aware of the limits of neo-
classical economics as a discipline that defines itself in terms of empirical science.
He instead opts to defend its scientific validity as an analytical discipline, following
the path previously indicated by Menger and Pareto, and accepted by Weber (see
chapter 1). This was further clarified in an article where he examined the attempts
made to redefine economics to increase its grasp on empirical explanation, that is,
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to provide complete theoretical explanations of actual economic activities. According
to Parsons (1935a), these attempts can be gathered into two types.

The first is the “positivist empiricism” that emerged mainly in the Anglo-Saxon
context. This focused on how economic action was conditioned by biological or
psychological factors. One example was Bentham’s “psychological hedonism,”
which was the theory of action underlying utilitarianism; there was also Veblen’s
resort to the theory of instincts as bio-psychic forces conditioning action.® More
generally, this branch of studies led to behaviorism — an approach tending to de-
value the role of ideal factors (values, norms) in the behavior of the actor. The
second branch was called “historicist empiricism” (or “romantic empiricism”). In
this case attention was drawn to ideal and normative factors; one example is the
concept of “spirit of the people” used by German Historicism. However, in the
German historical school of economics, this focus on the variety of cultural and
institutional factors influencing economic action operates to the detriment of theo-
retical accuracy (as Weber had already pointed out, cf. chapter 1).

In sum, Parsons rejected both Veblen’s institutionalism and the historical ap-
proach. In both cases the attempt to give a complete theoretical explanation of
concrete economic actions led to what might be called an encyclopedic social sci-
ence, based on empirical generalizations, and not compatible with his idea of sci-
ence (Parsons 1935Db).

In other words, in their attempt to add other factors to enrich the empirical
explanation of economic behavior, both institutionalism and historicism reduce
economics to a “branch of applied sociology.” In addition, sociology seemed to
become an “encyclopedic sociology,” a sort of general synthesis of knowledge about
society. In this perspective, an economist would be distinguished from other social
scientists only because of his greater knowledge of a specific sector of social activi-
ties, that of economics. According to Parsons, this was wrong and anti-scientific
and it was necessary to work on a different foundation for the two disciplines and
their relations, which he called “the analytical factor view” (Parsons 1935b).

The most convincing solution was, in his view, provided by several authors con-
sidered crucial to the foundation of sociology: Durkheim, Pareto, and Weber. De-
spite their differences, they shared — according to Parsons — a common analytical
vision of both economics and sociology. The first must be conceived as the analyti-
cal theory of a factor of action based on the rational pursuit of individual interest,
a factor that is particularly present in concrete economic activities, although not
only in these, and never in isolation. In this sense “orthodox economic theory,”
that is, neoclassical economics, can maintain its own space undisturbed. It does
not concern itself with ultimate ends, but with an intermediate level of the means—
ends chain, which is in substance the rational allocation of scarce means useable
for alternative aims. For its part, sociology can be conceived as an abstract analyti-
cal theory of another factor of action, one linked to “ultimate values.” From this
point of view, Parsons sees Durkheim’s “common consciousness,” Pareto’s “non-
logical actions,” and the religious ethics analyzed by Weber, as different ways of
formulating both the basis of sociological theory and the study of the influence of
normative components (values and norms) on action. Parsons further developed
and presented this thesis in The Structure of Social Action (1937), in which he formu-
lated his “voluntaristic theory of action.”
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It was at this point that the boundaries he set between economics and sociology
became clearer. Both disciplines (but this could be extended, for example, to po-
litical science with its the notion of power) examine in detail the basic factors
influencing human action “in ‘artificial” isolation from the rest” (1935b, p. 647).
However, he was very well aware that historical-empirical reality is unitary and
that it cannot be compartmentalized: “all important concrete research problems
cut across several of the divisions between theoretical science” (1935b, p. 647,
note 2). This means that theoretical abstraction is important for defining a scien-
tist’s central focus “but the exigencies of concrete research are such that (the sci-
entist) must inevitably venture across the borderlines, probably in several directions”
(1935Db, p. 660, note 4).

In Parsons’ work, there is a clear distinction between the theoretical level at
which each discipline analyzes its most fundamental feature in detail, in isolation
from others, in terms of abstract analytical models, and the level of research on
concrete empirical reality, where it is necessary to go beyond disciplinary bounda-
ries and to examine how different factors work together. In the case of economic
activities, for example, this would take the form of analyzing how economic and
sociological factors come together. There is no doubt, however, that Parsons’ real
preoccupation became that of establishing sociology at the theoretical level. He
believed that the institutionalist path a la Veblen was dangerous, and he thought
that American sociology of the time was generally weak because it was based mainly
on a “positivist empiricism.” He therefore wanted to do for sociology what had
already been done for economics with neoclassical theory — an agenda that was
very similar to Pareto’s.!® This would also, in his view, give sociology the advan-
tage of not having to search for academic space at the expense of a stronger and
more consolidated discipline such as economics, given that it was still academi-
cally weak, even in the United States. This new theoretical reorientation would
thus allow sociology “to escape from . . . the irritating pretentiousness of the ency-
clopaedic view of its scope” (1935b, p. 666).

Parsons followed his goal of moving sociology towards general theory with great
determination, and with remarkable results. His influence on American and inter-
national sociology grew increasingly strong after the Second World War with the
publication of The Social System (1951) and other important works. However, an
important — and unintended — effect of this was to move the interests of the socio-
logical community away from economic sociology and towards other themes
(Gouldner 1970; Granovetter 1990). Previously, in the work of the founding fa-
thers, various important economic and institutional factors were combined to form
interpretive models of modern capitalism and its development. Now, attention
moved on to the construction of a general theory and towards themes that were
more closely linked to the study of institutions in isolation from other factors, for
example, those of socialization, social control, deviance and so on. Even when it
was more empirically focused, sociology had moved into spheres that were far
removed from those of economics, especially at the macro level, where the theme
of development was mainly left to the new Keynesian macro-economics. At the
micro level, there was a tendency towards disciplinary specialization, with the
more autonomous development of fields of study that had been previously part of
classical economic sociology. These included, in particular, organizational studies,
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industrial and labor sociology, and industrial relations.!' While in the original tra-
dition these aspects were more closely linked to the study of economic systems, in
the new situation this link weakened considerably. For this reason, in the follow-
ing chapters, reference to elements relevant to the organization of firms, or labor
and industrial relations, will be made only to the extent that they are strictly re-
lated to the sociological investigation of economic phenomena at the macro and
micro levels.

It is as well to specify that sociology’s tendency to move away from economic
themes — and Parson’s work was enormously influential in this respect — was not
changed by the ambitious attempt he made, together with Neil Smelser, to work
out a theoretical model of the relations between economy and society. Even though
Economy and Society (Parsons and Smelser 1956) seems to have a title linked to the
classical tradition of economic sociology, this work is in fact very different. The
objective is not to identify an analytical model to interpret a historical phenom-
enon, that is, the origins and transformations of modern capitalism. On the con-
trary, its aim is to illustrate, by applying the model to the economy, the general
theory of social systems that Parsons had been developing in the mid-phase of his
intellectual path, when he distanced himself from the “voluntarism” of previous
years.

According to this theory, society is viewed as a system of interdependent parts
(structures) that must carry out four fundamental functions to reproduce them-
selves. The economy represents the sphere of activity connected with the func-
tions of adaptation, that is, with the problem of extracting from the environment
sufficient resources in terms of goods and services for the reproduction of society.
In carrying out these tasks the economy interacts with political structures (which
have the function of goal attainment), with those that motivate individuals by trans-
mitting and reinforcing values and normes, that is, family, religion, and school (/a-
tency function), and with those that oversee social stratification, the distribution of
rewards and the prevention of conflicts (integration function).

Using this framework, Parsons and Smelser attempted to illustrate the complex
exchanges that occur between the economy and other structures, highlighting, for
example, the importance of the contribution of the latency system to form
motivations to work, but also of the economy, by means of income, to the repro-
duction of motivating structures, and in particular the family. Other important
exchanges are to be found in the economic sphere, which provides important re-
sources for the stability of state structures, which in turn, sustain economic growth
through specific policies, for example, through the regulation of credit. However,
even though the effort to underline the interdependent relations between economy
and society is of interest, it remains at a very high level of analytical abstraction
and suffers from a complex conceptual framework and a weighty apparatus of
classification, with many complications due to the attempt to reproduce the frame
of the different functional imperatives within each sub-system (thus also within
the economy). Therefore, instead of reviving economic sociology and contributing
to a better integration between economic and sociological theory, Economy and
Society remained an isolated work that neither excited the interest of economists,
nor brought sociologists closer to tackling economic issues.

On the other hand, this tendency, although it was maintained by the dominant
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theoretical paradigm, ended up being accepted because it created new spaces for
sociologists in the academic structure (Swedberg 1987; Granovetter 1990). It was
easier for a young discipline to expand without coming into conflict with others,
such as economics, which were already consolidated and recognized. Paradoxi-
cally, while economics — with Keynes and the other tendencies that have been
mentioned — attempted to recover its proximity to empirical reality, sociology did
not question neoclassical economics and it devoted less attention to the investiga-
tion of the economy, with the partial exception — which will be treated in the next
chapter — of the development of underdeveloped countries. Therefore, the new
definition of the boundaries between economics and sociology that took shape
from the thirties to the post-war period reinforced the effects of the socioeconomic
changes described above. The result was a decline in the tradition of economic
sociology in the study of developed countries, which lasted until the early seven-
ties.



Chapter 7

Modernization and
Development of Backward
Areas

After the Second World War, the focus of economic sociology on the role of cul-
ture and institutional factors in economic development found new applications in
the study of backward countries and regions. The socioeconomic stabilization of
the West and the redefinition of boundaries between economics and sociology
certainly discouraged sociology from the study of more advanced countries, but
there were other factors that helped give rise to a new sociology of development.
One of the most important of these was the creation of many new states outside
the West in the decolonization process, all of which faced the twin problems of
creating economic growth and building effective institutions. In addition, the rapid
creation of two opposed blocs at the international level, and the climate of the
Cold War, made it imperative for the United States and other Western bloc coun-
tries to aid the economic development of the new states to prevent them falling
under the influence of the Soviet Union. Finally, the new international organiza-
tions set up after the war, in which the new countries were also represented, pledged
themselves to supporting their development.

Clearly then, there were good practical reasons why the social sciences should
move towards the study of development. First came economics, which was strongly
influenced at this point by the Keynesian revolution. The theory of “induced de-
velopment,” referred specifically to the problems of backward countries and un-
derlined the importance of state intervention and international aid in triggering
and sustaining the process of industrialization. The first work in the area of the
sociology of development, therefore, primarily involved the efforts of some Ameri-
can scholars to integrate the views of economists into this approach. It came to
emphasize the importance of cultural and institutional factors as elements condi-
tioning the successful outcome of economic policies supporting development and
it was in this way that the theory of modernization first began to take shape. Un-
derlying this branch of studies is the idea that Western modernity provides a chal-
lenge to less-developed societies, which pushes them ineluctably towards social
change. However, there are many different approaches within this broad frame-
work.
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The first of these, which was prevalent in the fifties and sixties, represents the
theory of modernization in the strict sense of the term. Research within this perspec-
tive emphasized the importance of sociocultural factors and the endogenous poli-
cies of backward countries in conditioning social change. Especially at the beginning,
scholars adopted an optimistic view in which the outcome of this change involved
backward countries emulating the models provided by developed ones. However,
as the gap between these expectations and the actual ditficulties faced by the coun-
tries of the so-called Third World (Latin America, Africa, and Asia) grew increas-
ingly wide, a more critical approach to modernization began to gain ground. This
new approach was called the theory of dependency, and it was closely based on the
experiences of Latin American countries. Here, the emphasis was placed mainly
on the economic influence exercised over backward countries by developed ones.
However, as the modernization processes began to take root in the different devel-
oping countries, this rather rigid and pessimistic framework was unable to account
for the increasing divergences in how Third World countries were modernizing. At
this point, another approach emerged. It focused on the Asian countries, which
exhibited remarkable economic dynamism. It may be dubbed comparative political
economy, since it concentrates on the role of political institutions in the process of
modernization, also comparing Asian and Latin American countries.

The criticisms leveled against the theory of modernization used in the sixties —
including both the dependency approach and, more indirectly, the historical soci-
ology of the modernization of Western societies — have stimulated a reappraisal of
their original assumptions. The result has been a new research trajectory empha-
sizing, unlike previous work, the variety and open-endedness of paths of mod-
ernization, which do not ineluctably lead to the outcomes seen in the Western
model. As we shall see at the end of this chapter, this perspective is not limited to
that of political economy, but also borrows from studies which emphasize the
cultural dimension, linking the concept of modernization to that of civilization.

1 The Theory of Modernization

Post-war American sociology and political science were both strongly influenced
by the systemic approach to the study of society developed by Talcott Parsons
(1951). Although he did not treat the problem of developing countries in any
great detail, his complex theoretical framework was the principal source of the
different conceptual tools that were to be used later in the theory of moderniza-
tion. However, the approaches adopted varied substantially.

Some focused mainly on the cultural and structural aspects of traditional socie-
ties as opposed to modern ones; others in the field of political science were more
interested in the political aspects and problems of modernization; a third group,
particularly influenced by social psychology, took as its subject the formation of
personality; a final group singled out the different stages of development towards
modernity, defined on the basis of the preceding historical experience of Western
countries. However, underlying all these different approaches — which we will
later examine in greater detail — is one core assumption. This was the belief that
backward countries were all shaped by the model of the traditional society, a closely
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interwoven system of cultural and structural features. According to this view, the
steadfast resistance of tradition — in terms of culture, structure, and personality —
was the primary obstacle for countries to overcome on the path to economic de-
velopment and in emulating the example provided by modern, developed West-
ern societies. The different theories of modernization approached this kind of change
in different ways, and although they always viewed it as desirable and, in the long
run, inevitable, they also presented it as difficult and involving strong tensions.

1.1 Approaches influenced by structural-functionalism

It has already been pointed out that the first work on modernization was largely
oriented by the structural-functionalist school, albeit only in broad terms. This
influence is particularly obvious in some of the attempts to specify cultural and
structural features of modern and traditional societies, starting with the “pattern
variables” used by Talcott Parsons in his study The Social System (1951). Bert Hoselitz
(1960) and Marion Levy (1966) were among the first scholars to move along this
path. One of the main points of their work is how the economic development of
backward countries is affected both by culture and social structure. In particular,
they focus on certain cultural orientations that are typical of traditional societies
and that are considered as obstacles to economic progress. The most significant of
these is the prevalence of norms that make economic relations depend on ascrip-
tion rather than performance. This means that economic roles — for example, ac-
cess to certain jobs, or the distribution of goods and services which are produced —
are assigned on the criterion of membership of a certain group (through age, gen-
der, family, race, caste, etc.) rather than the ability to perform a certain task. In
addition, dominant cultural trends may well not encourage any kind of specializa-
tion; this means that roles are not differentiated from a functional perspective and
the growth of productivity in economic activities is limited.

Together with these factors, which recall Parsons’ variables, Levy deals with the
more specifically cognitive dimension of dominant cultural models, contrasting
the traditional orientation to the rational one typical of modern societies. In the
first case, social action, particularly economic action, is shaped following tradi-
tional routines, while in the second it is influenced by scientific and technical de-
velopments and is therefore more open to innovation. The predominance of the
above-mentioned normative and cognitive orientations, which are typical of tra-
ditional societies, leads to a marked lack of structural differentiation in the princi-
pal spheres of activity and a limited division of labor both between units of
production and within them. Several studies have tried to empirically measure the
positions of various societies along the axis between modernity and tradition
through the construction of indexes (of economic development, urbanization, lit-
eracy, political participation, etc.) (Lerner 1958; Deutsch 1961; Black 1966).

Economic development — emphasizes Hoselitz — requires a significant change in
the cultural and social structures of a society. This is because development de-
pends not only on the accumulation of economic capital but on the effective use of
this capital; this in turn, as Adam Smith was one of the first to point out, entails a
greater division of labor based on specific functional roles. Such specialization will
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be stillborn if rational orientations towards economic activity and universal crite-
ria for selecting individuals to carry out highly specialized tasks are not estab-
lished. This means that the use of criteria based on principles of performance — and
therefore on achievement — rather than on traditional principles of ascription is
required. That is to say, traditional cultural values give rise to patterns of behavior
and social relations which are relatively stable and institutionalized (social struc-
tures), and their close interrelation hinders economic development. In order for
development to take off, both cultural and social structures need to be modern-
ized, moving more closely towards the characteristics — also closely interrelated —
of rationality, universalism, performance, and functional specificity, all typical of
modern Western societies. But what is it that triggers modernization?

There are various answers to this question. In general, attention has focused on
the formation of new intellectual, political, and economic elites who introduced
innovation. However, Hoselitz places greater emphasis on the growth of entrepre-
neurship from below, using Simmel and Sombart’s theory of social marginality. In
this, groups with a marginal position in society — for example, foreigners, immi-
grants or followers of non-mainstream religions — are viewed as being more likely
to innovate in the economic realm and as a result to trigger changes in the domi-
nant social structure. Other scholars have instead focused on the role played by
newly educated elites who play a guiding role in politics. In general, this process is
seen as one of the inevitable consequences of the increased contacts between mod-
ern and traditional societies (Lerner 1958; Levy 1966). In this way, there is a diffu-
sion of the aspiration to modernize backward societies and improve the levels of
social and economic well-being after the example of Western societies. It is the
educated elites of these societies who take the lead in this process, and who bring
about political mobilization to change the system.

A more systematic model of social change of modernization was developed by
some authors (Eisenstadt 1964; Smelser 1968), who used Parsons’ concept of “struc-
tural differentiation” (Parsons and Smelser 1956). In this framework, attention
moves from actors (political and economic elites) to the structural problems that
condition action in the search for greater efficiency, that is, as the capacity of dif-
ferent institutional systems to adapt to and control their environment. In practice
this means that structures which traditionally handled a series of functions be-
come more specialized in the transitional phase. For example, in traditional socie-
ties it is difficult to distinguish between economic activities and those carried out
by family or kin. However, once modernization begins, the family loses its eco-
nomic functions and firms come into being that use waged labor which works for
the market rather than for subsistence and family consumption. This is because
the specialized economic structures, with their more highly structured division of
labor, give rise to more efficient production. But this leads in its own turn to the
detachment of social stratification from ascriptive criteria (i.e. ethnicity, race, or
caste) and its increasing dependence on achievement. The extended family be-
comes less typical and the nuclear family begins to predominate; this too gives rise
to a change in the traditional types of social control exercised over individual choices.
Economic development increases social mobility and tends over time to under-
mine traditional religious beliefs and to generate new requests for political partici-
pation.
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However, these changes which weaken traditional cultural models and social
structures, by the same token generate situations of tension, resistance and con-
flict. There is a noticeable difference in the pace and sequence of modernization to
that which had happened in Western societies (Germani 1971). The more rapid
this process is, the more likely it is that social and political conflicts develop. These
usually involve those individuals who have lost their traditional forms of integra-
tion without properly being included in new ones, such as, for example, urbanized
groups with no stable forms of employment.

Another source of conflict is to be found in the political system — the more diffi-
cult is access to the political system for the interests which have been mobilized,
the greater is the likelihood of political radicalization and forms of conflict, some-
times verging on the violent. In this situation, theorists of modernization believed
that it was inevitable that the state would take a greater part in the development
process. However, this was not just because — as development economists main-
tained — there was a need to promote economic activities and industrialization
when there were no entrepreneurial forces from below, but was also to control the
conflicts induced by the process of modernization itself. The role that the state
takes on in this kind of circumstance should also be more effective if the new
political elites are capable of legitimizing themselves through nationalistic ideolo-
gies that substitute for the old religious beliefs as a value system shared by the
population. Where this option fails as a result of the weakness of the new elite or
the resistance of traditional groups to the economic (agrarian reforms) and politi-
cal (democratization) changes required, the socialist model is a likely alternative.

The more specifically political aspects of the modernization process have attracted
the attention of political scientists, who have also been influenced by the struc-
tural-functional school. The concept of “political development” has been investi-
gated in this field as a process of differentiation of structures and secularization of
the political culture, leading to an increase in the capacity — framed in terms of
efficiency and effectiveness — of a political system (Almond and Powell 1966). In
analytic terms, the problems of political development are conceptualized as a se-
ries of challenges — shaped by the experience of Western countries — which the
system must face as it undergoes the process of modernization (Binder et al. 1971;
Grew 1978). The number of these challenges can vary, but the following is a fairly
representative selection. The first is state-building, that is, the need for political
elites to create new structures to regulate social activities and to extract resources
so that political institutions can function. The second is nation-building and this
has a cultural connotation — the forming of a national identity must be achieved by
overcoming local and particularistic orientations. Connected to this second point
is that of the legitimization of the new political elites, who must guide the process
of modernization. The challenge of participation has to do with the process of the
mobilization of the population induced by economic and social development; it
involves the responses given to the new demand for political participation through
processes of democratization. The last problem is that of distribution; this refers to
the capacity of the political system to respond to the demands for greater social
equality.

The particular solution found for each successive challenge affects the potential
to deal with the next one effectively. What is particularly striking, however, is that
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while in Western societies the process has extended over long periods of time and
with a clear sense of progression from one to the other, the challenges specific to
the Third World have tended to overlap with each other. In many cases the chal-
lenge of participation, and the crisis relating to it, has therefore had to be faced
without a consolidated national identity or strongly legitimated political elite, and
with weak state structures. The challenge of distribution, because of cultural opening
and the comparisons made with more developed countries, has tended to lead to a
growing demand for greater equality and income support, before the state is capa-
ble of extracting the necessary resources from the national economy. Consequently,
for newly modernizing societies, there is a strong likelihood of political conflict
and instability.

1.2 The formation of the modern personality

The theory of modernization was also greatly influenced by a set of socio-psycho-
logical studies. Generally speaking, these shared a common framework of ideal
types based on the distinction between traditional, modern, and transitional soci-
eties. Their particular approach was to investigate the mechanisms by which a
modern personality is formed, this being viewed as an essential ingredient trigger-
ing the process of change.

Daniel Lerner (1958) was one of the first scholars to adopt this perspective in his
work on the Middle East, although he was also close to the sociological approach.
Unlike many of the studies previously considered, his book is based on fieldwork,
as is most of the psychological research on industrialization. Lerner shared the
idea that contact with Western societies stimulated change and pushed the new
elites to modernize. This was the same pattern that Western societies had fol-
lowed, and it could be seen in all the continents, independently of any differences
that traditional societies might originally have shown. Several factors were crucial
to this process and were measurable through empirical indexes; one of these was
urbanization, leading to higher levels of literacy; this gave rise to the spread of
mass communication and, finally, a tendency to mobility. It became possible to
identify what could be called a “mobile personality,” characterized by rationality
and empathy, capable of identifying with others and of keeping up with them.
Finally, this trend gave rise to a greater economic participation (and thus to higher
incomes also) and to the demand for greater political participation.

In Lerner’s view, the formation of a modern personality was essentially a proc-
ess of secondary socialization, in which the roles of education and means of com-
munication as “multipliers of empathy” were viewed as crucial. Other studies,
more closely connected to the psychological approach, place more importance on
the process of primary socialization, taking place in the first years of life and in-
volving the family to a greater extent. The work of David McClelland (1961) has
been very influential in this regard. He tried to show how economic development
in any particular society was conditioned by powerful personalities with a strong
need for achievement. Influenced by Weber’s research on the relationship be-
tween Protestantism and the spirit of capitalism, he emphasized the role that Prot-
estantism has played in generating both a widespread motivation towards individual
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commitment and a commitment to do one’s job well. The main beneficiary of this
need for achievement — leading one to work for rewards which go beyond the
financial — was entrepreneurship and, as a result, economic development. So, in
his view, it is not enough to provide economic or even sociological explanations;
instead one must look to psychological factors. McClelland sought to test the hy-
pothesis that the need for achievement is connected to features of the process of
primary socialization through elaborate research on many developed and back-
ward countries. If parents teach their children to be self-sufficient and to have
faith in their own abilities early on, and at the same time show that they have high
expectations of them, their children seem to react by developing a high need for
achievement.

Everett Hagen (1962) carried out similar research in many countries. Here, in
contrast, the focus was on primary socialization in traditional contexts, which tended
to discourage the formation of an “innovative personality,” instead promoting an
“authoritarian personality.” This took the form of a mixture of strongly protective
and tolerant attitudes when the child was small, followed by a very authoritarian
phase, which centered on the role of the father. The child thus perceived the ex-
ternal world as arbitrary, with no possibility of a manageable order, and became
habituated to structuring his social relations along the terms of an acritical accept-
ance of the social hierarchy and of authority in general. This is the complete oppo-
site of what happens in modern contexts; here, the parents’ attitude, similar to the
situation described by McClelland, stimulates the child into a “creative anxiety”:
this emotion pushes him to control situations rationally, with extreme intensity.
The kind of personality stimulated in this case is one that is open to innovation
and entrepreneurship.

The research carried out a few years later by Alex Inkeles and David Smith
(1974) was closer in outlook to Lerner’s. These scholars had a sociological orienta-
tion and set out to challenge psychologists’ claim that the fundamental features of
the personality were formed in early childhood. Through their research in the
Third World they tried to show that the “modern personality” (i.e. open to inno-
vation, with rationalized behavior, viewing education and technical goods favorably,
etc.) tended to be closely linked to the influence of education, employment in the
industrial sector, exposure to the mass media, and urban life. The authors came to
the optimistic conclusion that the ability of developing countries to strengthen
these institutions — particularly those which influenced the cultural life of the popu-
lation — could have significant consequences for the development of the personal-
ity, and that this, in turn, would make the passage to modern society much
smoother.

1.3 The stages of development and convergence

Walt Rostow’s book The Stages of Economic Growth (1960) was one of the earliest
and most widely cited works on modernization. One of the reasons for its celebrity
was its success in moving from its starting point in economic history to synthesize
economic, social and political factors. Rostow laid out a more detailed and com-
plex description of the stages of development than was usual in the literature of
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that time, which was generally limited to a threefold distinction between tradi-
tional, transitional, and modern societies. In Rostow’s work, five stages were de-
scribed: traditional society, preconditions for take-off, the take-off, the drive to
maturity, and the phase of high mass consumption.

Rostow treated the stage of preparation for industrial take-off in a particularly
interesting way. He emphasized how it was necessary for more developed societies
to “intrude” into more backward ones if take-off was to succeed: this could take
the form of real intrusion, for example through military occupation, or it could be
indirect, through increased cultural and economic contacts. This exogenous influ-
ence — which we have already seen highlighted in other studies — involved a cer-
tain kind of shock for the traditional society. “Reactive nationalism,” triggered by
the intrusion of a modern society, was in his view the strongest factor influencing
the change of traditional societies. The new political elites played an essential role
in putting the preconditions for take-off in place through state intervention, which
involved a series of measures involving the transformation of agriculture, the crea-
tion of a national market, the creation of a fiscal system, and investment in infra-
structures and services (particularly education). All of this made it possible to handle
the problems inherent to state- and nation-building.

Modernization in the countries of the Third World had advantages and disad-
vantages when compared to the historical experience of modernization in Europe.
Among the former is the greater resources offered by the availability of new tech-
nologies; in addition, the new states can rely on loans provided by international
organizations for their investment projects, which are given on more favorable
conditions now than in the past, when only banks provided them. Among the
disadvantages, however, is the fact that the death rate has been lowered as a result
of advances made in the field of health. This is particularly important because it
means that developing countries are encumbered by an increasing population. As
a result, take-off is more difficult because it now requires a greater increase in
income than in the early comers. In addition, there is usually a high level of urban
unemployment. This is often a source of tension and political conflict because un-
employment is more frustrating insofar as the aspirations for consumption are
higher now than in the past. In a context of this kind the struggle to reform tradi-
tional social structures becomes more difficult which may push the intellectual
elites towards solutions of a communist type.

Inherent in Rostow’s developmental model was the idea that the route to indus-
trialization necessarily had to pass through a fixed number of economic stages.
These can, however, be mediated through different institutional structures, espe-
cially in the breakup of traditional societies. There may thus be different paths to
industrialization, as exemplified in the alternative between nationalism and com-
munism. In the long term, once industrialization has been consolidated, one could
assume a tendency towards the institutional convergence of industrial societies
and thus a narrowing of differences between the communist and democratic capi-
talist models.

The notion of convergence was presented and developed in Clark Kerr et al.’s
study, Industrialism and the Industrial Man (1960). Kerr believed that there was a
“logic of industrialism” which was fundamentally conditioned by technological
constraints. In his view, there was a single technology that could assure the most
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efficient economic outcomes, and this pushed societies into acquiring it, and or-
ganizing their institutions in such a way as to be able to exploit it as best as possi-
ble. This would trigger a strong push towards institutional convergence, as was
already visible on the one hand in the reduction of the market in areas where it
had previously played a greater role and on the other in the shrinking of the state
functions in those contexts — such as in communist and nationalist states — where
it had exercised greater control. Industrialization was viewed as leading to eco-
nomic and social “pluralism” in which the middle classes increased, conflict de-
creased and a plurality of economic and social interests developed, influencing the
political process and weakening the grand ideologies with their rigid and totalizing
effects.

2 Criticisms: the Theory of Dependence and Historical Sociology

The theory of modernization has been criticized on many points since the end of
the sixties. These will now be discussed, drawing an analytical distinction between
certain principle assumptions on which they are built. However, one should take
into account that this is not an easy task because there is no such thing as a single
theory of modernization; there is rather a series of different approaches that are
not always consistent. There are four points that seem common to them all and
are worth discussing: (a) the optimistic conception of development, viewed as in-
evitable and linear, usually moving through the stages which Western societies
have already passed through, up to an institutional convergence with them; (b)
the ideal-typical conceptualization of traditional and modern societies as being
opposed to each other, each constituted by a closely connected set of elements; (c)
the idea that relations between regions and countries and their external environ-
ment are always positive for development; (d) the assumption that the stimulus
for change is essentially exogenous.

2.1 The inevitability of development and ethnocentrism

Optimism about the development prospects of backward countries was widespread
and reflected the climate of the decade following the Second World War, which
seemed to open up great possibilities for economic growth. New economic con-
cepts —which attributed greater importance to state intervention and international
cooperation than to the market — contributed to this optimistic view. In this con-
text, the sociologists, social psychologists and economic historians, who had ad-
vanced the theory of modernization, were particularly concerned to emphasize
the institutional variables (cultural, social, and political institutions) which might
hinder economic development. However, they followed this line of enquiry more
in theoretical terms than in empirical ones. The only exceptions were the psycho-
logical studies, but these focused on the formation of the personality. No compara-
tive research was carried out on the real processes of development in backward
countries. Sociologists influenced by structural-functionalism — but Rostow too
when he traced his stages of development — attempted to define the structural
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characteristics of traditional and modern society and the mechanisms of social
change in theoretical terms. In the absence of an adequate body of empirical re-
search, they inevitably ended up making recourse to the historical experiences of
Western societies, both to define traditional society by contrast and to uncover the
mechanisms of change.

In the light of this empirical weakness, which went together with an inappropri-
ate tendency towards generalizations on the basis of the Western experience, the
first wave of criticism is easily anticipated. It focused above all on the optimistic
idea that development was inevitable. This was strongly criticized in the light of
the real historical experiences of the Third World countries, where initial enthusi-
asm for political independence soon gave way to economic problems and serious
social and political tensions. Therefore development could by no means be viewed
as guaranteed and there could be “failures” and “blockages” in modernization
(Eisenstadt 1973). However, criticisms were more directly concerned with the pre-
suppositions underlying the theory of modernization, which was seen as founded
on an “ethnocentric” vision of society, which held not only that the Western expe-
rience was not only inevitable but that it was a positive model for backward coun-
tries to emulate so as to better the state of their societies (Bendix 1967; Goldthorpe
1971; Tipps 1973).

2.2 Tradition and modernity as contrasting models

Initial studies on modernization also shared the presupposition that traditional
and modern societies were contrasting models based on different sets of interde-
pendent elements. Here too, shallow historical-empirical foundations led scholars
to underemphasize the actual diversity of traditional societies. Indeed, the concept
of “traditional society” itself was reconstructed on the basis of a deductive logic
which defined it in contrast to modern Western societies, and in particular to cer-
tain such societies (Anglo-American countries). Critics attacked all the assump-
tions underlying this view (Bendix 1967; Gusfield 1967; Tipps 1973).

First of all, they emphasized the striking variety of traditional societies from a
historical-empirical perspective, and showed how traditional and modern elements
could be found to a varying degree not only in non-industrialized countries, but in
the developed world too. On the one hand, family and wider kin ties or religious
beliefs persist and are important in modern societies. On the other, values oriented
towards achievement and entrepreneurship, and bureaucratic structures functioning
according to universal criteria, can also be found in traditional societies. Nor is it
necessarily the case that traditional values and a reduced structural differentiation
in the economic activities of the extended family obstruct the development of
modern economies — in fact they can even support them. By the same token, one
should not expect to find differentiation in all spheres of a modern context.

As aresult, the argument that the constitutive elements of the two models were
strictly linked — so that when an element in a traditional society modernized, the
others would, as with the sequences experienced by Western societies, automati-
cally follow — was also brought into question. In other words, there could be a
“selective modernization” regarding the means of communication, demand for
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consumption, or military structures, but that this would not necessarily involve
the productive sphere or the functioning of political institutions, etc. Processes of
modernization of this latter type were common in real societies and they did not
necessarily lead to the kind of modernity posited in the model.

2.3 Economic constraints and the dependency approach

A third critique concerned the argument that relations with the external environ-
ment were fundamentally positive for the countries which had to modernize, that
is, that they functioned as a stimulus to the forces of change, which were seen as
fundamentally exogenous. For Lerner and Levy, contact with modern societies
acted as a potent solvent on traditional society, in the sense that it stimulated the
modernization of cultural orientations and social structures and triggered irrevers-
ible mechanisms of change. Rostow, for his part insisted on the advantages that
derived from the spread of technology and from international aid for the economy.
However, this perspective did not take into account the fact that progressive inte-
gration into the international market also gave rise to constraints on economic
development. It was now more difficult than before to start the process of industri-
alization because it was necessary to have higher levels of investment and there-
fore a more constant accumulation of capital to compete with the industry of more
developed countries. In addition, backward countries were generally specialized in
the production of raw materials and agricultural goods with unskilled, low-cost
labor and were therefore able to export products cheaply. However, these were
then exchanged with high-cost industrial products from developed countries so
that the capital resources necessary for development were not accumulated, even
while competition from the already established industries of other countries cre-
ated difficulties for the less competitive craft activities of the developing ones.

Entry into the international economy therefore not only produced opportuni-
ties, but real problems. These problems were identified in much of the economic
literature but they were particularly emphasized in the dependency approach, which
re-elaborated the Marxist theory of imperialism. This approach was first stimu-
lated by the failure of efforts to develop in various Latin American countries (Cardoso
and Faletto 1967; Frank 1967, 1969), but was widened to encompass a more gen-
eral vision of the periphery in Immanuel Wallerstein’s “world system” theory (1974,
1979). This latter approach holds that an increase of contact with industrialized
countries leads to a situation of underdevelopment, instead of favoring economic
growth, as the “diffusionist” tendency of modernization studies would suggest.
Thus, it would be more correct to talk about “underdevelopment” rather than
backwardness, precisely to underline how the difficulties of the peripheries result
from their exploitation by the core regions, and are therefore triggered by the
integration in the international market rather than by isolation.

Three factors were viewed as determinative for the loss of resources affecting
the peripheries. The first was their dependent position in international trade, which
led to an “unequal exchange”: the prices of the raw materials and agricultural
products that were exported were lower than those of the industrialized products
imported from the central regions. The second mechanism involved the direct pen-
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etration of foreign capital in the sector of raw materials or in agriculture, as well as
in the industrial sector, exploiting the advantage of lower labor costs for the pro-
duction of standardized goods. This led again to a draining of profits to the advan-
tage of the core areas. Finally, the worsening of economic conditions led to increasing
dependency on international loans, which thereby brought even more pressure to
bear on the resources available for development.

In this framework, which was mainly inspired by the study of Latin America,
emphasis was placed on the lack of initiative by the local bourgeoisie, which be-
came “subaltern” to the interests of the core countries, both in the export of raw
materials and in industry. Only a sufficient level of state intervention could create
favorable conditions “from above,” redefining the integration into the interna-
tional division of labor. Unlike the Keynesian approach to development econom-
ics, however, the dependency approach assumed that this would require that a
country leave the capitalist framework and move towards a regime based on so-
cialist planning (although in Wallerstein’s view this should be an international
socialism capable of governing the world system). According to these authors, the
Latin American experience showed that not only were the entrepreneurial, com-
mercial and land-owning classes incapable of supporting projects for autonomous
development, but they were ready to support authoritarian solutions with the
help of the military and core countries (O’Donnel 1979).

This perspective certainly helped to highlight the constraints which the theorists
of modernization had overlooked. However, the risks of an approach which sim-
ply turned the previous model on its head, making underdevelopment entirely a
product of external constraints were just as clear. This way of analysis ignored the
influence exerted by the internal institutional context of the periphery countries
on the process of modernization. Moreover, it was impossible to evaluate adequately
the specific differences that emerged in the paths of the Third World countries,
which became ever clearer in successive decades. It is also interesting to note that
some dependency theorists — in particular Cardoso and Faletto — perceived these
risks, insisting on the necessity of an “integrated analysis” of development linking
external constraints and internal institutional factors, and giving more space and
autonomy to political actors and their actions.

2.4 Historical sociology of modernization

While the dependency approach’s criticisms of modernization studies focused on
external economic conditions, another body of work questioned the evolutionary
model of change based on structural differentiation. As we have seen, this model
was not present to the same extent in all the approaches to the study of moderni-
zation, but only in some of them, particularly those influenced by structural-func-
tionalism. The key mechanism — which holds for all societies — is singled out in the
process of structural differentiation, the push towards more highly differentiated
roles and social structures which results from growing dissatisfaction with the func-
tioning of a particular structure. This leads to a search for greater efficiency, which
takes the form of a higher level of functional specialization in the new structures
which replace the old ones. Change was therefore seen as a process of adaptation
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by a society — considered as a system of interdependent elements — to the problems
posed by the physical and social environment. It was possible to identify more- or
less-evolved structural types on the basis of their level of structural differentiation
and thus their capacity to adapt to and control any problems. Modern Western
societies were located at the very peak of these stages (Parsons 1966, 1971).

These assumptions were criticized on three fronts. The first set of criticisms, as
already mentioned, did not reject the functionalist approach, although it did point
out that differentiation did not necessarily lead to the expected growth in effi-
ciency because it could be accompanied by problems of integration giving rise to
instability and even to blockages in the modernization process. A second group of
criticisms rejected functionalism but can be linked to an evolutionary perspective.
These criticisms emphasized the objective difficulty of identifying stages of devel-
opment based on a greater or lesser ability to adapt (Granovetter 1979). To do this
it would be necessary to know what future environmental problems a society was
likely to face. Measuring the ability to adapt through the level of structural differ-
entiation is not appropriate since it is by no means certain that the problems that
have been resolved successfully by developed societies will be also faced by the
backward ones. Past experience is not necessarily a guide because one cannot as-
sume that the societies that have adapted best and have differentiated to a great
extent will be able to deal successfully with any new problems and constraints
which might subsequently emerge.

All this led to the conclusion that it would be very difficult to establish stages of
development on the basis of the structural characteristics of each society. Inciden-
tally, this is also the route taken by modern biology, which does not specity which
characteristics allow a particular species to survive better than others but investi-
gates the environmental conditions which favor the adaptation of a particular spe-
cies to specific structural characteristics. There is thus no one unique path but the
possibility of evolution in many directions.

The third group of criticisms discussed whether it was possible to establish evo-
lutionary sequences on the basis of historical experience, given that this assumed
that society was a basically closed and consistent system, like an organism whose
future state could be predicted on the basis of its structural characteristics at any
one moment (Bendix 1967; Nisbet 1969; Goldthorpe 1971). In the opinion of these
scholars, change was in fact not only an endogenous process of adaptation, but
was conditioned by relations between society and the external environment; in
other words, the external environment was presented as continuously changing
as history unfolded, which thus involved different opportunities and constraints
for individual societies than in the past. The stimuli emanating from the external
environment were not viewed as only positive, as the theorists of modernization
held, nor were they only negative, as the dependency approach believed. The
former did not see that the external environment could have internal ramifica-
tions in the course of modernization, that did not necessarily recapitulate the past
experience of Western societies, while the latter were particularly interested in the
economic constraints which came about from the international division of labor,
but tended to overlook the endogenous institutional factors.

Change in real societies is a complex process which involves external economic,
political, and cultural forces as well as single contingent events, as is clear from the
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example of war; but also the internal characteristics of a given society. These not
only involve the economy’s impetus to greater efficiency, but also the role of the
intellectual elite, processes of political mobilization, and state intervention. Within
this context it is important to pay greater attention to the subjects who introduce
change — to their identity and interests, and their conflicts. In the structural-func-
tional approach this dimension tends to disappear in favor of abstract and imper-
sonal processes, leading to static comparisons of societies rather than to explanations
of concrete changes. This critical perspective therefore turns to comparative his-
torical analysis so as to focus on the specific processes of change that cannot be
traced through general models.

As it happens, many of these criticisms of modernization were first made by
authors in a different field: the comparative study of the historical modernization
of Western societies, above all in Europe (Gerschenkron 1962, 1968; Bendix 1964;
1978; Moore 1966). At the center of this perspective is the desire to understand
better the different patterns in which industrialization (in the economic field) and
democratization (in the political field) have commingled in the experience of West-
ern state and society. Close attention has been paid exactly to the diversity of
political paths to industrialization. Why have industrial growth and political de-
mocracy proceeded together in some cases, particularly the English and American
ones, while in others, such as Germany and Italy, economic development occurred
through political regimes of a fascist type or, in others, as in the Russian case,
through communism?

The attempt to answer these questions leads these authors beyond the grand
theories on modern society set out in the classics. It is Max Weber who has most
influenced this perspective, which takes the form of a comparative-historical ap-
proach which is applied to the internal workings of societies to understand the
similarities, but also the differences, in the paths of development. The result is a
greater sensitivity towards the complex and open-ended process of moderniza-
tion, leading scholars — more or less directly — to question how this was conceptu-
alized in the study of Third World societies. The conclusions can be summed up as
follows:

1 There is no one straightforward, linear and ineluctable path to modernization.
The point of departure, the path, and the outcomes may be different. This does not
deny the possibilities of a sociological approach in favor of a merely historicist
approach. It is instead possible, through comparative analysis, to construct ideal
types, that permit the formulation of links between theory and research and causal
hypotheses to be formulated.

2 The path to modernization is influenced by various exogenous factors and by
contingent events such as wars. These factors are not only economic but also po-
litical and cultural. In particular, the early comers influence the experiences of late
comers, creating favorable conditions for modernization, for example, through
“intellectual mobilization” Bendix (1978), but also imposing also constraints linked
to economic, political, and military power.

3 The process of modernization is decisively influenced by the kinds of response
to external challenges that are possible given endogenous factors. These cannot be
understood by reference to a generic conception of traditional societies. Preindustrial
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society was characterized by different combinations of the traditional and modern.
The influence of these components should be evaluated by identifying concrete
social groups, their alliances and their conflicts — namely, by giving attention to the
historical subjects of modernization.

3 New Comparative Political Economy

Once the first wave of studies focusing on the countries of the Third World had
been exhausted, and after the publication of important works of comparative his-
torical sociology on developed societies in the sixties, the concept of moderniza-
tion was less often used directly in social theory and research. However, one may
show how the problems of change in backward countries were dealt with through
an approach influenced by both the criticisms of the first studies, and the results of
comparative historical sociology. In other words, a new way of researching the
problems of modernization emerged. This did not use the concept explicitly but
did interpret the process of change in a more open and differentiated way, one
which was more oriented towards a historical-comparative analysis.

In the seventies, and even more so in the eighties, the experiences of Third
World countries began to differ more than in the past. Many of these countries
experienced continued difficulties; indeed in Africa, matters got worse. In other
contexts, however — in Latin America, for example, and above all in East Asia —
genuine processes of economic development took place (Gereffi and Wyman 1990).
This spurred research in two directions.

First, it led to an increasing awareness of the limits of the initial theory of mod-
ernization and of dependency theory. Scholars employing both these generalizing
approaches tended to present all the backward countries in a similar way, although
the first group formulated optimistic hypotheses about the possibilities of develop-
ment while the second shared a very pessimistic outlook. Neither of the two thus
seemed capable of accounting for the increasing level of differentiation in the process
of change. Second, there was increasing acceptance that it was necessary to do
more comparative work on a limited number of cases properly to understand the
phenomena of dynamism, stagnation or regression. Many scholars therefore com-
pared the countries of the Asian East, while others concentrated on Latin America,
and others compared countries from different regions. This approach came to be
known as “new comparative political economy” (Evans and Stephens 1988; Evans
1995).

3.1 State and economic development

If modernization studies focused on the cultural dimension, and dependency theory
on the economic dimension; political economy concentrated on the role of the
state. Naturally this does not mean that the two other approaches failed to recog-
nize the importance of this factor. However, for theorists of modernization and
political development and for Rostow, the role of the state was mainly confined to
creating the preconditions for the efficient functioning of the market. On the other
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hand, dependency theory felt it necessary for the state to play a more important
role in opposing the processes of exploitation to which periphery societies were
subjected, but felt it difficult to achieve this, given the intrinsic weakness of the
state institutions vis-a-vis internal and international economic interests.

A second characteristic of the perspective of political economy was its approach
to relations with the external environment. These were not simply regarded as
positive cultural or economic stimuli for development, as in the theory of mod-
ernization, nor were they considered only as constraints and instruments of re-
source expropriation, as in the theory of dependency. External factors — amongst
which particular attention was paid to the geopolitical dimension — were consid-
ered to be both opportunities and constraints. The capacity to transform constraints
into resources was contingent on the role played by the state and on its ability to
control and “negotiate” international ties. This was what explained the successful
industrial strategies of Asian countries (Deyo 1987) as opposed to Latin America,
and also the differences between them (Gereffi and Wyman 1990).

The role of the state in underpinning the success of an industrialization strategy,
and in improving market performance, was already highlighted by Gerschenkron
in the context of the first phase of industrial growth in Western societies at the end
of the nineteenth century. However, emphasis was placed on the need to avoid
any implicit functionalism, which would assume the idea that the state would
inevitably play an effective role in promoting development (Rueschemeyer and
Evans 1985). The behavior of the state has to be seen as variable and historically
contingent. In this regard, one may point to the serious problems of the African
continent (Bates 1981).

Which factors influenced the effectiveness of state intervention? Two of them
seem particularly important. The first was to ensure that effective bureaucratic
structures were in place. In other words, to have a good state apparatus, since this
was indispensable to negotiate with external interests, to pursue a strategy of in-
dustrialization and development, and to keep special interests within bounds. A
political leadership which was oriented towards development, and was largely
autonomous from economic and social interests, was also crucial. The institutional
isolation of the state elite from private interests was especially important. Interest
groups tended to be either co-opted into the process of decision-making in a de-
pendent position, as was often the case with business and industrial interests, or to
be excluded, as was usually the case with the working class and unions.

On the whole, comparative political economy is a new synthesis, involving a set
of elements that distinguish it from previous approaches. It assumes that external
conditions — both economic and political — are important, but their consequences
vary from one context to another (for example, US influence has assisted develop-
ment in several Asian countries, for geopolitical reasons related to the confronta-
tion with the USSR, while it has had less benign consequences in Latin America).
Moreover, the consequences of exogenous factors are not predetermined but are
mediated by the strategic capacity of the state. This is in turn dependent on the
formation of coalitions of economic and social interests which create conditions
that may be more or less favorable for the autonomy of the political elite; on cul-
tural traditions which may underpin the legitimacy of the leadership; and on insti-
tutional traditions influencing the efficiency of the state bureaucracy.
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Thus, cultural and institutional factors condition the political process, but it is
not possible to predict either outcomes or consequences in advance. The kind of
interaction established between social and political actors, on the basis of internal
and international conditions, influences the process of development. Therefore,
comparative political economy confirms the idea — already developed by historical
sociology — of the variety between paths to modernization. In addition, this ap-
proach suggests that economic success is usually associated with efficient — but
also authoritarian — state structures. These “strong” states operate according to a
dirigiste logic in the context of an open market economy and pursue intervention-
ist policies. It still remains to be seen if and to what extent this argument will be
confirmed in other countries. Moreover, it is not possible at the moment to evalu-
ate if, in the cases of successful industrialization there will be a strengthening of
political democracy and the welfare state, or if the authoritarian model will persist
together with economic dirigisme and a reduced welfare state.

These sorts of question raises issues that were already present in the first theory
of modernization. While this perspective allowed for a certain degree of variability
in paths of development, there was a strong expectation of a progressive institu-
tional convergence induced by the process of industrialization. Political economy,
with its historical-empirical approach, does not directly address this issue, although
it does point to variation in the different ongoing processes of development. How-
ever, it should be pointed out that several of the recent attempts to treat the ques-
tion in theoretical terms use Weber’s approach as well as his comparative analysis
of different cultures.

3.2 Civilization and paths of development

The first of these attempts which is worth mentioning took its impetus from re-
search on “Asian capitalism,” i.e. on the newly industrialized countries of this area,
and also on Japan (Hamilton 1994). Several typical characteristics of the industri-
alization process of these countries were identified: not only the role of the state in
the economy but also the ways production and labor relations were organized
(Dore 1987; Hamilton and Biggart 1988). Production is organized in a distinctive
fashion in that it takes the form of networks of firms. In Western capitalism the
firm has a strong identity, and a clearly bounded organizational structure which is
reinforced by formal law. The Asian experience instead reveals the presence of
weak firms in strong networks, with relations formed not only by legal and finan-
cial links, but also by personal, family, and community ties (Granovetter 1995). In
labor relations, the Western model of impersonal contractual relations gives way
to a community-based form of enterprise, with company unions (where these
exist).

In his observations on these industrialization experiences and on recent devel-
opments in China, Gary Hamilton has pointed that this results from specific fea-
tures of economic, as well as political, institutions. In his opinion, these specificities
give rise to two analytic problems. First, they cannot be adequately explained by
the political economy, but also involve the concept of civilization. Second, a closer
link between the modernization process and type of civilization in which it occurs
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suggests that the hypothesis of an institutional convergence dominated by a West-
ern model is mistaken.

With regard to the first point, economic and political institutions, and the rela-
tions between them, cannot only be understood by reference to the autonomy
and strategic capacity of the state. There are other more general factors, which
bring into play models of the legitimization of power, both political and economic.
More particularly, there are various cultural features prevalent over a wide area,
reflecting visions of the world that find their roots in the influence of the great
religions, that is to say, one must refer to the concept of civilization. In particular,
the role of Confucianism has been very important. The sphere of influence of an
important religion tends to delimit the space of a civilization, understood as a group
of societies which share several cultural and institutional features (for example,
Chinese civilization is different from the Indian and the Islamic, and also the West-
ern one, which has been shaped by Christianity). It is therefore necessary to turn
back to Weber’s comparative analysis, focusing on the visions of the world which
root the great civilizations. Images of the world — the ultimate values — orient
action but do not predetermine outcomes. They establish the “trajectories of de-
velopment”; they provide frameworks of reference according to which different
material and ideal interests can be defined and conflicts take shape in the course of
history. In this perspective one could observe — as Weber did — that Confucianism
was a civilization that obstructed the development of capitalism but at the same
time could offer important cultural resources for its operation once capitalism was
established.

Hamilton underlines, in this respect, the obstacles that hinder the full autonomy
of the individual, in both the economic and political sphere, and the strong cul-
tural insistence on obligations towards family, kin, and community. Relations with
authorities are determined in reference to a harmonious vision of the world in
which the position of the individual is defined by the contribution that is expected
of him in maintaining this integrated order. It is through this perspective that one
may better understand both the forms of political legitimization and the organiza-
tion of production based on networks and cooperative labor relations. All these
“traditional” elements, and the lesser degree of social differentiation associated
with them, should, according to the original vision of the theorists of moderniza-
tion, have obstructed development. Paradoxically, instead, they have become an
essential resource for economic dynamism, attracting attention and stimulating
attempts to imitate them in the Western world.

But the Asian experience also pushes us to deal with the problem of relations
between different civilizations. It leads us to reject the idea that the spread of capi-
talism outside the West and the ongoing process of economic globalization will
lead to a single world civilization. Globalization is not accompanied by a greater
institutional uniformity but rather by a differentiation in the processes of mod-
ernization. In fact, the framework of different civilizations offer different institu-
tional resources to adjust to the challenge of world economy (see chapter 10).

Shmuel Eisenstadt (1983), one of the first theorists of modernization, also comes
to these conclusions in his work, although via a different route. After criticisms of
the initial model of modernization, and of the structural-functional approach,
Eisenstadt was persuaded that the concept of modernization could be maintained
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but that it had to be used together with Weber’s intuitions and analyses on the
internal dynamics of different civilizations. In this perspective he began a research
programme which reconstructed the origins of the great variety of symbolic and
institutional responses with which societies have reacted to Western modernity.
For Eisenstadt too, the future of modernization studies is linked to the compara-
tive investigation of civilizations. At the center of his approach is the idea of intel-
lectual and political elites as institutional entrepreneurs, who struggle to redefine
the organization of a particular society on the basis of the cultural frameworks
offered by different civilizations. These offer different ways of interpreting social
order on the basis of those visions of the world setting out the relationship be-
tween human reality and transcendent reality which have been formed by the
great religions. As a result, different spaces for “heterodoxies” have been opened:
areas where culture is interpreted, redefined, and exploited by elites to form coa-
litions, nurture processes of mobilization and thus remodel the various institu-
tional spheres and social change in the face of external challenges and internal
problems.

Eisenstadt’s research, following Weber, focused mainly on the past — on the
search for the original frames of reference of the different civilizations. The issue of
how to link contemporary modernization processes with the specific features of
different civilizations more directly therefore remains open. It is too early to say
whether this perspective will be taken up in any significant way in the future, as
the work by Hamilton and Eisenstadt would suggest. However, despite the success
of comparative political economy — and perhaps precisely as a result of this — the
need to link the variety of modernization paths to cultural variables has emerged.

Ronald Dore (1990) has shown how this is particularly important today, but
also that this is not simply a job of singling out the similarities between religious
ideas and economic behavior. What is needed is a specific historical-empirical ap-
proach, which resists the positivist temptations of strong generalizations, in order
to focus on aspects such as, for example, the acceptance of authority, impersonal
trust, commitment to labor, interest in technology. One should caretully evaluate
the extent to which all these factors are shaped by cultural orientations. This would
make it easier to understand the success of the Asian countries, going beyond the
important results achieved by comparative political economy. The experiences of
these countries have called attention to the importance of a climate that is favorable
to change, as Gerschenkron (1962) had already pointed out with regard to late
industrialization in Europe. This is a climate nourished by a strong desire to over-
come backwardness, to catch up with other societies and civilizations, and there-
fore by a “desire for development” which leads to supporting the elites’ efforts. All
this encourages a reassessment of civilization. Moreover, other important stimuli
in this direction come from the new need to interpret the tortuous changes which
the Eastern bloc countries and Russia are currently going through after the fall of
the communist regimes (Stark 1992, 1996; Offe 1997). In conclusion, there is a
new upsurge of interest in the cultural dimension — which once formed the crux of
these studies, and later became less marked because of the criticisms it raised. Now
this dimension has attracted a new attention and is considered as necessary, al-
though not sufficient, for a more mature vision, one that is more open and many-
sided, of modernization and its outcomes.



Chapter 8

The Keynesian Welfare State
and Comparative Political
Economy

During the seventies the analytical perspective used by economic sociology began
to be widely adopted again in studies of developed countries. The reasons for the
post-war fragmentation of the research tradition inherited from the classics and
the trend to disciplinary specialization have been described in chapter 6. During
the seventies this situation began to change. The tools used in the Keynesian ap-
proach seemed to be less effective to adequately explain the new difficulties facing
the economies of the more highly industrialized economies. These were simulta-
neously affected by high levels of unemployment and inflation. Both phenomena
had declined during the post-war period but now returned with even greater viru-
lence, stimulating interest in institutional approaches to new problems.

Sociologists, industrial relations scholars and political scientists became more
interested in the problems of economic development. They analyzed the crisis of
the “Keynesian welfare state,” and focused on the striking differences in the ad-
justments of various countries to the new challenges. Comparison between na-
tional cases was particularly useful to discuss how institutional factors influenced
the emerging social and economic tensions, and the different responses. Among
these factors, special importance was paid to the political dimension and the role
played by the state. This led to a reappraisal of economic sociology as “comparative
political economy” — an approach similar to that used for backward countries (see
chapter 7).

Initially, the most important research problem involved the origins of inflation.
The analytical perspective was mainly macro-economic. Subsequently, however,
especially during the eighties, research began to focus on the problem of competi-
tion among firms and on the dynamism inherent to the different capitalist sys-
tems. As a result, macro-oriented analyses began to combine with approaches more
oriented to micro levels (firms, regions). What emerged was a sort of cross-fertili-
zation of comparative political economy with a new economic sociology. While
the former concentrated on the crisis of the Keynesian welfare state, the latter
analyzed the transformations taking place in the other main pillar of post-war
development, that of Fordism and the emergence of flexible productive models.



KEYNESIAN WELFARE STATE AND COMPARATIVE POLITICAL ECONOMY 167

Comparative political economy will be discussed in this chapter, while in the next
the focus will be on the new economic sociology. In the final chapter I will discuss
recent attempts to combine the two perspectives, especially in the study of differ-
ent forms of capitalism.

1 The Rise and Decline of the Keynesian Welfare State

It has already been pointed out that the post-war period was characterized by
growing economic and social intervention by the state (see section 3, chapter 6).
In his brilliant study, Shonfield (1965) rightly underlined that this was not simply
the result of the widespread implementation of Keynesian policies to sustain de-
mand. Actually, the British economist had conceived the new policies as ways of
helping the economy recover from economic depression. They were therefore seen
as short-term remedies to put to full use productive resources that were given.
During the post-war period, however, two main changes occurred. The first has to
do with the spread of what has been described as “Keynesian growth” (Skidelsky
1996). This was the attempt to use state intervention, and particularly public spend-
ing, as an instrument to sustain economic development, and not only to deal with
economic recessions. The second was the use of public spending to promote and
consolidate political consensus through the widespread implementation of wel-
fare programs, independently of the economic cycle and the state of employment.
These are the two basic components of what is known as the “Keynesian welfare
state.” Their combination led to a kind of state intervention that moved away from
Keynes’s original frame, and spread to a greater or lesser extent across Western
developed countries.

The idea underlying the adaptation of Keynes’s theory to the problems of eco-
nomic growth was that demand policy should not be used only to avoid recessions
but also to support the development of productive resources over time. In other
words, it was felt that economic development was dependent on the growth of
investments, which in turn generated an increase in production and productivity.
As a result, demand policy could also be directed towards supporting investments
even if there was full employment. This was in turn related, as Shonfield pointed
out, to the idea of state planning, for example, through the selection of credit
aimed at increasing investments in certain sectors, and also through the direct
intervention of public firms. This general tendency took different specific forms
and was adopted more widely in countries using planning policies, like France and
Japan, or where state enterprises had an important role, such as in Italy.

This differed significantly from more traditional demand policies. For example, a
“weak” Keynesian model has been contrasted to a “strong” one (Bordogna and
Provasi 1984). In the first case, public intervention through fiscal, monetary and
deficit spending policies remains close to Keynesian ideas, attempting to stabilize
the economic cycle by sustaining demand in periods of recession and slowing it
down when productive factors are being fully used. These measures are also known
as stop and go policies, with alternation between expansive and deflationary inter-
ventions. In addition, social spending tends to be lower. A typical example of this
model is considered to be the United States up to the seventies. On the contrary, in
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the “strong” Keynesian model, there was a greater commitment to full employ-
ment and economic growth, as well as higher increases in social spending. Sweden
and the other Scandinavian countries are good examples. The two ideal types —
between which many European countries can be located up to the seventies — are
generally different with regard to several characteristics tied to the system of rep-
resentation of interests and to the political composition of governments. In gen-
eral, strong forms of the Keynesian model were associated with stronger and more
centralized unions, more highly institutionalized industrial relations, and govern-
ments with stable left-wing components committed to the spread of the welfare
state as well as to full employment.

In addition to these differences between these strong and weak forms of Keynesian
models, many countries also experimented with planning policies in the decades
immediately after the Second World War. In this case economic sectors — and in
particular industrial ones — were regulated and oriented without any consistent
increase in social spending, in contrast with the strong Keynesian model. France
and Japan are examples of state planning where the political context of interven-
tion left a large amount of autonomy to the technocratic elites (Salvati 1982; Zysman
1983).

1.1 The expansion of welfare policies

Although there are differences within the Keynesian model, its uniting feature is a
commitment to welfare policies. The first interventions in the field of social protec-
tion took place around the end of the nineteenth century, while further develop-
ments occurred in the period between the two world wars. After the Second World
War there was both an extension of the risks covered and an increase in public
expenditure. In the early seventies health and old-age insurance covered more
than 90 percent of the working population of Western Europe, injury insurance
covered an average of four-fifths, and unemployment insurance covered two-thirds
(Alber 1982). In 1950 average social spending in Western Europe did not exceed 5
percent of GDP, while it had reached 13 percent in 1974 (Alber 1982, p. 63).

A vast literature tries to explain the tendency of social protection programs to
expand. Some general analyses, first appearing in the sixties, highlighted how de-
mands from lower classes led to the gradual recognition of civil, political, and finally
social rights (Marshall 1964; Bendix 1964, 1978). Viewed in this light, protection
against the risks of illness, injury, old age, and unemployment, and the demand for
equal access to educational institutions was increasingly claimed as a basic aspect of
“citizenship rights.” Bendix, disagreeing with Marx, insisted particularly on the im-
portance of political and social recognition, rather than economic demands, to un-
derstand the new demands of the lower classes. Through comparative analysis he
showed the importance of the openness of the political system in influencing the
outcomes of new demands. Where the political system is more open and favorable
to channeling new demands, as was typical of the British case, these can develop
gradually, without disruptive crises of democratic institutions. The opposite hap-
pens where the institutional tradition and the dominant classes obstruct the recog-
nition of new rights for working classes mobilized by industrialization.
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Another very general explanation was offered by the neo-Marxist theory of the
state (O’Connor 1973; Habermas 1973; Offe 1972). In this case the emphasis was
placed on capitalism’s functional needs for reproduction, which push the state to
extend its economic and social role. The expansion of social protection programs
was explained in terms of the needs of both economic accumulation and mainte-
nance of social consensus. O’Connor, in particular, underlined how, for capitalism
to be reproduced, the state had to take on a growing commitment in terms of
“social capital expenditures” and the “social expenses of production.” The former
include “social investment,” that is, interventions for the infrastructures and pro-
motion of research, which increase the productivity of capital, and “social con-
sumption,” namely, spending on health, education, and housing, which lower the
costs of reproduction of labor. The “social costs of production” imply interventions
that are more typical of the welfare state, such as those against unemployment
and poverty.

Both approaches to the development of welfare — those highlighting the gradual
extension of citizens’ rights and those emphasizing the role of the state as a stabi-
lizer of capitalism — are weakened by their being too general. They are not able to
account for the important differences that exist between different countries in
spending on social policies or in specific institutional models. Several comparative
studies have attempted to resolve some of these questions, and a clearer picture of
the development of social policies has emerged (Flora and Heidenheimer 1981;
Alber 1982; Paci 1987; Ferrera 1993). In general, the importance of factors which
we can define as “socio-centric,” like the mobilization of the lower classes, the
needs of the capitalist economy, and the level of economic development (Wilensky
1975), are not disputed. However, the impact of these factors on the pace, exten-
sion, and features of social policies is affected by politico-administrative variables.
In addition, it is argued that a more detailed analysis of significant differences in
the models of organization adopted by various countries requires a careful evalu-
ation of such variables as the culture of the administrative elites and the traditions
of public policies inherited from the past (Ferrera 1993).

One crucial factor has been the mobilization of lower classes as a result of capi-
talist development, since they were increasingly unhitched from the traditional
forms of social protection and reciprocity involving kinship and community net-
works. In his account of this process, Alber (1982) underlined the importance of
workers’ political organizations. It was following their appearance in the final dec-
ades of the nineteenth century that the first compulsory insurance schemes began
to emerge. This process took different forms depending on whether the regimes
were authoritarian or parliamentary. In the first case — as in Bismarck’s Germany,
and also in Austria and Italy — the social protection programs were the result of the
reaction of the conservative elites, in search of a stronger legitimacy, in the face of
the new labor movements. In parliamentary regimes this process took longer, partly
because of the resistance of working-class parties, which usually viewed state in-
tervention with suspicion. However, while the initial moves to set up insurance
schemes in Western Europe can be seen as a “top down” process, it was mainly in
the countries in which the workers’ parties were particularly well represented that
the most striking advances took place between the two world wars. This pattern
was confirmed after the Second World War. Countries in which parties linked to
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workers” movements were in power spent more on social policies and introduced
more extended programs. However, it can be said that there was a more general
push towards expansion of social programs, in the form of compulsory national
insurance schemes covering the entire population. Therefore, the process was also
supported by different political forces, and particularly by the center parties influ-
enced by Catholic culture.

The role of left-wing parties in workers” movements is particularly important if
we look at the way in which the social protection system was organized. In gen-
eral, the literature has supported the idea of three main ideal types of welfare
state; these were originally described by Richard Titmuss (1974), and have re-
cently been further developed by Esping-Andersen (1990). The first type — called
the “institutional-redistributive” model — covers the principal risks for the entire
population on the basis of the recognition of social rights. It involved a major
expansion of public programs, providing flat benefits for all citizens on a compre-
hensive basis; greater importance was given to the provision of services (i.e. health,
social and educational services) as opposed to transfer payments. In addition, nec-
essary funds were raised by fiscal measures rather than contributions linked to job
status. This model was well established in Northern Europe — Sweden, Norway,
and Denmark — where a strong workers” movement and a long-standing presence
of left-wing parties in government led to the use of the social protection system as
a major weapon in a strategy of reducing social inequality through political redis-
tribution (Korpi 1978; Esping-Andersen 1985, 1990). It should also be pointed out
that this model was also originally shaped by the British welfare system set up
after the war following the recommendations of the Beveridge Report.

The second ideal type, in contrast, is known as the “residual” welfare model. In
this, public social protection is directed towards covering only those social groups
in conditions of poverty and need. The programs are very selective and spending
is much more restricted. The most typical example of this model is the United
States, where welfare programs were expanded in the thirties with the New Deal
and subsequently in the sixties; even then they were strongly affected by the
strength of liberal ideology, the weakness of the workers” movement, and the
absence of socialist parties. Other countries that can be said to share this “liberal”
model are Canada, Australia, and the United Kingdom in recent years (though
during the fifties it came closer to the “social-democratic” model) (Esping-Andersen
1990).

Finally, there is the third type, which Titmuss calls the “industrial achievement-
performance” model, and Esping-Andersen (1990) “conservative—corporatist.” In
this model, insurance against the principal risks is not based on a citizenship right
but on occupational status. Thus, benefits are provided by national insurance
schemes which are compulsory, guaranteed, and supported by the state, and vary
according to occupational category; financing is based on contributions rather than
taxes, and thus the scope for redistribution objectives is inevitably more restricted;
in addition, monetary transfers are clearly more important than direct services.
This third model is typical of many European countries (Germany, Austria, Bel-
gium, Italy, Spain, Portugal, and to some extent the Netherlands). One striking
characteristic of this “continental model” is the particular influence wielded at the
political level by Catholic culture. This is reflected in the crucial role of the family
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Table 8.1 Three welfare models

Residual Industrial achievement Institutional-
performance redistributive
Cover Marginal Occupational Flat
Main recipients The poor Workers Citizens
Institutional High High Low/absent
fragmentation (localism) (occupational status)
Benefits:
Range Limited Medium Extensive
Requirements Evidence of National insurance Nationality/
Means schemes residence
Financing Fiscal Contributory Fiscal
Expenditure:
Level Low Medium High
Main Means-tested
Component programs Transfers Public consumption

in satisfying social needs, where care-taking functions are mostly assigned to women
and paid work carried out by men (Esping-Andersen 1999).

Overall, beyond the differences outlined above, a remarkable increase in state
commitment to social protection took place in the two decades following the war
in all the more developed countries. Whether this combined with weak Keynesian
policies or with more interventionist ones in the economic field, increased social
spending made an important contribution to the fast growth of this period. The
availability of a work force coming from agriculture, the vast range of needs that
could be satisfied through mass production, the liberalization of international com-
merce guaranteed by new international agreements and the dominant role of the
United States, were all factors that favored a “virtuous circle” between social spend-
ing, increase in consumption, and economic development in a context of low in-
flation. The situation began to change at the end of the sixties, however, as a
consequence of the success of the Keynesian welfare state itself.

1.2 Social and economic tensions during the seventies

During the seventies a series of factors rapidly and unexpectedly undermined eco-
nomic growth and social peace in the most developed capitalist countries. Indus-
trial conflict began to rise again after a period of sharp decline; inflation rose to
levels that were much higher than those of previous decades; growth rates de-
creased strikingly; unemployment rose. All this provided new challenges for the
theoretical and practical tenets of Keynesianism, which seemed inadequate to deal
with the twin features of high levels of inflation and unemployment (the term
“stagflation” was coined during this period). In this situation, there was a return to
the institutional analysis of the economy.
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How can the economic and social tensions of the seventies be explained? One
way is through observing how two types of “perverse effects” tend to be generated
over time through the institutional regulation of the economy based on the
Keynesian welfare state (Regini 1991). The first of these has to do with changes
occurring at micro level following reductions in unemployment. The second con-
cerns the macro-economic level and the difficulty of controlling the public spend-
ing that goes together with an expansion of social protection systems.

These two perverse effects also illustrate how the political economy that devel-
oped after the Second World War diverged increasingly from Keynes’s original
framework (Skidelsky 1979). In other words, while the British economist had as-
signed the function of sustaining demand to avoid recession to state intervention,
he had not envisaged the use of an active demand policy to promote economic
growth. Moreover, his more limited conception of public intervention was based
on two institutional assumptions that were revealed by post-war experience to be
wrong.

The first concerned the governing of demand policies. Keynes believed that it
was natural for this function to be carried out by competent bureaucratic elites
devoted to the public interest — a vision which accorded with his experience of the
British civil service. In reality, in Western democracies the control of public spend-
ing quickly became a crucial instrument by which political elites tried to get sup-
port. Policies were influenced by political reasons rather than by strictly technical
ones, with a push towards an incremental growth in spending which generated
inflationary effects. Secondly, Keynes believed that at the micro-economic level —
in the regulation of both production and labor — the market would continue to
carry out an essential function. In reality, however, precisely as a result of full
employment, market discipline of workers” wage claims became looser. This proc-
ess was reinforced by social protection policies. These reduced the dependence of
individuals’ life chances on their position in the market, by offering services and
incomes through political redistribution (Offe 1972).

Let us now discuss the effects of the Keynesian welfare state deriving from a
situation of full employment. The strong growth of the first two post-war decades
exhausted the labor resources coming from agriculture, though in many cases this
was countered by an increased use of immigrant labor. In addition, a more stable
and stronger working class matured new claims with regard to both wages and
social and political recognition (Crouch and Pizzorno 1978). In addition, new forms
of Taylorist work organization were developed in the sixties, under the pressure of
growing international competition in the manufacturing sector. These tended to
exacerbate the social effects of a rigid and hierarchical division of labor in factories.
It is in this context that the tendency towards a re-emergence of industrial conflict,
and a strengthening of union organizations in a situation of full employment can
be understood. The extent of these changes varied, but the general effect was a
push towards an increase in wages that stimulated inflation.

On the macro-economic level, it was increasingly difficult for governments to
keep social spending under control. Protection from risks involving illnesses, inju-
ries, old age and unemployment had become a crucial resource for the legitima-
tion of modern capitalist democracies (Habermas 1973; Offe 1972). This led to
growing pressure by various interests to organize themselves to improve and ex-
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tend their benefits. It became very difficult for political elites to resist these de-
mands and, even more so, to reduce the programs of social protection once public
budgets began to worsen. Therefore, from this side too there was a push towards
inflation that resulted from the government’s spending policies.

The perverse effects of the Keynesian welfare state began to emerge more clearly
at the end of the sixties, although they were reinforced by other factors. Some of
these were of a long-run structural type: for example, the saturation of the market
for mass-produced goods and the contemporary intensification of competition com-
ing from the newly industrialized countries. Other elements were more contin-
gent, but they played their part in worsening the economic and social situation.
Among these were the steep rise in oil prices and the breakdown of the fixed
exchange system, linked to the devaluation of the dollar.

We have already noted that in the immediate post-war period the prospects of
growth for large mass-production firms were strikingly positive. These could ex-
ploit economies of scale in the production of consumer goods — from cars to house-
hold appliances. By the second half of the sixties, however, the situation was
changing. Signs of the saturation of national markets were increasingly evident
(Piore and Sabel 1984). For example, in 1970, in the United States 99.9 percent of
families had a television, while only 47 percent had one in 1953; almost every
family now had a refrigerator and washing machine; the number of cars in circu-
lation came close to one per every two residents (ibid., p. 184). All this suggested
that exports were the solution. And, indeed, international trade developed to a
remarkable degree. Between 1960 and 1973, the industrial production of advanced
countries increased by 5 percent, exports by 10 percent and imports by 11 percent,
while sales to developing countries increased only by 7 percent — obviously due to
their lower levels of income.

Summing up, during the sixties the space for mass production narrowed. In-
creased competition, and the difficulties that firms in more advanced countries
had to face, worsened as a result of the emergence of several newly industrializing
countries — particularly the Asian ones described in the preceding chapter. By means
of some shrewd state-planned policies, the latter promoted a strategy of industri-
alization and began to grow, especially in the area of low-skilled mass production,
using the lower cost of labor as a competitive advantage for their exports to the
developed world.

Finally, other contingent factors contributed to complicating and worsening the
economic situation. Mass production had profited from the low costs of energy. In
1973, this situation suddenly changed, owing to the decision of the oil-producing
countries to organize a cartel to regulate exports. Thus a sharp rise in prices oc-
curred. In the short term this exacerbated the problems of the more developed
economies, generating — especially for countries which were more dependent on
oil imports — strong inflationary pushes. Moreover, the consequences of the loss of
competition on the part of the American economy as compared to Europe and
Japan began to be felt at the beginning of the seventies. Afflicted by a growing
deficit in its balance of payments, in 1971 the United States was forced to suspend
the convertibility of the dollar into gold and to devalue the currency, moving from
a system of fixed exchange rates to floating ones. This inevitably led to instability
and uncertainty, increasing the difficulties of mass production firms.
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1.3 Explanations of inflation and the two political economies

Inflation, the slow-down in growth and unemployment (the phenomena of “stag-
flation”) would thus seem to be the result of the perverse effects of the Keynesian
welfare state, exacerbated by a series of other structural and conjunctural factors.
But how should the development of such effects be understood? During the sev-
enties a growing body of literature on the origins of inflation began to be pub-
lished, focusing particularly on this question, which is obviously both theoretically
and practically important. Of particular interest here is that the most innovative
branches of this literature attempted to integrate factors of an institutional nature
into the explanation, no longer considering them as simply exogenous vis-a-vis
economic variables. Two branches of neo-institutional study tried to interpret the
behavior of governments and of unions and firms in their industrial relations, and
to see the effects of this on inflation. Both were called “new political economy.”
However, while the first branch examined institutional phenomena by applying
an economic approach of neo-classical derivation to institutional phenomena, the
other is closer to the economic sociology tradition, focusing on the autonomous
impact of political and administrative factors and of the system of interest repre-
sentation on economic phenomena.

The novelty of these two approaches can also be appreciated if they are com-
pared with the “monetarist” interpretation of inflation, which continued to con-
sider institutions as exogenous. Here, inflation is seen as the consequence of the
incapacity of governments to control monetary supply in relation to productive
trends. The weak capacity of governments to resist “political pressures” against an
expansion in spending, and the commitment to support demand and employment,
generate inflationary expectations in firms and workers” unions which push them
into increasing their income demands. This determines in its turn a strengthening
of inflationary tendencies (increase in the cost of labor and prices of goods) in a
spiral which is self-sustaining. Substantially then, according to the monetarist in-
terpretation (cf. e.g. Cagan 1979), the main cause of inflation is exogenous with
respect to the functioning of the economy.

The two political economy approaches distinguish themselves with respect to
this latter interpretation by considering the action taken by governments and in-
dustrial relations leaders not as exogenous, but as a central factor needing expla-
nation. They therefore oppose the idea that the problem of inflation can be reduced
to a technical error in the management of economic policy. According to this latter
view, such error could be corrected by a restrictive policy, and the adoption by
governments of market-oriented measures, even at the cost of making unemploy-
ment grow in the short term. However, the two political economy approaches
differ in the way that they explain the role of governments and industrial rela-
tions.

The political economy of neo-utilitarian theories

This approach developed an economic analysis of politics and industrial relations to
explain inflation during the seventies. Its original points of reference were neo-
utilitarian theories of politics, influenced by Schumpeter’s Capitalism, Socialism and
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Democracy and the economic theory of democracy developed by Anthony Downs
(1957). However, the closest links were with the theory of public choice, which
applies economic analysis to the formulation and implementation of policies
(Buchanan and Tullock 1962; Buchanan and Tollison 1972). A first body of work
concentrated on the so-called “political-business cycle”. This concerns a politically
induced expansion of the economy that precedes election as a result of attempts by
politicians in office to be re-elected through an increase in public spending and/or
a reduction in taxes (Nordhaus 1975; Buchanan and Wagner 1977; Tufte 1978).
Particularly interesting in this regard is the work by Samuel Brittan (1978), who
provided an interpretation of the longer-term tendencies for growth in inflation.

In Brittan’s model, the assumptions regarding the behavior of the actors are
similar to those of the theory of public choice and the political business cycle. In
this it is assumed that electors will aim to maximize their individual well-being
through their votes, while politicians will try to enhance, through their choices,
the chances of re-election to office. Using the interactive model outlined by
Nordhaus, Brittan produced the following account (1978, p. 168):

1 TItis possible to boost production and employment for a certain amount of time
by means of monetary or fiscal stimulus, which will give rise to subsequently higher
inflation;

2 There is a temporal lag between the expansive effects of the economy and the
onset of inflation. This allows expansive policies to be implemented before elec-
tions, shifting the costs forwards;

3 Electors’ memories are short and thus the incumbents lose less from high un-
employment early on in their period of office than from low unemployment im-
mediately before the elections. Moreover, electors are “shortsighted” in the sense
that they are not able to evaluate the likely negative consequences of certain poli-
cies in the post-electoral phase.

If we stopped at this point, Brittan claims, the negative etffects of the political cycle
in terms of inflation would be limited. However, workers realize that, with the
increase in inflation resulting from expansive policies, they undergo a cut in their
real income, and they therefore support the unions’ requests for an increase in
wages. This leads to a wage rigidity whereby not only are wages not reduced but
they tend to rise, to regain their purchasing power. In Brittan’s view, then, these
are the conditions underlying a continual growth of the inflationary spiral.

Like other public choice theorists, Brittan also underlines a progressive contra-
diction between market economies and democracies (Brittan 1975), and he looks
towards constitutional reforms — for example, the obligation on maintaining a bal-
anced public budget — as a way of controlling the overwhelming effects of such a
contradiction. In general, however, this type of diagnosis is accompanied by a pref-
erence for a neo-liberal therapy aiming at a drastic reshaping of the role of the
state in the economic and social fields and the re-establishment of market disci-
pline. It was this view, also shared by monetarist theorists, that underlay the new
political experiments carried out in the United States by Ronald Reagan and in the
United Kingdom by Margaret Thatcher.
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The political economy of economic sociology

The second political economy approach aims to give an institutional explanation
of inflation by looking at the demand rather than the supply side. In other words,
it maintains that it is essential to understand what it is that pushes governments to
intensify the search for support through a growing supply of money through pub-
lic spending. This leads to a different focus. Attention is drawn to social changes
over the long term which have an effect on the political demand of various social
groups (Goldthorpe 1978; Lindberg and Maier 1985). John Goldthorpe (1978) has
written a particularly interesting account in which he makes explicit reference to
the way in which the market is conceived by economic sociology. In his view,
inflation is considered as the monetary expression of a distributive conflict. The
growing demands for income by lower classes have been stimulated by two trends
working together. First, there has been a delegitimation of existing social inequali-
ties and, second, this has been accompanied by a change in power differentials to
the advantage of organized labor (Goldthorpe 1983, p. 53).

With regard to the first aspect, Goldthorpe underlines how traditional forms of
legitimation with which the market had initially to deal have tended to erode over
time. This is the result of various processes, for example, the growth of urbaniza-
tion and mobility, and the spread of market relations in a growing sphere of social
relations that were previously regulated by forms of reciprocity, namely, by shared
obligations. As a result, the “status order” which led lower classes to accept condi-
tions of social inferiority on the basis of shared criteria concerning the relation
between rewards and performances, grew weaker. Increasingly, they began to or-
ganize themselves and to exploit collective action to improve their position. In
addition, social demands and distributive conflicts were strengthened by a balanc-
ing in the power relations between the different groups. This was due above all to
the effect of the social protection system — which reduced the dependency of indi-
viduals on the labor market — and also to the commitment of governments to full
employment, which reinforced workers” organizations. According to Goldthorpe,
the formation of an extended “second generation” working class, employed in the
large Fordist firm and resident in urban areas, also needs to be taken into account.
This social group was less involved in traditional forms of status order and author-
ity and more inclined fully to exploit new and more favorable power relations.

This type of analysis highlights how the choices of governments cannot be inter-
preted in terms of “weak determination” or “technical errors,” as traditional mon-
etary theory would have, nor in terms of a simple rational calculation of consensus,
as the theory of public choices would suggest. There are in fact social determinants
in the demands of the various groups with which governments must increasingly
deal. This gives rise to a more complex understanding of relations between the
demand coming from social interests and the supply by governments. A good ex-
ample of this perspective was offered by the comparative study of inflation carried
out under the auspices of the Brookings Institution (Lindberg and Maier 1985).

The basic idea is that political demand can vary as a result of cultural factors,
since these influence the legitimation of the inequalities produced by the market,
and of institutional factors, such as the system of representation (unions, parties),
that define and aggregate demands. There can thus be a more intense and short-
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term demand, or vice versa one that is more moderate and long-term oriented.
This depends on the cultural and institutional factors of various countries, and is
thus not reducible to a mere tendency towards the maximization of individual
well-being on the part of single electors, as in the alternative political economy
approach.

Of course, the same thing is also true for the governments’ supply. Rather than
assume a general tendency to maximize the chances of re-election through infla-
tionary policies, it is necessary to evaluate how the political elites are influenced
by institutional factors: political ideology and organizational features of the politi-
cal system (types of party, electoral rules, etc.). In other words, inflation can be
seen as the consequence of an inability of the representative system to select different de-
mands and to keep distributive conflict between the different groups under control. In this
case weak governments overloaded by demands use inflation as a short-term solu-
tion to limit distributive conflict. This, however, brings about a spiral of “stagfla-
tion” over time: that is to say, less growth, higher unemployment and higher
inflation.

The results of the empirical analysis carried out by the Brookings project support
this view of inflation in the seventies, as do other studies that will be described in
the following section. They particularly show how the worst performances are to
be found in countries where there is a fragmented system of representation, inca-
pable of selecting, filtering and integrating demands, such as the United States, the
United Kingdom, and Italy. In contrast, in countries such as Germany, Austria and
the Scandinavian nations, more structured representation has limited the infla-
tionary “tug of war” and has allowed a high level of public revenue, moderate
inflation and low levels of unemployment to coexist. It was shown that, in the
seventies, high inflation, strong deficits and a drop in productivity were not corre-
lated with high levels of public revenue and taxation; often the opposite is true
(Cameron 1985). This confirms how the “weak” Keynesian models, with a more
limited commitment by the state to support employment and social protection,
could stimulate distributive conflicts and could have a worse effect on stagflation
vis-a-vis the “strong” models. It is among these that the political business cycle was
more pronounced as a consequence of a more fragmented representation system
(Bordogna and Provasi 1984).

2 Pluralism and Neo-Corporatism

As we have seen above, studies of inflation underlining the influence of the socio-
political context also highlighted differences between advanced countries. In this
sense it can be said that the approach taken by this branch of political economy is
different from that based on an economic theory of politics (public choice theory).
It is also more comparative. This feature was simultaneously enriched during the
seventies by several studies that threw light on one of the aspects also considered
as crucial by the studies of inflation: the system of interest representation.
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2.1 Interest organizations and policy-making

Why was it that in the early seventies levels of inflation and social conflict were
higher in countries like the United States, the United Kingdom and Italy than in
the Scandinavian countries, Austria, and Germany? Around these questions, there
developed a model of comparative political economy which elaborated the con-
cepts of neo-corporatism and concertation in contraposition to those of pluralism and
pressure-group politics. Underlying this literature is the idea that better results in
terms of control of economic and social tensions, namely, of the perverse effects of
the Keynsian welfare state, are associated with a system of interest representation
and political decision-making moving away from pluralism. This was the model
on which sociology and political science had relied extensively in the two post-war
decades to explain the legitimacy and efficiency of democratic political systems in
the West (Almond and Powell 1966).

To evaluate this theoretical change it is useful to distinguish two analytically
interdependent dimensions. The first refers to two features of the representation
system, mainly the degree of concentration (or monopoly of representation) of
organizations of functional interests (especially business or workers” organizations),
and the degree of centralization of representational power. The second dimension
refers to the process of policy-making and considers the relations between interest
organizations and governments in the formulation and implementation of public
policies. The debate on neo-corporatism was originally started by Philippe Schmitter
(1974), who focused on the area of interest organization, while Gerhard Lehmbruch
(1977) drew attention to the process of policy-making. The extensive literature
which ensued examined relations of interdependence between these two aspects,
building theoretical models based on comparative empirical research (Schmitter
and Lehmbruch 1979; Lehmbruch and Schmitter 1982; Berger 1981; Goldthorpe
1984).

The first area — dealing with the organization of interests — shows that a plural-
istic system can feature a large number of small voluntary associations, which
compete between themselves to attract single subjects. They generally express the
representation of specific and sectional interests, for example, those of firms or
workers of a given sector (metal goods, textiles, etc.). Another aspect is that these
types of organizations are also loosely linked, with only a weak capacity to coordi-
nate the interests of a given sector or, even more so, the different sectors. The
power of representation is thus not very centralized and peak organizations (for
example, national confederations of industrial firms or unions) are lacking or are
very weak.

In contrast, neo-corporatist systems feature a small number of large representa-
tive associations which gather those belonging to wide economic sectors and pro-
fessional categories (for example, industry as a whole or agriculture) under their
umbrellas. There is thus a kind of representative monopoly or oligopoly. Member-
ship is formally voluntary but in practice there is no alternative; this is partly be-
cause only a small number of organizations are in competition between themselves
and partly because the monopoly or oligopoly can be reinforced by state recogni-
tion through delegation of public functions to interest organizations (Offe 1981).
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One example of this is in the field of labor policies. In this way an incentive for
potential members to join is created because membership is often the necessary
tool to gain access to various public benefits. Moreover, organizations tend to be
more centralized in this model: several peak organizations have a strong power of
negotiation with other representative and state structures, especially with the cen-
tral government.

As to the second field — that of the relationship between interest groups and
governments in the process of policy-making, there are significant differences be-
tween the two models in this case, too. The pluralist system features a high level of
competition between the interest organizations influencing political parties, dif-
ferent factions within the political parties, members of parliament and state agen-
cies through lobbying (pressure politics), attempting to influence the decisions
that will affect them. In this case the role of parties, political groups, factions and
single politicians is more important. These actors compete in their turn in a more
open “political market” to gain the support of organized interests. Moreover, they
are usually less directly involved in the implementation of policies. In contrast, a
neo-corporatist system of representation is usually based on concertation. In this
case, large encompassing interest organizations — particularly business associations
and unions — interact more closely with the government and other public actors in
the negotiation of economic and social policies, and they are often involved di-
rectly in the implementation stage, especially in the fields of labor policy, training
or social policies.

It is useful here to evaluate the reasons why a system of neo-corporatist system
of representation and a process of policy-making based on concertation can favor
the more effective control of economic and social tensions, and which policies are
more likely to be involved in this kind of process. First of all, on the basis of the
previous discussion we can define neo-corporatism as a model political economy in
which large interest organizations participate together with the state authorities in a process
of concertation of public policies, that is, in deciding and implementing important economic
and social policies. Spreading mainly after the Second World War, apart from the
notable exception of Sweden, where it appeared prior to this, the neo-corporatist
model is defined in this way to distinguish it from old-fashioned corporatism, typi-
cal of authoritarian regimes in power between the wars, and from the experience
of Spain, Portugal, and other Latin-American countries where this kind of regime
persisted after the war.

These authoritarian regimes took medieval guilds (corporations) as their model
to define and redesign a compulsory system of representation imposed by the state.
Representation was therefore an instrument by which to impose choices made by
government authorities. Vice versa, in the case of neo-corporatism, membership
in representative organizations was voluntary and the relationship between these
and the public authorities was one of interdependence rather than of dependence,
even when the state recognized organiza;jtions and delegated public functions to
them. Usually, organization-building came from “below” as the result of the abil-
ity of the leadership to find support in the rank and file, even if this process could
be more or less reinforced by public recognition and support. For these reasons
Schmitter (1974) distinguished between neo-corporatism as “societal corporatism,”
typical of developed countries with a democratic political system, and “state cor-
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Table 8.2 Pluralism and neo-corporatism

Representation system Policy-making process
Level of concentration Level of centralization
Pluralism Low Low Pressure policy
Lobbying
Neo-corporatism High High Concertation

poratism,” used by authoritarian regimes. Lehmbruch (1977) proposed the cat-
egory of “liberal corporatism” for the same reasons.

2.2 The logic of political exchange

Why was the neo-corporatist model more successful in controlling stagflation dur-
ing the seventies (see Fig. 8.1)? From the very start of the debate on neo-corporat-
ism, it has been suggested that its development was tied to the attempt to deal with
the perverse effects of the Keynesian model through income policies and wage
constraints (Lehmbruch 1979). Essentially, this meant controlling the effects of
tull employment, favored by Keynesian policies and high post-war development,
on wage claims and public spending. But, clearly, in order for this to be accepted,
a crucial role had to be played by the workers’ organizations. Why should the
unions participating in neo-corporatist structures accept wage restraints?

Alessandro Pizzorno (1978) tried to answer this question. He introduced the
idea of a “political exchange,” namely, a situation in which “an actor (generally
the government) which has goods to give is ready to trade them in exchange for
social consensus with an actor who can threaten to withdraw that consensus”
(1978, p. 279). In the early seventies the unions had very strong market power;
they could determine disruptive effects on the economic situation through their
claims and through industrial conflict. But under what conditions were they will-
ing to moderate their demands? The offer by governments of a greater amount of
political power in terms of institutional recognition and involvement in social and
economic policies was not enough. Two other conditions were necessary: a high
level of autonomy on the part of the representatives vis-a-vis the represented,
namely, a centralization of the representative power that would enable a modera-
tion in demands to be imposed on their base; and a state of low competition by
rival organizations, which would have exploited the situation to propose them-
selves as alternative representatives to those sectors of the rank and file which
were less willing to accept a strategy of moderation.

As can be seen, the conditions illustrated by Pizzorno are close to the two listed
above: the monopoly of representation and the centralization of negotiating power.
Let us now suppose that such conditions — without which the unions could not
easily accept political exchange — actually exist. What still needs to be clarified is
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Figure 8.1 Economic performance and union strength, 1971-1975
Note: Okun index is based on the sum of the inflation and unemployment rates (percentages).
Source: C. Crouch 1993, p. 257.

what advantages unions would gain from such an exchange. From this point of
view it has to be underlined that the advantages were not only those of greater
power for the representatives, that is, for the leaders of the organizations. Cer-
tainly, institutional recognition, with an eventual delegation of public functions,
reinforced the unions as organizations and contributed to stabilizing or increasing
the power of the executive. However, “the union’s principal benefit is its enhanced
ability to deter market outcomes so that they work to labor’s advantage” (Regini
[1991] 1995, p. 33).

In this sense, workers’ organizations can compensate the moderation of wage
demands on the economic market with benefits linked to public policies. And it
was for this reason that concertation often tended to structure itself around a linked
series of interventions (known as “package deals”); that is to say, it was based on
complex agreements in which wage moderation was compensated by other ben-
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efits in the logic of “neo-corporatist exchange” (Lehmbruch 1979, p. 304). The
public policies that were agreed on mainly concerned the economic and labor
fields, with the support of governments for full employment and the improvement
of working conditions; however, fiscal policy was also often involved, especially
social policy, with the extension of welfare provisions.

In addition, it is also important to note that strong and basically monopolistic
unions tend to “internalize” the costs to the economy and employment of their
short-term claims (Olson 1982). A situation of economic crisis — triggered by high
wage increases — would risk compromising the stability of the union organization,
by endangering the interests of the rank and file through an increase in unem-
ployment. Therefore, in calculating the consequences of their strategy, organiza-
tions of this type tend to avoid wage claims that could have disruptive effects on
the economy. This is not the case with small organizations, as Olson underlines,
when they have strong power in the labor market. These have fewer incentives to
take the overall costs of their action on the economic system into account. Natu-
rally, it should not be forgotten that the unions’ calculations are also influenced by
the identity of the organizations, their histories, and the values that they share
(Lehmbruch 1979). Unions more oriented to the representation of the working
class, and not only of some occupational groups, are more inclined to evaluate the
overall costs of their action and therefore to pursue a solidarist policy which re-
strains the market power of the stronger occupational groups to the advantage of
weaker ones. That is to say, that there will be a stronger push to reducing pay
differentials.

Governments also play an important role in neo-corporatist regulation. When
they find themselves facing the demands made by strong unions, they can try to
integrate the workers’ organizations in the process of policy-making, exchanging
political power for consensus and social peace. However, even in this case, the role
of political culture should not be underestimated. Left-wing governments, formed
by socialist parties, are usually more sensitive to the support of workers and un-
ions. In this case it is more likely that the path of concertation and political benefits
increasing the “social wage” will be attempted, although such a choice might well
be made or continued by center-right governments also. In addition, pro-labor
governments — that is, governments more favorable to workers — usually facilitate
neo-corporatist agreements, since unions are more inclined to trust these govern-
ments when they have to give up their market power on the market in the short
term, in exchange for political benefits that will be delivered later on.

The last question needing to be answered is how the role of employers” associa-
tions works within the neo-corporatist model. For business, participation in political
bargaining is viewed as “second-best choice” (Schmitter and Streeck 1981). Unlike
workers, for whom collective organization is indispensable to increase their bar-
gaining power on the market, employers are in a position of structural advantage,
based on their control over the means of production (Offe and Wiesenthal 1980).
They enjoy greater contractual power, there being no need for the collective organi-
zation of interests either in the labor market — that is, with regard to workers — or in
their relations with the state authorities. The latter must take into account the ef-
fects of their own actions on the willingness of business to invest, since it is on this
factor that production and employment depends in capitalist economies.
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Table 8.3 Strike volume in the post-war period (worker-days lost per 1,000 employees)

Denmark  France Germany Italy  Netherlands Sweden UK USA
1950-54 3.8 501.0 60.9 300.0 18.0 82.6 81.7 572.0
1955-59 122.0 130.0 34.1 303.0 20.8 15.7 190.0 535.3
1960-64  227.0 150.0 18.6 625.0 29.0 4.9 131.0 277.3
1965-69 31.7 127.0 5.5 812.0 5.0 19.7 155.0 487.6
1970-74  360.0 169.0 47.8 1,049.0 47.7 55.8 578.0 533.4
1975-79 69.8 168.0 42.8 860.0 24.8 26.6 465.5 383.2
1980-84 95.3 73.0 471 479.3 17.8 225.0 431.3 185.3
1985-89 2111 34.1 1.7 143.8 8.0 111.2 155.6 78.6
1990-94 32.7 21.2 18.2 94.2 23.8 49.2 36.3 39.2

Source: Bordogna and Provasi 1998, p. 343

This situation can however change when the unions become stronger, by in-
creasing their control over the labor market, and when the growth of state inter-
vention tends to interfere with the functioning of the market through regulative,
fiscal, monetary, and spending policies. When these conditions occur, as happened
after the Second World War, employers were also pushed into reinforcing their
collective organizations to coordinate their action in the face of union claims and
to influence public policies. Especially where the strength of the unions was higher,
business representation also tended to take a centralized form to ease the coordi-
nation of collective bargaining with unions and concertation with the govern-
ment. Sometimes, however, the opposite happened, as in the case of several
Scandinavian countries (Crouch 1993).

In this way employers managed to gain the benefits of both restraining firm-
level claims and controlling industrial conflict. On this latter aspect, the literature
on strikes and industrial conflict (Hibbs 1978; Cella 1979; Korpi and Shalev 1980)
showed how during the 1970s, levels of conflict were lower in the neo-corporatist
countries (see table 8.3). Many workers took part in strikes, but jjthese were usu-
ally short; that is to say, they were more “political,” designed to show the strength
of the labor organizations, rather than to hit firms with long strikes, as happened
in non-corporatist settings, such as in Italy, France, the United States, and Canada.

Union strength and working-class mobilization cannot alone explain the forma-
tion of employers associations with a high monopoly of representation and strong
centralization. Different types of productive structure are obviously important. They
may be more or less fragmented and diversified, influencing the scope for coordi-
nation and collective action. However, the characteristics of the other actors also
influence the process. If there is a strongly centralized union and an intervention-
ist government favorable to political exchange, it is likely that the employers asso-
ciations will be more willing to participate in concertation procedures (Schmitter
and Streeck 1981; Martinelli 1994).

In any case, employers’ associations usually remain less inclusive and central-
ized than their union counterparts (Streeck 1992, chapter 3). This can be explained
with the greater scope that employers have, vis-a-vis workers, to pursue their in-
terest through individual action on the market, as well as with the stronger het-
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erogeneity of business interests: firms can be in competition amongst themselves or
they can operate in sectors with different needs. The greatest weakness of employ-
ers’ organizations vis-a-vis their rank and file pose severe constraints on their action,
preventing them from taking on direct commitments in terms of investments and
employment. This introduces an element of asymmetry into incomes policies — where
unions have to make wage choices that are binding on their base. This asymmetry,
in turn, can lead to destabilizing tensions in neo-corporate political exchange. In
addition, the lower level of autonomy from the rank and file means that business
adhesion to concertation is more unstable and dependent on the conditions of the
labor market. In other words, the temptation to exit is stronger when the constraints
that make business accept concertation as a “second-best choice” lessen.

2.3 Variability of neo-corporatist structures and its causes

The above observations suggest that many factors may influence the different forms
of neo-corporatist regulation of economies. The early literature, and some neo-
Marxist hypotheses on the state, viewed the process as a general transformation of
capitalism to deal with its functional problems. However, the idea that neo-corpo-
ratism should instead be considered as a specific model of institutional regulation
soon gained ground. In other words, it became clear that neo-corporatism did not
develop in all capitalist economies and that where it did, it formed with varying
degrees of intensity and stability, leading to different outcomes. Some studies un-
derlined this variability, proposing different typologies, and focusing mainly on
European countries where the phenomenon was most widespread (Regini 1991;
Crouch 1993).

The first ideal type to be discussed is neo-corporatism with strong workers’ organiza-
tions. This model was widely represented in the Scandinavian countries (Sweden,
Norway, and partly Denmark) and Austria. Here, strong unions with a high level
of monopoly over the representation and centralization of power can be found
together with employers” organizations which are just as strong and centralized,
together with socialist parties that had been in power for many years. It is in this
context that stable concertation took place. The unions restrained industrial con-
flicts and kept wage claims under control. In exchange, they obtained the govern-
ment’s commitment to maintain full employment as well as to deliver political
benefits through the extension of a welfare state of the “institutional-redistributive”
type (cf. section 1.1). In other words, labor was more able to use the neo-corporatist
political exchange to its advantage, although without compromising economic
development. There was a higher level of control over stagflation, even though
with significant differences in the capacity to combine low inflation and unem-
ployment, on the one hand, and the growth of the economy, on the other (Scharpt
1984). Another of the union movement’s objectives was that of a solidaristic wage
policy, to reduce wage differentials between various occupational categories. To
avoid any negative consequences for weaker firms, which were forced to pay high
wages despite their lower productivity, “active labor policies” were created — par-
ticularly in the Swedish case. These were decided and implemented through
concertation and favored the training and mobility of workers towards firms and
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sectors with higher productivity.

A second type of ideal model can be described as neo-corporatism with weaker labor
organizations. Typical examples of these are found in the Netherlands, Belgium,
and Switzerland, while Germany — where the unions are stronger — can be placed
midway between this group and the previous one. More fragmented and weak
unions are usually typical of this model. The monopoly of representation was lower,
particularly in the Netherlands and Belgium where organizations with different
religious and political roots coexisted. However, the unions did develop forms of
coordination between themselves, and showed a high level of centralization, as
did employers’ organizations. Although negotiation had initially been concentrated
at the productive sector level, at the end of the sixties interest organizations began
to participate more actively in concertation over economic policy. However, the
lesser strength of unions meant that centralized political exchange was less favorable
to labor. Perhaps the most visible sign of this was the change in the welfare system,
which began to take the form of a “industrial achievement-performance” model,
featuring closer links between forms of insurance and the occupational status of
the workers (cf. section 1.1). In cases where unions were even weaker, as for
example in Switzerland (Katzenstein 1984), they were co-opted and incorporated
into the process of policy-making for increasing social consensus. In exchange for
institutional recognition, which gave them the kind of influence that they could
not have on the basis of their organizational strength, unions promoted a moder-
ate wage policy. The lower level of industrial conflict — which also occurred in this
second type — reflected a situation of labor weakness.

During the seventies, the need to control industrial conflicts, wage claims and
inflationary trends forced governments to work out agreements with the unions,
particularly where these were stronger. However, these attempts were not always
consolidated and they thus gave rise to what can be called unstable neo-corporatism.
Examples of this are the United Kingdom and Italy (Regini 1983; Crouch 1977,
1993), although Denmark can also be included, when it diverged from the
“Scandinavian model” during the seventies. In terms of union strength, these coun-
tries were close to the first ideal type, but they showed a lower degree of union
centralization (particularly in the British case). Peak organizations were weaker
and in Italy there was also a lower level of monopoly of representation, tied to the
presence of various confederations. Moreover, governments were less pro-labor
oriented, or they were so in a less stable way, as, for example, in the United King-
dom. Under these conditions, the institutional infrastructure that could stabilize
corporatist tendencies was lacking: In the United Kingdom this can be seen in the
attempts to draw up a “social contract” between 1974 and 1979, and in Italy be-
tween 1977 and 1984 (neo-corporatist agreements were more successful during
the nineties, as we shall see below).

These observations show how neo-corporatist tendencies were variable and can
help us to summarize the main causes influencing the spread of this phenomenon.

1 The first factor is constituted by the strength of union organizations. If these are
not strong enough to endanger, with the threat of industrial conflict, the control of
employers on the labor market and firms” organization, neo-corporatist trends will
be hindered. Employers will prefer decentralized individual or collective bargain-
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ing while governments will not be stimulated to intervene because labor relations
do not constitute a threat for either the economy or for social order. It is therefore
necessary to remember that the strength of the unions is a condition which is
necessary but not sufficient since — as we have seen — it can influence neo-corpo-
ratism only to the extent that it combines with other organizational features of the
system of representation and with other aspects linked to the political composition
of governments.

2 As for the organizational aspects, the importance of factors such as the mo-
nopoly of representation and union centralization have already been mentioned. Strong
unions that are unable to coordinate and control the claims of their rank-and-file
members, or to coordinate between themselves when there are several organiza-
tions, do not favor the institutionalization of stable forms of corporatist exchange.
Another point that should not be forgotten is the influence of these factors on
employers’ representation. It is generally true that this last tends to adapt to the
model of united and centralized union confederations, but in several cases a con-
centrated and centralized structure of employers’ associations precedes and in its
turn stimulates similar trends on the part of the unions.

3 Finally, it is clear that political factors linked to the presence of left-wing parties in
governments are important. These latter are usually more willing to offer political
benefits, mainly in the fields of social and labor policies, to facilitate concertation.
In addition, they can also appear more trustworthy to unions, helping them to
accept the exchange between immediate wage moderation vis-a-vis the future po-
litical benetits in terms of welfare provisions. It should not however be forgotten
that parties on the center-right, with a strong Catholic influence, can also be inter-
ested in concertation, particularly where this is already established and would be
costly to break off, as happened, for instance, in Germany. Another important
feature has to do with the efficiency of administrative structures (Schmitter and Streeck
1985; Regini 1991). State structures must be capable of providing services that
guarantee an increase in “social wages” both rapidly and efficiently. The Italian
case is a good example of how inefficient administrative structures can make po-
litical exchange more difficult.

4 The factors outlined above are often the result of long-lasting historical proc-
esses. This element also helps explain differences within non-corporatist models
(Maier 1981; Crouch 1993; Trigilia 1982). Looking back, it can be seen how the
continuity with pre-industrial corporate structures has been particularly impor-
tant (Crouch 1993). What does this continuity depend on? One important vari-
able is the degree of cultural and institutional rooting of liberalism. From a cultural and
institutional point of view, economic liberalism is linked to political liberalism. In
this last case, emphasis is placed on parliamentary representation. In other words,
in the same way that every type of interest organization on the economic market
is viewed with suspicion by economic liberalism, as threatening market ineffi-
ciency, so the same applies in the political field. In this case there is the fear that
that special interests might distort the pursuit of public interest entrusted to parlia-
ment. The stronger and more rooted is the liberal ideology, the greater will be the
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diffidence towards the representation of those particular interests, which grew
with the process of industrialization, in both the higher and the working classes.
This diffidence can be seen in the Anglo-Saxon tradition and in France, particu-
larly following the French Revolution. Vice versa, in Northern Europe, the weak-
ness of liberal elites and the influence of a bureaucratic—centralist tradition have
often been accompanied by the persistence of corporatist traditions of interest rep-
resentation. In Southern Europe instead, weak liberal elites were challenged by
the Catholic Church, which strongly opposed the building of a liberal state and
dominated pre-industrial corporatist structures. Later on, in its attempt to strengthen
control over the political space at the expense of the Church, the state tended to
oppose corporatist traditions and bodies. These would be created “from above” by
authoritarian regimes, as in the case of Italian fascism; but for precisely this reason
they were subsequently delegitimated with the fall of these regimes. This legacy
would hinder the institutionalization of neo-corporatist tendencies in the post-
war period.!

2.4 Recent trends

During the eighties, many scholars of neo-corporatism were convinced that this
was path that the different types of capitalism would follow sooner or later, if they
had any intention of both respecting fundamental rights to interest organization
and meeting the functional imperatives of social peace and expanding accumula-
tion (Schmitter 1989). However, it was in precisely this period that some changes
began to be felt. In the United Kingdom and the United States, on the one hand,
attempts were being made to overcome the economic and social problems of the
seventies — as we shall below — through a neo-liberal experiment of relaunching
the market and cutting public intervention. On the other hand, in even those
countries that traditionally adopted strong or weak forms of neo-corporatism and
concertation, an important change can be perceived. That is to say, a generalized
tendency took place towards a decrease in centralized bargaining. Instead, formal
and informal kinds of concertation occurred, at a more decentralized level, in firms
and sectors and at a local level. To understand this phenomenon it is necessary to
consider two groups of factors. The first involves transformations of the organiza-
tion of production at the micro level. The second has to do with the increasing
public spending burden of welfare provisions.

Regarding the first point, it should be remembered that mass production was
affected by dramatic transformations from the seventies on. This will be dealt with
in greater detail in the next chapter, and for the moment it is sufficient to recall
several of the aspects which have just been mentioned (see section 1.2). First was
the saturation of the mass production markets, and in addition the increasing com-
petition on these same markets from newly industrialized countries with lower
labor costs. In a context in which uncertainty also increased as a result of the
breakdown of fixed exchange rates and of the sudden rise in oil prices, the “Fordist”
system based on vertically integrated firms became subject to strong tensions. A
deep process of reorganization of productive structures started. Firms tried to be-
come more flexible; low value-added and highly labor intensive production were
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moved to developing countries. In more developed economies, service industries
(research, finance, legal services, marketing, and advertising, etc.) increased in-
stead.

The most striking consequence of this process was the rapid decline of the in-
dustrial working class. This social group, which had grown remarkably in the in-
dustrializing countries in the post-war period, was the base on which the strength
of the unions had grown between the end of the sixties and the beginning of the
seventies. Its rapid decline was accompanied by an increase in more highly skilled
workers in industry and business services and an increase in the number of jobs
requiring lower-level skills in traditional and consumer services. This fragmenta-
tion of interests in the world of labor had an important consequence — that of
weakening the unions, with an overall decline in unionization rates. In addition, it
made collective bargaining more complex and difficult (Crouch 1993).

This gave rise to a basic change in one of the crucial conditions underlying
corporatist exchange. Weaker unions, now less able to coordinate bargaining, had
less power to condition choices made by employers and governments (Regini 1991).
As for employers, it has already been pointed out how the acceptance of central-
ized bargaining was in some ways a “second-best choice,” motivated only by the
attempt to restrain conflicts and wage demands at the firm level. These problems
were reduced in the new situation. Employers’ associations were in turn subjected
to increased pressure induced by the need for firms to adapt to different conditions
in the use of the workforce and in payment schemes. In this situation employers’
associations generally supported a decentralization of bargaining.

As for governments, it was not only the weakened threat of union demands and
conflicts that has to be taken into account, but also the increased macro-economic
constraints referred to above. From this point of view, one crucial aspect was con-
stituted by the growing burden of welfare provisions on the public budget. We
have already seen above how the ditferences in forms and levels of commitment
to social policies were significant in the post-war period. However, increased costs
were reported everywhere, linked to three basic and combined factors: the aging
of the population, leading to increased pension costs; higher levels of health ex-
penditures, determined by the progress of medical science and the aging of the
population; finally, the drop in the years of full-time work typical of the Fordist
model which reduced the amount of contributions to finance social provisions.
This last aspect, although generalized, particularly affected the welfare systems of
continental Europe. Here, more than elsewhere, the growth of employment was
discouraged and pressure on the employed to finance the social welfare system
was therefore heavier (Esping-Andersen 1990, 1999).

I will return to this below. For the moment it is important to underline the fact
that for all governments, but especially those that were previously involved in
structures of the corporatist type, it became crucial to limit spending. This was
aggravated by another factor which will be dealt with in detail in the next chapter
—the growing integration of financial markets, which placed limits on governmen-
tal autonomy in the macro-economic field. Governments with high deficits were
forced to raise interest rates to avoid capital flows abroad, and to avoid the risk of
attacks on the stability of the national currency by financial markets. In this situa-
tion governments had fewer political resources to distribute for neo-corporatist
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political exchange;? indeed, they were frequently forced to reduce those which
were previously delivered.

Overall, then, a series of factors threatened centralized political bargaining from
the eighties onwards: the fragmentation of labor interests and the weakening of
unions; the lower vulnerability of both firms and governments with respect to
union demands and industrial conflicts; internal tensions in employers” associa-
tions, which pushed towards the decentralization of bargaining; finally, the macro-
economic constraints placed on government action, which reduced the availability
of political benefits. Other factors can also be considered as both causes and effects
of change, on a more short-term basis. In many countries, including several
Scandinavian ones, the long domination by the left wing was broken, and center-
right political forces gained power. New political parties emerged, in particular
ecological parties and those supporting the activation (or re-activation) of territo-
rial identities. Political parties regained power in the representative system with
respect to the seventies. In other words, the weakening of the complex socioeco-
nomic equilibrium based on Fordism and the Keynesian welfare state led to greater
economic and sociocultural differentiation, and left greater space to more pluralis-
tic forms of representation. In addition, in Europe, the building process of commu-
nity institutions also led to the stimulation of pluralistic forms of representation at
the supranational level (Schmitter and Streeck 1991).

Despite all this, however, corporatist models should not be viewed as having lost
their power. The data collected by Colin Crouch (1993, chapter 7) show that, al-
though weakened at the central level of bargaining, corporatist structures set up
the seventies persisted to a large extent in the following period and influenced
forms of economic regulation in much of Europe. Moreover, the countries in-
volved usually continued to get better macro-economic results in terms of lower
inflation and unemployment control (figure 8.2). In addition, these same coun-
tries — but also others like Italy, in which centralized corporatism had remained
unstable — experimented with forms of micro and meso concertation in the eight-
ies, at the level of sectors, local areas and firms (Regini 1991).

To understand this process, it needs to be remembered that an institutional in-
frastructure favorable to concertation constituted a resource for dealing with the
difficult problems posed by the transformation of Fordism. It allowed a restructur-
ing in the direction of organizational models based on flexibility and quality with
lower costs for all the actors involved. The restructuring processes of firms raised
problems of dismissals, worker mobility, training and re-skilling; but also prob-
lems linked to the creation of new services and infrastructures, that is, to the pro-
duction of collective goods on which firms’ competitiveness was more dependent
under the new economic conditions. It is in this context that the growing impor-
tance of micro and meso forms of concertation should be understood, with coop-
eration between actors moving from the macro-economic level to a micro level,
and from demand management to supply policies. Decentralized agreements did
not always have benign effects. In some cases they could, however, lead to in-
creased spending by public institutions. This was clear in Italy, where redundancy
payments were widely used to support the joint and consensual restructuring of
large firms through micro-concertation (Regini and Sabel 1989).

In any case it should not be forgotten that problems of macro-economic adjust-
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ment are difficult to deal with and require forms of co-ordination with organized
interests, particularly where unions maintain a high profile and an infrastructure
and institutional tradition of a corporatist type persists. As will be seen below, the
same macro-constraints brought about by European monetary union have in many
cases stimulated a revival of macro-concertation in order to deal with problems of
wage moderation, inflation control, unemployment, and the reorganization of the
welfare state (Schmitter and Grote 1997).

3 The Variety of Regulation Systems

So far I have dealt with the neo-corporatist model of economic regulation; I have
discussed its origins, operation and consequences, contrasting it with the pluralis-
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tic model. However, one important aspect emerging from comparative political
economy during the seventies has to do with a third type of regulation, that differs
from both the corporatist and pluralist models: “government by decree.” This model
is less widespread in more advanced countries, but it can be helpful in interpreting
the political economy of France and Japan. This system of regulation was linked to
good economic performances in the seventies and eighties. Its features are similar,
to some extent, to forms of regulation typical of the newly industrialized Asian
countries. As shown in the previous chapter, however, in those contexts the proc-
ess of industrialization was also accompanied by serious restrictions on political
democracy.

3.1 The market, decree, and agreement

Let us consider, first, the essential features of this ideal-typical model, which Michele
Salvati (1982) has called government by decree. These can be described as a situation
characterized by a higher level of government autonomy from the pluralistic pres-
sure of interests. These last are generally weak, and the structure of public institu-
tions does not facilitate their influence on policy-making. The relative institutional
isolation of governments therefore allows a more effective selection of political
demands, limiting their inflationary effect. In addition, the very important role
that an efficient and motivated bureaucracy plays in the political process is such
that the state intervenes in the economy with planning policies through measures
of credit, fiscal, regulation, and export support (Zysman 1983).

In this way the behavior of firms — especially the large ones, the so-called “na-
tional champions” —is oriented towards increasing economic growth. While weak
unions are excluded from policy-making, the relationship developed between the
state and industry is crucial, through the work of organizations like the Planning
Board in France (Hall 1986) and the MITI (the Ministry of Commerce and Indus-
try) in Japan (Zysman 1983; Dore 1987). In terms of performance, the results
feature a relatively low level of inflation and unemployment, and high growth
rates (particularly in the seventies and the early eighties). “Government by de-
cree” can be distinguished from neo-corporatism because state intervention did
not take on the form of extended welfare and high public spending, but concen-
trated on regulatory policies in the economic field, more than on redistributive
policies in the social field. On the other hand, in contrast to the pluralism typical of
the American experience, there was not only more capacity for inflation control
but also for state interventions in the economy, which do not form part of the
institutional tradition of the United States.

Following Salvati’s contribution (1982), it is therefore possible to distinguish
three models of regulation: the corporatist model, called agreement to underline
the role of concertation and joint decision-making in economic and social policies;
the pluralist model, defined as market, to emphasize the importance that the mar-
ket takes on not only in the economic system but also in the political context (the
main empirical reference being the United States). Table 8.4 shows three dimen-
sions that can help to analyze the different ideal types of regulation. The first,
which has already been discussed with regard to neo-corporatism, concerns the
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strength of the working classes in the market arena (unions) and the state (left-
wing parties). In this case, the strength of the working-class movement, which is
usually considerable in neo-corporatist settings, is contrasted to the weakness in
the decree and the market types. As for the political system, one can distinguish
between the neo-corporatist features of the agreement form, the radically pluralist
ones of the market type, and the divided polity typical of the decree model, with
left-wing parties excluded from access to the government (although this situation
changed in France in the eighties).

The ideological dimension also deserves some attention. This concerns the crite-
ria of legitimation for state intervention. In the market model this is related to civil
society, and is linked to the strong influence of liberalism — both economic and
political — found in these settings. Liberal individualism tends to restrain expecta-
tions about state intervention in the economy and society, and is not favorable to
the participation of interest groups, viewed as “special interests,” in the policy-
making process. This cultural legacy is very clear in the British and American cases.
Though it is true that the Keynesian welfare state was also adopted in the United
States, starting with the New Deal and moving into the post-war period, this trend
was limited and there was greater resistance to it than in many European coun-
tries. This was also due to the traditional absence or weakness of unions and par-
ties of a socialist orientation. A large and newly formed country, like the United
States, with high immigration and varied ethnic makeup, has never been fertile
ground for socialist ideas. In Europe, on the other hand, not only was liberalism
frequently very weak but it was often opposed by strong socialist movements. All
this influenced the criteria of state legitimation, favoring more extended expecta-
tions about the responsibility of public institutions in the economic and social fields.
Also, under “government by decree,” citizens expect the state to play a stronger
role and extended interventions in the economic field are seen as legitimate.

A final observation concerns the market model. As we have seen, comparative
political economy strongly emphasized the performances of neo-corporatist regu-
lation in controlling stagflation. Salvati (1982) advised more caution. He not only
drew attention to the success of the “government by decree” model but also in-
sisted on the success chances of the market model, especially in some settings.
Therefore, the recognition of different ways of regulating the economy of more
developed countries questions the tendency inherent to several analyses of infla-
tion and neo-corporatism to see this model as a sort of functional prerequisite that
capitalism should fulfill everywhere in order to reproduce itself.

The more cautious evaluation of the market model leads to a less pessimistic
view of the difficulties of the American economy in the seventies and of its at-
tempt to tackle economic and social tension by means of the neo-liberal experi-
ments, rather than through the European model of neo-corporatism. Some of the
literature on inflation during the seventies saw in the neo-liberal project of aiming
to reduce state intervention and to strengthen the market the danger of a worsen-
ing of the distributive struggle between different social groups with the risk of
further economic decline (Goldthorpe 1983). A more careful evaluation of the
market model and its viability, allows a better understanding of the neo-liberal
response in the Anglo-Saxon countries.

In reality, in countries like the United States, where there are institutional and
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Table 8.4 Market, decree, and agreement

Market Decree Agreement
Working-class organization weak weak strong
Political institutions pluralistic divided organized

polity polity polity
Ideological hegemony civil society state welfare state

Source: Salvati 1982, p.26.

cultural peculiarities of the kind mentioned above, social acceptance of the market
is certainly higher than in European countries. This means that attempts to deal
with the difficulties of the seventies went in two directions. On the one hand, the
scope for market regulation, especially in labor relations, was enlarged. On the
other, an attempt was made to reduce state intervention and to thus lessen the
pressure of organized interests on public spending. As a result, this path contrasted
concertation, for which some basic conditions were lacking (Salisbury 1979; Wilson
1982). It comes as no surprise that an analogous attempt was also carried out in
the United Kingdom, the only European country to resemble the United States in
the persistent influence of liberalism in relations between market and state. How-
ever, the strength of union organizations and the Labour Party tradition made this
difficult and complicated to carry out (Crouch 1993). At all events, recent devel-
opments have confirmed that a readjustment based on market regulation can lead
to significant in terms of economic dynamism and the creation of employment.

These more recent experiences (see chapter 10) contributed to mitigate a fairly
unilateral trend in the literature about inflation and neo-corporatism in the seven-
ties. Economic sociology has attempted, in its most recent developments, to take
the variety of regulation models more seriously and to analyze the different proc-
esses of social construction of the market. In conclusion, it may be useful to deal
with another important feature of the political economy of the seventies: certain
methodological consequences of this literature for a clarification of the concept of
regulation and of its variability.

3.2 Principles and systems of regulation

The “discovery” of neo-corporatism in the seventies led to an attempt to rethink
and integrate the traditional forms or principles of regulation of the economy used
in economic sociology (see section 1, chapter 6). We know that it is possible to
distinguish three forms of regulation: market exchange on the basis of prices with
self-regulating market institutions; solidarity on the basis of shared obligations
(Polanyi’s reciprocity) sustained by a wide range of institutions (family, kin, local
community, and in modern society also social movements); authority, which is
based on coercion, and backed by state institutions (Polanyi’s redistribution), or by
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Table 8.5 Principles and systems of requlations

Market Decree Agreement
Market Exchange ++ + +
Solidarity + +
Authority + ++ +
Concertation - - ++

hierarchical organization at the firm level. To this consolidated typology Schmitter
and Streeck (1985), reflecting on the experience of neo-corporatism, proposed
adding concertation as a form of regulation, and corporatist association as institutions
supporting it.

In fact, neo-corporatist concertation is close to Polanyi’s category of redistribu-
tion, precisely because of the important role that political decisions have in the
production of goods and distribution of incomes. It comes as no surprise that this
process has also been defined in terms of “political exchange” (Pizzorno 1978).
However, it is also true that in neo-corporatist regulation the allocation of re-
sources and relations between actors (in particular, workers and firms) does not
take place only by means of state commands, but also involves interest organiza-
tions as “private governments” to which important public functions are delegated
in the decision making of economic and social policies. The “pacts” involving in-
terest organizations and public institutions are thus more important than state
commands, typical of traditional forms of redistribution. In this sense Schmitter
and Streeck’s suggestion can be followed, taking neo-corporatist concertation as a
modern variant of redistribution. This helps to clarify some of the regulatory fea-
tures of advanced capitalist economies (Cella 1997).

There is, however, another important distinction to take into account. Concrete
economies will never base themselves on a single form of regulation, as has al-
ready been pointed out by Polanyi and other classics of economic sociology. It is
therefore useful to distinguish between principles or forms of requlation and systems of
regulation.

Principles or forms of regulation concern rules according to which different resources
are combined in the productive process, the income produced is distributed, and potential
conflicts between the actors involved in the economic process are controlled (Lange and Regini
1989). The importance of a certain form of regulation in a concrete economy can
thus be tested according to the role exercised by the institutions that support it.
Therefore, in primitive economies, the role of the family goes hand in hand with
that of reciprocity. In the economies of nineteenth-century developed countries, it
is usually the institutions of self-regulating markets that are important. In the post-
war period, the diffusion of the Keynesian welfare state signals the role of regula-
tory forms based on redistribution.

A system of regulation can be defined as a specific combination and integration be-
tween different forms of regulation characterizing a particular economy. This concept is
thus equivalent to that of an economic system, understood as an overall modality of
the institutional regulation of a particular economy. It favors the development of
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comparisons in time and space. The classics of economic sociology have generally
privileged comparisons over time at a high level of generalization, as in the cases of
liberal capitalism and organized capitalism. Comparative political economy, which
developed at the beginning of the seventies, has worked at a lower level of abstrac-
tion, as in the comparison of national reactions to the crisis of Keynesian institu-
tions.

Salvati’s classification (1982) can thus be developed to show that each of the
three types or regulatory systems is characterized not only by a main form or
principle, but also by a specific combination and integration of the others. Thus, to
take some of the examples shown in table 8.5, the minor role of solidarity in the
“agreement” model underlines how an extended welfare state tends to reduce the
role of institutions such as the family, kin, and voluntary associations, which helped
to deal with social risks in traditional societies. Elsewhere, this task is instead left to
civil society. The importance attributed to public commands in the “government
by decree” model underlines the more important role that economic planning
plays in this ideal type vis-a-vis the neo-corporatism of the “agreement” type, and
the traditional pluralism typical of the “market” model.

A final observation concerns the use of the concept of regulation system at the
micro level, to study the specific organization of particular sectors of firms or re-
gional economies. In the area of comparative political economy we can find exam-
ples of both. One significant contribution from the sectoral perspective is that of
Hollingsworth and Lindberg (1985). These scholars tried to evaluate the different
systems of regulation characterizing sectors of the American economy: from the
small traditional firms to the large technologically advanced companies. In each of
the sectors studied, different and combined forms of regulation have been identi-
fied. Thus, together with the market, other principles have also been taken into
consideration: hierarchies, that is, commands emanating from the state or large
firms (corporations); the clan, which is based on shared expectations and trust (Ouchi
1980), and is important for regulating relations between actors in areas in which
complete contracts are difficult to define; associations refer mainly to the tendency
to form economic associations, for instance, in the case of business organizations
in a given industrial sector. A strong variability of regulatory systems is shown by
this study of American economy, underlining the usefulness of institutional analysis
to interpret the origins, developments, and problems of various sectors.

One example of the use of the regulatory system at the territorial level can be
found in Italian research on the development of the small firm in the central and
north-eastern regions (Third Italy). I shall return to this topic in the next chapter.
Suffice it to note that the regulatory system of Third Italy, in the crucial stage of its
development in the seventies and at the beginning of the eighties, was built through
a particular combination of market, reciprocity, and neo-localist political exchange
involving associations and local government (Bagnasco 1988; Trigilia 1986; 1990).
The growth of small firms and industrial districts has been supported by wide-
spread forms of reciprocity supported by families and local communities, which
have lowered the costs of labor reproduction and encouraged the supply of flex-
ible labor. In addition, a dense associative network has led to a political exchange
in which the unions have moderated their wage demands and favored labor flex-
ibility, in exchange for a local “social wage” and full employment.
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To sum up, since the seventies comparative political economy has taken up and
adapted the tradition of economic sociology. It originally developed this perspec-
tive at the macro level, in studies of inflation and adjustments to the crisis of the
Keynesian welfare state. Over time this approach has tended, however, to extend
to micro-economic problems (studies on sectors and on local and regional devel-
opments). In this way comparative political economy tended to combine with a
new economic sociology, which analyzed the crisis of Fordism, industrial restruc-
turing and new flexible models of production. It is from these attempts to better
integrate macro and micro aspects that the more recent models of comparative
political economy have taken their shape. This will become clear in the discussion
of the variety of capitalisms on which the final chapter will focus.



Chapter 9

The Crisis of Fordism and New
Economic Sociology

As comparative political economy emerged, economic sociologists once again be-
gan to take a serious interest in the macro-level issues raised by the new tensions
and transformations of the Keynesian welfare state. At the same time, however, a
theoretical and research problem also emerged, traceable to the micro level, and
concerning the important changes that the organization of firms and production
processes were undergoing. In other words, during the seventies not only were
the relations that had been introduced in the post-war boom period between the
state and the economy undermined, but new tensions also affected the production
model based on large and mass production firms. And, in this case too, the attempt
to understand these problems and changes drew attention to institutional factors.

While macro studies focused on the system of interest representation, the com-
position of governments, and the structure and efficiency of the state, the micro-
oriented studies analyzed the institutional factors influencing processes of
innovation and adaptation to more uncertain and unstable market conditions. In
other words, attention shifted from the regulation of demand to the question of
how institutions influence supply — including the innovation of product and pro-
ductive processes, the growth of entrepreneurship, the professional training of
workers, labor relations at the firm and local levels, the availability of services and
infrastructure for firms.

A new economic sociology thus began to emerge at the micro level, focusing on
these topics. It centered on the origins and developments of a productive organiza-
tion based on flexibility, i.e. on the rapid readjustment of productive factors to
exploit the opportunities offered by technological innovation, and increasingly
segmented and unstable markets. However, together with these research-driven
studies, another more theory-driven approach should be mentioned. This involved
the attempt on the part of both economists and sociologists to provide new con-
ceptual tools to analyze the increasing variety of productive organization. Besides
market and hierarchy (i.e., the firm functioning as the bureaucratic organization),
an increasing number of hybrid forms were developing, based on a more or less
formalized collaboration between firms (joint ventures, alliances, cooperation agree-
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ments, controlling relations, etc.). Therefore, the debate revolved around ques-
tions concerning the emergence and use of hierarchy, market relations, and other
more varied forms of cooperation in economic processes. On the economic side,
there were attempts to deal with these questions by developing a type of neo-
institutionalism that redefined the theory of action traditionally used by econo-
mists, explaining the choice of different institutions in terms of a rational search
for efficiency. Meanwhile, a new form of economic sociology began to emerge at
the micro level, which linked the emergence and operation of different economic
institutions to cultural factors, networks of social relations, and trust.

The last issue to be discussed in this chapter concerns consumer behavior. Given
the growing differentiation of consumption, the aim of these studies was to go
beyond both the traditional atomistic and utilitarian theories developed by econo-
mists, and those focusing on the critique of “consumer society,” more frequently
developed by sociologists. While the latter underlined the dependence of consum-
ers’ choices on pressures exercised by advertising and mass media, new studies
analyzed the choices of goods as an active process of identity construction involv-
ing lifestyles and different types of consumption, and not only as an expression of
the search for status a /a Veblen.

1 The Crisis and Transformation of the Fordist Model

As already mentioned, it was during the last century that the model of economic
organization usually referred to as “Fordist” or “Fordist-Taylorist”! spread out all
over the world, particularly in the twenty years following the Second World War.
It was based on large firms whose principal characteristics can be summarized as
follows:

1 Firms were vertically integrated, that is, they included different productive stages
which were previously carried out by different firms. This could also extend to
forward integration of distribution, for reasons tied to maintenance requirements
and customer assistance, which influenced control over the market. However, in-
tegration could also extend backwards, to the control of the raw materials and
basic components that were necessary to guarantee the stable supply of the inputs
necessary for production. In many cases backward integration also included re-
search and development services. The complexity of the productive units and the
risks which came about, the problems of organizational coordination, and the high
needs of financing led to an overall growth in the size of firms;

2 Firms were committed to mass production, that is, the production of standard-
ized goods through special-purpose machines; this allowed them to lower their
costs, exploiting the new technologies for enhancing economies of scale. High lev-
els of production allowed unit costs to decrease;

3 Production was carried out by a relatively semi-skilled labor, which was organ-
ized along the lines of the “Taylorist” model, that is, it was highly fragmented. The
work itself was sub-divided into simple and repetitive tasks, limiting workers” au-
tonomy. The division between conception and execution was clear-cut and rigid,
and the firm functioned like a large bureaucratic organization, based on hierarchi-
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cal control. Management played a central role, coordinating, integrating and con-
trolling overall productive activity. There was thus a separation between the own-
ership of the firm, which could remain within a family or be distributed among
various shareholders, and the management, which was entrusted to professional
managers.

The use of this new model of productive organization had already been noted in
the first studies of economic sociology (in the work of Sombart and Weber, for
example). Over the last century, however, it became much more widespread. This
can be explained by several factors. First of all, there was the spread of electricity
as a source of low-cost, easily distributable energy; together with this, there was a
widespread improvement in transport and communication. The former enabled a
mass market to be established and supplied, while the revolution in the instru-
ments of communication was essential to coordinate the flux of traded goods (Chan-
dler 1977). However, this does not mean that the model was adopted uniformly in
all productive sectors, or that it spread with the same intensity and pace in all
industrialized countries.

Concerning the first point, several technological factors, together with the ex-
tension and stability of the market, prevented this model from being introduced
into all productive sectors. The new technologies were extremely expensive and
investment in dedicated machines, that is, tied to the production of specific prod-
ucts, was necessary. Only where there was a stable and wide market could econo-
mies of scale be adequately exploited, allowing high returns to finance the
substantial investments required. However, for several types of production this
was not possible. For example, there was still a substantial demand for non-stand-
ardized goods, and, it should be added, even mass production required specialized
(non-standard) machines. This kind of demand was thus both limited and non-
standardized, and it allowed small to medium-sized firms to cater to the need for
machine tools and special machinery. In addition, the demand for high quality
consumer goods — which was obviously lower on account of the costs involved —
could not be satisfied by the Fordist model. Other kinds of goods, not all of a high
quality, fueled a variable demand as a result of varying tastes and fashions. Thus,
for example, in textiles, the fashion industry, furniture and other sectors where
the market was fragmented and variable, smaller firms, run according to more
traditional models, maintained their importance.

A final variant was linked to the presence of smaller firms, which were used by
larger ones to cover cyclical variations in demand. A form of decentralization of
productive capacity was created through subcontracting relations, the goods pro-
duced being marketed by large firms. In other cases, cash savings on labor costs in
the productive stages that were simpler and labor-intensive fed the process of de-
centralization. For all these reasons, Fordism has to be considered as an ideal type
that in real economies shared the market with other differently organized sectors
— or parts of the same sector — and with a large number of small and medium-sized
enterprises (SMEs) run on a traditional basis (personal entrepreneurship, machines
used for multiple products, non-Taylorist organization of labor, or more skilled
labor) (Berger and Piore 1980; Bagnasco 1988).

Another point also needs to be considered. The rapidity with which the Fordist
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model spread varied considerably across different countries. These differences were
the result of different institutional factors. The size of the market for mass-pro-
duced goods was clearly influenced by the size of the state and the level of protec-
tion of the national economy, and this was in turn dependent on policy choices. In
addition, the same national market could be more or less favorable to mass pro-
duction, as a result of the differentiation of tastes and lifestyles, and thus of social
stratification and national cultures. These features emerged clearly when Ameri-
can, European and also Japanese experiences were compared (Piore and Sabel
1984; Rosenberg 1976).

It is no accident that Fordism first emerged in America and that it took root very
quickly in this particular context. In the first place, there was already at the begin-
ning of the century a large national market, unified by early communication infra-
structures, in particular railways. Second, the United States was a country of
immigrants, so it was not characterized by the social differentiations typical of
Europe, and it had a growing population that was much more open to consuming
standardized goods. Moreover, unlike the European context, its striking economic
development was determined by a strong lack of skilled labor. This meant that
firms were particularly favorable to introducing production methods like the
Taylorist ones, since these allowed for the rapid use of low-skilled immigrant labor,
leading to high savings in costs. Given the absence or lack of these factors Fordism
arrived in Europe later and in more limited forms. Here, small firms remained
more widespread and they were often integrated at the local level into what Alfred
Marshall called “industrial districts” (Marshall 1890, 1919; Becattini 1987, 1990).
Organizational forms of this type existed for many years and resisted changes of
any sort in many European countries (Sabel and Zeitlin 1985). Another point is
that not only did Fordism spread at a pace and to a different extent outside the
United States, but its characteristics were affected by different national experi-
ences. Economic historians have studied these differences, showing the influence
of several factors such as the ownership and management of firms (corporate gov-
ernance), the financial institutions (the role of stock exchanges vis-a-vis banks),
the internal organization of firms and labor, and also factors that have been dealt
with in the previous chapter, such as industrial relations, and relations with the
state.

Despite these differences, Fordism took on a similar form over different coun-
tries, these similarities being reflected not only in the organization of productive
processes, following the patterns outlined above, but also in industrial relations
and the role played by the state. Particularly after the thirties, the need for eco-
nomic stabilization led to the extension of collective bargaining and the institu-
tionalization of industrial relations in order to reduce conflict and guarantee the
collaboration of a large and homogeneous working class in the factories. In addi-
tion, precisely to reduce the gap between production and consumption, various
forms of demand management were undertaken by states. In this way, industrial
relations and public intervention managed to stabilize the market, creating the
tavorable conditions for the full development of mass production that character-
ized the post-war period.

There are therefore very close links between Fordism at the micro level and the
Keynesian welfare state at the macro level. It is precisely by taking account of this
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integration that the tensions and transformations of the Fordist model at the be-
ginning of the seventies can be understood. For the first point, suffice it to recall
here the crisis factors already discussed in the previous chapter (section 1.2, chap-
ter 8). The saturation of the mass-production market restrained the growth of
Fordism. In addition, stronger competition from newly industrialized countries,
with their lower labor costs for lower quality productions, worsened the situation.
The increase in oil and raw materials prices determined, in turn, a rapid change in
those conditions of low input costs that had also favored the Golden Age of high
growth. Moreover, the breakdown of fixed exchange rates and the greater insta-
bility that came about on the international markets did not help the old produc-
tion model. Finally, the explosion of industrial conflict in the early seventies also
reflected, as mentioned above, a situation of full employment, which strength-
ened the working classes’ claims. In addition, it produced a reaction against inten-
sification of Taylorist work organization, which had been attempted in the late
sixties to deal with the growing competition between firms.

All these factors — some of which were structural, others conjunctural — under-
mined the Fordist model in industrialized countries by weakening the stability in
labor and product markets that was necessary for its high level of specialized in-
vestments. However, as we have seen, these crisis factors acted more or less strongly
depending on the capacity of the institutional setting to reduce industrial conflict
and to sustain demand. In other words, where there was a more highly structured
representation system of the neo-corporatist type, together with concertation prac-
tices, the crisis of Fordist firms was less marked. This was certainly the case in some
European countries such as the Scandinavian ones or Germany. Where neo-
corporatist trends were weaker or absent, such as in the United States, the United
Kingdom and Italy, the shock was stronger and the social costs higher.

However, even in neo-corporatist settings, the decline of Fordism could not be
avoided. The whole process was linked to several structural changes that condi-
tioned the strategies of firms at the micro level. In other words, the saturation of
mass goods markets in richer countries was a serious and long-lasting constraint.
An increasingly diversified demand for higher-quality goods emerged in these coun-
tries. It was promoted by income growth, but above all by the formation of new
and better-educated social groups developing new lifestyles and consumption pat-
terns. This phenomenon, therefore, cannot be simply related to higher incomes
and to a sort of fixed hierarchy of inferior and superior needs, but involves social
and cultural changes. This point will be discussed in greater detail below; suffice it
here to underline the consequences for mass markets. The demand for mass-
produced goods shrank further and became more substitutive than additional. How-
ever, new possibilities opened up for firms in the area of diversified and custom-
ized goods of a higher quality. Often it was these same firms which oriented
consumers towards these goods, as a strategy for dealing with the difficulties of
more traditional production (Piore and Sabel 1984).

A second factor favored and promoted the attempt to move towards a more
diversified and better-quality production. This involved the introduction of new
electronic technologies. The possibility of using computers in the productive proc-
ess had several far-reaching consequences. It was now possible to program ma-
chines so as to use them for different tasks and products. In other words, the new
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technologies could be reprogrammed through changes in their software. This meant
that flexible production costs could be lowered significantly: it was possible to pro-
duce non-standard goods of high quality in small series and at a lower cost. Both
large mass-producing firms that moved upmarket by increasing quality and smaller
artisan firms that extended their quality production were able to take advantage of
these new techniques.

These changes in the market and technology allowed firms to react in terms of
tlexibility, diversification of models, and quality. That is to say, it became more
feasible to meet the highly variable demand for high-quality goods produced in
small batches, and for which consumers were willing to pay higher prices. In this
way, firms could avoid competition with countries with lower labor costs in mass
production. Naturally, this did not mean that mass production and the Fordist
model were completely abandoned by firms in the more developed countries. To-
gether with the strategies aiming at flexible and quality productions, there were
others which tried to reorganize the Fordist model and to occupy the market left to
mass production in both developed and undeveloped countries, though this oc-
curred more in the latter. From this point of view, two different trends need to be
taken into account: the use of new technologies to reorganize the Fordist model
and the push towards the growth of multinational companies.

Concerning the first strategy, a “neo-Fordist” model of adaptation can be de-
tected (Sabel 1988), also defined as “flexible mass production” (Boyer 1988). In
this case the objective was to increase the variety of products without abandoning
the basic production model, thus maintaining the separation between the concep-
tion and execution as well as the rigid organization of work. The development of
new products remained centralized, although attempts were made to save time
through new technologies. Subcontractors continued to be highly dependent, and
the operative units less autonomous from the headquarters. The most important
innovation took the form of “programmable automation,” with the widespread
use of automatic machines like robots in production. This led to a saving in the use
of labor, but also to more limited retraining opportunities and lower levels of in-
volvement of the workforce, and therefore was also described as “computerized
neo-Taylorism” (Bonazzi 1993). Moreover, in other cases large mass-production
firms invested directly abroad, and especially in developing countries, through
multinationalization strategies. In this way they attempted to recreate the advan-
tageous conditions which were previously available in the highly developed coun-
tries: a growing market with lower labor costs.

In conclusion, we can thus say that, particularly from the seventies on, a clear
diversification and pluralization of productive models occurred. The institutional
context played a crucial role in filtering the various strategies. To understand these
processes, however, it was no longer sufficient to examine the macro-economic
level and the role played by the state to see why some countries and regions adapted
more rapidly and effectively to the new situation. What was also needed was an
analytical perspective on the interaction between firms and the social context in
which they are inserted. It was at precisely this micro level that economic sociol-
ogy began to investigate. In particular, its focus moved to the relations between
the institutional context and the new flexible production models.
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2 Flexible Production Models and the Institutional Context

It was small firms that initially aroused the most interest. The dynamism of several
regions dominated by many SMEs contrasted strikingly with the vision that had
consolidated over the preceding years and which viewed large productive struc-
tures as being the most vital and innovative component of the economic system.
Soon, however, it became clear that new experiments and organizational changes
were also beginning to affect larger firms. In both cases, the attempt to understand
the most successful processes of adaptation led to the highlighting of institutional
factors and their influence on flexible production models.

In their book The Second Industrial Divide, published in 1984, Michael Piore and
Charles Sabel made a particularly important contribution to this perspective. They
outlined the model of flexible specialization and contrasted it with the Fordist model
of mass production. While in the latter, as we have seen, the production of stand-
ardized goods made through specialized machines and semi-skilled labor prevails,
the flexible specialization model features the production of non-standardized goods
through universal machines that can be used for different models and more skilled
labor. The emphasis was specifically placed on the new electronic technology that
reduced, as pointed out above, the cost of flexible and diversified production. As a
result, a neo-artisanal model could emerge, differing from its traditional predeces-
sors because of its technological dynamism and the wider scope for innovation.
Piore and Sabel noted that flexible specialization transformed large firms, espe-
cially in countries such as Germany and Japan. They mainly focused, however, on
the new possibilities that opened up for small firms.

The ensuing studies, including contributions by Sabel himself (1988), developed
three main features. The first was the persistence of mass production through the
“neo-Fordist” reorganization mentioned above. The second referred to the exten-
sion of flexible specialization to large firms, with their internal transformation and
the growth of cooperative relations with sub-contracting firms. The third involved
the analysis of institutional factors allowing forms of cooperation to be established
between management and workers and those between firms. This cooperation
appeared to be necessary for the emergence and functioning of flexible models
with a high level of innovative capacity, good labor conditions, and high wages.

In discussing these developments, I shall first concentrate on the phenomenon of
small firms and industrial districts, and later on the transformation of large firms.
Finally, I will discuss what might be called the other side of flexibility. In other
words, I will examine forms of productive organization mainly based on low wages
and unfavorable conditions for labor, in the so-called “informal economy.” The
boundaries between “high” and “low” paths of flexibility are not always easy to
trace and the differences between them, as well as the links, require careful analysis.

2.1 Small firms and industrial districts

In several countries, the phenomenon of industrial districts formed of SMEs and
concentrated in particular regions, can be seen very clearly. In some cases, these
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areas were already characterized by productive structures of this type, which, es-
pecially during the seventies, began to be characterized by a strong dynamism. In
others, concentrations of new firms and productive specializations emerged for
the first time. The sectors involved include both “traditional” (textiles, clothing,
footwear, furniture, ceramics, etc.) and “modern” products (mechanical engineer-
ing, machine tools, electronics and computer industry, etc.). Two combined
factors are crucial for the emergence of industrial districts — first, the production
process must be divisible into different and technically separable stages, to enable
firms to specialize in a certain stage or in the production of a particular part; sec-
ond, the types of products involved are usually subject to a large quantitative and
qualitative variability of demand, requiring flexible forms of organization.

Different examples of districts of small firms have been found by research car-
ried out in different countries over the years (Sabel 1988). Particular attention has
been devoted to the Italian situation, given the diffusion of these local productive
systems in this country, giving rise to the concept of the industrial district. Local
systems of SMEs — although not necessarily industrial districts — have also been
signaled in several German regions, in particular in Baden-Wiirttemberg, in Jut-
land in Denmark, in Sméland in Sweden, in several areas in Japan, France, Spain,
and also in some regions of the United States, like Silicon Valley in California, Los
Angeles, and Boston. Given the importance of the Italian case and the develop-
ment of the literature on this area, it may be useful to focus on some particular
features of this experience.

Industrial districts in Italy

During the seventies, the number of small firms increased sharply overall, although
this occurred particularly in the northeast and the center. Indeed, this area came
to be known as the Third Italy, to distinguish it from the northwest — the first
industrialized area in Italy — and the south — where the process of industrialization
was very limited (Bagnasco 1977). Small firms usually show a peculiar feature:
they are concentrated in local systems, that is, in small urban areas (usually with
no more than 100,000 inhabitants), constituted by one or more neighboring mu-
nicipalities. These local systems may be identified through integrated labor mar-
kets (i.e. in terms of travel-to-work areas) and show a certain level of sectoral
specialization in “traditional” but sometimes “modern” products (especially me-
chanical engineering and machine tools). When sectoral specialization and inte-
gration between small firms are high, one can speak of real “industrial districts.”
This concept was first used by Alfred Marshall (1880, 1919) and subsequently re-
elaborated to analyze Italian economic development in recent decades (Becattini
1987, 1990; Brusco 1989; Pyke, Becattini, Sengenberger 1990).

A district is formed, then, by many SMEs, each specializing in a particular stage
or in the production of a particular component of the productive process. Only a
small group of these firms has any direct relation with the final market, however.
Their task is to deal with orders, to decide on the quantity and quality of the goods
to produce, and to entrust actual production to the “stage firms” (i.e. subcontrac-
tors). They act as coordinators of the overall process. In other words, production
takes the form of a decentralized process and presupposes a high level of collabo-
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ration between specialized subsuppliers and parent firms. In some cases, the par-
ent firms are large and not only coordinate but also carry out some of the stages
internally. Sometimes the kinds of collaborative relations they have with their
subcontractors are formalized, including agreements or forms of ownership con-
trol. This has increased over time to deal with problems of innovation and the
improvement of quality.

Two features in particular have emerged from investigation of Italian districts.
First, it has been noted that the capacity of individual firms to respond in a flexible
way to market changes is based not only on their use of new technologies, but
above all on cooperative relations between them. Second, their capacity to inno-
vate and improve the quality of the goods is made possible by the existence of
economies that are external to the individual firms but internal to the area in
which they are localized. This involves the existence of specialized collaborators,
of a labor force that is also specialized and skilled, and of collective services and
infrastructure. But it also depends on intangible factors that influence productiv-
ity. Marshall was referring to these factors when he spoke of an “industrial atmos-
phere,” characterized by the circulation and rapid diffusion of knowledge and
information and by the development of continual incremental innovations.

One important aspect of this phenomenon is the availability of cognitive re-
sources that form over time, leading to “tacit knowledge” or “contextual knowl-
edge” (Becattini and Rullani 1993). In other words, they lead to a widespread
know-how and to a shared language that allows “codified knowledge” based on
scientific and technical development to be adapted to specific production prob-
lems. However, together with the influence of these cognitive components on pro-
ductivity, there are also others of a normative type that are no less important. In
fact, the flexible specialization model requires cooperation within and between
firms to be supported by factors of a cultural and institutional nature. Indeed,
research has highlighted the role of such factors, in both the origins of districts and
their subsequent functioning.

Three factors appear crucial for the development of the small-firm economy and
the districts, mainly in the so-called Third Italy (Bagnasco 1988; Trigilia 1986; 1990).
First, there was a network of small and medium-sized towns in which widespread
traditions of artisan and commercial practices already existed, and which had not
been eroded by the first wave of industrialization, mass-production, urbanization,
and immigration. It was largely from these traditions — formed over the course of
history — that the entrepreneurial resources for small firms derived. In many cases
the role played by good local technical schools was also important. A second im-
portant institutional factor was the state of agriculture before industrialization,
particularly where these were self-employment and large families (share croppers
and small peasants). These rural groups supported the initial formation of a flex-
ible and cheap labor force, with the basic skills and motivations adequate for the
development of a small firm. A third important factor was the strong rooting of
traditions and local political institutions linked to the Catholic, Socialist, and Com-
munist movements. These areas were therefore characterized by political territo-
rial subcultures which strengthened the trust relations that were so important for
the development of the small-firm districts; they also influenced industrial rela-
tions and the role of local governments. Industrial relations developed on a coop-
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erative and localist model. Local governments in turn provided — directly and indi-
rectly — social services favoring labor flexibility, and often provided services and
infrastructure that were crucial for economic development (well-equipped indus-
trial areas, support for professional training and other services for firms).

This cultural and institutional picture is important not only to explain the ori-
gins and territorial concentration of the districts and small-firm areas, but also to
understand how they operate. First, it is evident that production requires a high
level of cooperation between firms, and between entrepreneurs and workers in
the productive units. Subcontractors experience a high level of competition within
the productive stages in which they are specialized, but this is mitigated by coop-
erative mechanisms, so that the subcontractor or the parent firm do not try to
maximize their short-term utility when they enjoy a more favorable market posi-
tion. This allows reciprocal advantages in the medium and long term, for example,
in terms of delivery dates or in innovation processes that imply risks for both sides.
These forms of cooperation, which integrate competitive mechanisms, are based
on trust relations supported by the cultural and institutional factors described above.

However, cooperation between firms is often more formal and organized. The
small size of firms means that it is difficult to develop internally the services neces-
sary for innovation and growth of productivity. These include professional train-
ing, the spread of information on markets and technologies, the promotion of
exports and the problem of waste disposal. The success of the districts is thus de-
pendent on their capacity to produce collective goods that individual productive
units are unable to do or have no interest in doing on their own, but on which
their performance depends. The ability to produce collective goods becomes an
important instrument to strengthen the external services crucial for the district.
This problem is frequently handled by service centers that are created and man-
aged by local business organizations. In some cases, unions also participate, par-
ticularly in the area of professional training. Usually, these initiatives are also
supported by local and regional governments.

Finally, additional forms of cooperation have also been set up with regard to the
labor market. Production in the districts requires a high level of flexibility in terms
of schedules and overtime, as well as the willingness to carry out different tasks
and to contribute to the quality of production. Flexible production also leads to a
high level of labor mobility between firms in the district because of the high turno-
ver affecting small firms. Acceptance of this type of labor relations is certainly
favored by the particular cultural and community framework that was outlined
above; over time, however, another specific form of political regulation has also
developed, tied to cooperative industrial relations. In other words, both the indus-
trial relations and the actions of the local governments have encouraged the social
acceptance of this model of development through forms of redistribution devices
of the produced income. Therefore, the role of political redistribution should not
be overlooked vis-a-vis the mechanisms of reciprocity, linked to family and kin ties.
In this sense the social construction of the market is a crucial aspect of the success
of districts in flexible specialization.
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Districts and institutions

The Italian case is particularly important in the literature on small firms and dis-
tricts. However, during the seventies, and in the following decade, similar phe-
nomena were also signaled and described in different contexts: in several European
countries, the United States, and Japan. A truly systematic comparative study of
these cases has never been carried out, probably because of their variety. All the
same, several contributions have attempted to highlight some patterns resulting
from the studies on various countries (cf. in particular, Sabel 1988; Pyke and
Sengenberger 1992; Bagnasco and Sabel 1994; Storper 1997; Cooke and Morgan
1998). Industrial districts oriented towards flexible production are tied to specific
cognitive and normative resources. The following features can be underlined in
particular:

1 With regard to the cognitive features, two orders of factors influence know-
how and entrepreneurship. In many cases, including the Italian one, there were
substantial artisan traditions, supported by good technical schools and other train-
ing institutions. In others, the cognitive resources mainly derived from the prox-
imity of public and private research institutions (also linked to large firms), and in
particular from the presence of important universities developing close exchanges
with firms. This factor has been crucial in some of the better known American
experiments, as shown by the cases of Silicon Valley, near San Francisco, special-
izing in the production of semi-conductors, and the area of “route 128” near Bos-
ton, specializing in mini-computers (Saxenian 1994). Several other cases, for
example, that of Baden-Wurttemberg in Germany, illustrate features typical of
both patterns.

2 The variability among these experiences is wider in relation to the normative
dimension. However, the capacity for cooperation and the existence of trust rela-
tions are vital resources and are usually influenced by distinct local identities that
persisted over time. In some cases these have a religious matrix, in others their
origin may be either political or ethnic. The embeddedness of the district into the
context of a local community (Becattini 1990) appears, however, to be a constant
pattern. This kind of territorial rootedness allows for more direct and face-to-face
interactions, and favors circulation of information and monitoring of behaviors
that support trust. Therefore, those who deviate from shared expectations can be
rapidly isolated, through mechanisms of social exclusion. Local identity and com-
munity relations, in their turn, are linked to a development that has not been
shaped by mass-production, with its sociocultural consequences.

3 Cognitive and normative resources are not only important to explain the ori-
gins of districts, but also for understanding how these reproduce over time. As
regards specialized knowledge and know-how, one has to consider the role of
institutions that favor the continuous adaptation of the local context to the new
problems that emerge over time. Some of these aim, for example, at bridging the
gap between the local know-how and the constantly evolving scientific and tech-
nical knowledge (centers for technology diffusion, for entrepreneurial and labor
training, etc.). In addition, there are also institutions for the production of collec-
tive goods (information on markets, export promotion, etc.). It would seem in fact
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that it is this resource — the provision of “local collective competition goods” (Crouch
et al. 2001) — that characterizes industrial districts most strongly, even if the form
it takes can vary widely: private centers, promoted by business associations, public
bodies usually promoted by local governments, mixed institutions run jointly by
private and public actors.

4 The role of normative resources, particularly for the regulation of labor rela-
tions, is subject to stronger variability. Flexibility, in fact, requires a high capacity
for cooperation and a strong involvement by workers to increase product quality.
Traditional cultural identities are also not sufficient to favor labor cooperation,
because traditional ties tend to weaken with economic development. Two ideal-
typical solutions seem to emerge, with many intermediate possibilities. In the first
there is a lack of institutionalized industrial relations. However, less favorable wage
and labor conditions are usually compensated by high chances of individual mo-
bility. Contrary to what happened in mass production, many dependent workers
may become self-employed and set up small firms. The second involves more in-
stitutionalized but cooperative industrial relations. This favors more negotiated
and compensated forms of flexibility as, for instance, in the more consolidated
Italian districts, or in the German cases. The Italian experience also shows that a
gradual movement from the first to the second pattern may occur over time, as
local development proceeds.

Summing up, it is worth underlining that the continuous adjustment of cogni-
tive resources and the social acceptance of the economic model are crucial for
industrial districts. The success in adjusting to external challenges is by no means
achieved once and for all, nor is it simply grounded in previous historical condi-
tions. It is the result of the continuous capacity of local actors to find new solutions
and to produce new collective goods on which the well-being of the local society
depends.

2.2 The transformation of large firms

After the “discovery” of industrial districts, the investigation extended to large firms,
which also began to experiment with models of flexible production, although fol-
lowing diverse patterns. However, some typical features can be identified and de-
scribed, contrasting them to the traditional model of mass production. The experiences
of Germany and Japan are important in this context, because — despite their differ-
ences — experimentation with flexible production forms was more widespread and
earlier here than elsewhere. In dealing with the variant form of flexible specializa-
tion involving large firms, I will use Charles Sabel’s summary (1988). For its institu-
tional correlates, the work by Wolfgang Streeck (1992, ch. 1) on the German case
and Ronald Dore (1986, 1987) on the Japanese one are of particular interest.

The starting point is the growing instability and fragmentation of markets. Pre-
dictability, which was an essential prerequisite of the Fordist model, declined
sharply, as did the possibility of large investments in specialized machinery, since
these run the risk of not being profitable, given demand variability and the rapid
obsolescence of products. As a result, experimental reorganization was undertaken
with the aim of offering a wider range of products (since the success of any of these
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could not be guaranteed in advance), as well as rapidly producing what the market
demands.

1 For the large firms that want to compete successfully, it became necessary to
reduce the Fordist separation between conception and execution of products, since
this means that the introduction of any new products is extremely slow and elabo-
rate, and is subject to rigid procedures. To overcome these problems new forms of
decentralized authority were experimented with, to reduce the gap between oper-
ating units and the market demands, and to favor more rapid productive adjust-
ment. Thus, headquarters shrank and only dealt with strategic decisions. At the
same time, the central research and development laboratories and product design
structures were dismantled or cut down, and new facilities of this kind were cre-
ated in the operating units. In this way it is possible to reduce the gap between
conception and execution and to gather and process information from the market
more quickly. The operating units took on the form of semi-autonomous firms
overseeing distinct productions, while from the financial point of view the large
firm, often a multinational, was transformed into a holding controlling the firms
now specializing in particular products.

2 Internal organization also changed, especially the organization of labor, and
the viability of Taylorist models began to be questioned (Kern and Schumann
1984). The possibility of producing differentiated goods in short series, with con-
tinuous adjustments to new demands, required a reduction of redundant resources;
this trend had been widely practised by the Japanese with what is called the just-
in-time organizational principle. This involves the reduction of waste, slack, and
buffer stocks, synchronizing production as closely as possible with market demand.
However, to achieve these results, a high level of collaboration and involvement
on the part of labor is necessary. In addition, the use of less specialized machinery,
useable for different productions, requires higher labor skills. Workers must ac-
quire broader skills, they must accustom themselves to group work, which are
flexibly formed and reshuffled according to changing productive needs, and they
must be ready promptly to intervene to avoid production defects, contributing to
quality. In other words, the new organization of the firm and labor requires, un-
like the Fordist-Taylorist model, a more active participation and greater amount of
involvement by labor.

3 The large firm did not only reorganize internally, but also opened its bounda-
ries, strengthening collaboration with subcontractors who are often localized in
areas of product specialization. Since the costs of developing new products in-
crease a great deal, while their life cycle tends to shorten, it becomes less possible,
even for multinationals, to do everything on their own. They tended, therefore, to
concentrate more on the development of several key technologies, on the design
and overall assembly of the final product. The complementary parts were instead
increasingly produced in collaboration with a network of subsuppliers, which tend
in turn to decentralize the production of simpler components to other second or
third tier subcontractors. Moreover, for subsuppliers to be more effective and play
a role as partners, rather than as mere dependent units, they were increasingly
encouraged not to work for the parent company only. By working for more than
one purchaser, and being more exposed to the market stimuli, their capacity to
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learn may increase. Moreover, they can compensate for decline in certain prod-
ucts with other orders, enhancing productive flexibility and therefore reducing
costs for the purchasing firm. In practice, then, on the one hand, the subsuppliers
of the first tier are more closely integrated through formal and informal agree-
ments of collaboration with the parent company; on the other, they are encour-
aged to compete on the market.

4 Like small firms and the districts, for the large firms that moved towards flex-
ible specialization the role played by cultural and institutional factors was extremely
important. Once they started this kind of reorganization, they become more de-
pendent on the external environment — to use one of Polanyi’s concepts, they
became more embedded — than if they had continued relying on the Fordist model.
In other words, it is the institutional context that influences the possibility of adapt-
ing rapidly to flexible productive models. As with the districts, the variability of
institutional factors is, however, high, and it is thus usually more difficult to move
from empirical observations to generalizations. I shall try to do so all the same,
using the experiences of Germany and Japan during the eighties, since these pro-
vide the most successful examples of large firms using flexible specialization meth-
ods. In this case too, a distinction between normative and cognitive factors will be
made.

5 The ability to learn through a more intense and efficient cooperation between
the various structures and subjects working in the firm environment seems favored
in those contexts where the role of hierarchy and the diffusion of low labor skills
are considerably less than in the Fordist standard. This, for example, happened in
the Japanese case, where the firm was traditionally conceived as a community rather
than as a network of contracts, and where commitment to the professional training
of the labor force was high. It also occurred in Germany as a result of the proce-
dures known as “co-determination,” which features a formalized involvement of
the workers in company management, as well as stronger commitment to voca-
tional training than was traditionally the case. These examples also show that the
extension of cognitive resources through cooperation is favored by particular nor-
mative resources, that is, through institutionalized rules providing incentives for
workers to behave cooperatively. The concept of jobs for life, the role of coopera-
tive enterprise unionism, the extension of wage incentives tied to firm perform-
ance all supported cooperation in Japan. In Germany, highly institutionalized
industrial relations at the firm level, even if unions were more integrated at the
sectoral and national level on the national scale, played a similar role. In addition,
the existence of constraints and rigidity in the use of labor also constituted an in-
centive for firms to invest more in the vocationall training of workers, since they
could not easily be dismissed. In addition, firms were also supported by external
institutions (jointly run by private and public actors) which provided efficient training
for workers, thereby lowering the costs of private investment. Without the legal
and union constraints on the use of labor, and without these external institutions,
firms would in fact be forced to invest less in training and, above all, to invest in
training programs more strictly linked to the immediate needs of the firms, thus
reducing the overall level of skill which allows for more rapid and effective forms of
adaptation to new production. All this helped to create those “redundant resources”
in terms of skills which provided a crucial asset for flexible and quality production.
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6 Another important factor that affects the availability of cognitive resources for
innovation is the diffusion of external collaborations. Large firms searched for con-
tacts with networks of specialized subcontractors, which are usually quite small
and localized in areas of productive specialization or in industrial districts, where
they benefit from large external economies. Clearly, the possibilities for large firms
to experiment with flexible specialization were conditioned by the availability of
such subcontractors. This resource is more easily found where cultural and institu-
tional factors have limited the impact of the Fordist model on economic organiza-
tion. Among these factors one also has to include public policies which have helped
SMEs, for example by fiscal measures or the regulation of labor relations. Moreo-
ver, public and private initiatives to strengthen cooperation at the local level should
also be taken into account. These measures usually favored the innovative capac-
ity of small specialized firms through the production of collective goods (technol-
ogy, diffusion, market information, training, etc.). From this point of view, the
institutional conditions facilitating the large firm variant of flexible specialization
tend to coincide with those that were analyzed in reference to districts. The impor-
tance of institutional interventions which, for cultural reasons or political consen-
sus, led to the preservation of a socioeconomic environment that was not eroded
by Fordism, is confirmed. This is another aspect of that redundancy of resources
that was crucial, in the new conditions, for flexible models.

The tendencies examined so far indicate that experimentation with flexible models
leads to a certain amount of convergence between the variant based on districts
and that centered on large firms (Sabel 1988; Regini and Sabel 1989). Wolfgang
Streeck (1992) has also underlined this trend by introducing the concept of diver-
sified quality production. This was realized by both large firms using the new flexible
technologies to produce large amounts of non-standard quality goods and by smaller
and artisan firms which could now enhance their production of non-standard goods
at lower prices. In other words, the boundaries between large and small firms
blurred. What should be remembered, however, is that the basis of the new flex-
ible model is not only technological but to a large extent organizational. In both
cases — for the large and for the small firms — a network model of organization,
based on an extended collaboration between firms, develops. It breaks down the
vertical and hierarchical integration of the Fordist model. Districts can be seen as
networks of small and medium-sized firms, while the large firm transforms into a net-
worked firm.

The networks function as “learning systems,” that is, as sets of formal and infor-
mal relations reinforcing the capacity for rapid adjustment to market changes. It is
no longer the firm as a hierarchy that decides on its productive objectives and
imposes them on the market; instead, it is the market, in a new fragmented and
unstable form, which requires more rapid and costly adjustments. Networks allow
the speed of adjustment and capacity for learning to be reinforced, as well as the
costs of the new products to be reduced, by distributing them over a wider range of
subjects and thus lowering the risks. Networks are able to carry out these tasks
better because collaboration is based on a series of formal and informal links and
does not require a detailed definition of contractual clauses between the involved
parties (which would in fact be very complex and inevitably incomplete). But at
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Figure 9.1 Diversified quality production

the same time, networks avoid the bureaucratic rigidity and slowness of the hier-
archy.

The importance of cooperation for flexible models means that the large and
small firms adopting them become more dependent on the social context in which
they operate. While the Fordist model can be seen as an organizational device that
strengthened the autonomy of the firm from its external environment, in flexible
production this relation tends to be reversed. As we have seen, in contexts where
trust relations facilitate cooperation, and institutions generate and reproduce them,
networks can be constructed more easily and they work better. In Fordism, the
institutional conditions influencing the demand management at the central level
(composition of governments, system of representation, etc.) are most important;
in flexible models, institutional factors influencing the supply side at local and
regional levels become crucial.

2.3 The other side of flexibility: the informal economy

The shortcomings of Fordism and the restructuring of welfare systems also led to
different forms of flexibility in the production of goods and services. These were
tied to reduced economic dynamism, lower capacity for innovation, and less
favorable labor relations. Therefore, interest grew in the informal economy, not only
as a device for adapting to the new situation, but also as a widespread tendency in
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more backward countries and regions. As a first and rough description, this kind of
economy can be considered to be the total production and distribution of goods
and services that evade the national accounting system either completely or in
part. In other words, the informal economy is identified with the invisible, hidden
or underground economy. This general definition includes various phenomena,
from direct subsistence production on the part of households, to industrial pro-
duction through non-registered labor, to the criminal economy in drug trafficking
or illegal gambling. It is therefore necessary to distinguish analytically the different
relations that each one of these forms has with the formal economy if we want to
understand the various patterns of development of the informal economy (Bagnasco
1990; Portes 1994).

A more precise definition of the informal economy can therefore be based on
three dimensions: the modalities of production of goods and services, which can
be legal or not; the type of goods and services produced, which can also be licit or
illicit; and, finally, the destination of production to market or to household subsist-
ence. The formal economy is thus constituted by production destined for the mar-
ket of lawful goods and services, realized through practices that do not violate the
law. In contrast, the informal economy is characterized by the lack of one or more
of such requirements. In particular:

1 goods and services that are themselves illegal and produced by illegal means
make up the criminal economy;

2 goods and services that are themselves legal, but which are produced wholly or
partly by illegal means (e.g. with unregistered labor or fiscal evasion) make up the
hidden economy, or “black” economy, component;

3 goods and services that are themselves legal and produced through legal means,
but which are not oriented to a household or a community’s direct consumption
rather than the market, make up the domestic and communal economy.

This distinction between a formal economy and the various components of in-
formal economy shows how the boundaries between the two spheres are uncer-
tain and variable. First, for the distinction to hold, it is necessary that a formal
economy can rely on well-defined and enforced legal rules for the regulation of
economic activities of the market. Where this is not the case, as, for example, in
the Third World or other backward regions, it is difficult to distinguish between
the formal and informal spheres. In a certain sense all activities tend to be informal

Table 9.1 Formal and informal economy

Methods of production Products Market orientation
Formal economy legal legal yes
Informal economy
Hidden illegal legal yes
Criminal illegal illegal yes

Domestic-communal illegal legal no
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(Portes, Castells, and Benton 1989). Second, the type of relations that single com-
ponents of the informal economy can hold between them and with sectors of the
formal economy should be taken into account. Thus, for example, domestic or
communal production can provide additional resources for actors working in the
hidden economy who produce for the market under illegal conditions. In turn,
this production can increase the flexibility of small or large firms in the formal
economy, which decentralize the simpler and more labor-intensive components
of their production.

From the mid-seventies on, economic sociology focused increasingly on the in-
formal economy, particularly the domestic and communal forms, and the hidden
economy. On the one hand, attitudes towards the spread of these activities in the
less-developed areas began to change. They were no longer seen as mere forms of
economic backwardness and isolation, bound to be overwhelmed by the growth of
modern activities (see chapter 7). Instead, they began to be viewed also as possible
tools through which these areas could seize new opportunities opening up in the
international division of labor. On the other hand, the diffusion of the informal
economy in more-developed areas triggered great interest and opened up new
research fields.? The approach that economic sociology tends to adopt, using em-
pirical investigations and case studies, led to the discovery of the proportions of
hidden or domestic economies, which were not revealed by official statistics. Moreo-
ver, in all these cases, as for those of the less-developed areas, the role played by
some specific cultural and institutional factors is very important for the origin and
operation of the informal economy. This is the field where economic sociology has
contributed the most, as will be shown below.

In the absence of information and precise measures, it is difficult to establish
with any precision if and to what extent the activities of the informal economy
have grown over the last few years. The literature dealing with this problem sug-
gests a reversal of the trend that occurred during the seventies. In the early devel-
opment of liberal capitalism and successively in its more organized and politically
regulated forms, the prevailing tendency seems to have been that of a progressive
shift of informal activities towards the sphere of the formal economy. In the field
of goods production, this has gone together with the growth of large firms, and
with the extension of production for the market. In the field of services there has
been a decline in traditional forms of provision, which were previously regulated
by mechanisms of reciprocity based on the family, kin and community, and were
partly substituted by the welfare state. The reversal of both these trends can be
linked to the crisis of Fordist production and welfare systems.

With regard to the first aspect, it has been argued that the problems and trans-
formations of mass production nourished the informal economy, in particular in
its hidden or black forms. This may occur directly, as a form of adaptation by
workers to growing unemployment,® and as a reaction by firms in their attempt to
make savings in costs by deregulating labor relations and decentralizing produc-
tion of goods and services to external firms. In addition, the informal economy can
be favored indirectly because the higher variability and fragmentation of markets
opens up new spaces for flexible production, which can stimulate some compo-
nents of the hidden economy. Moreover, the improvement of communication tech-
nologies and transport facilitates the strategies of decentralization and delocalizing
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of production by large and small firms of the formal economy, contrasting with the
search for lower costs which often involves the hidden economy.

It is also possible to distinguish between direct and mediated influences of the
difficulties of welfare states. Among the former there is obviously a trend to in-
crease the self-provision of goods and services by households given the retrench-
ing of welfare systems and growing unemployment. The increase in domestic and
communal economies, however, frequently reveals new social demands (for ex-
ample, for care for the elderly, children, the ill or the disabled) that are difficult to
satisfy through traditional and over-bureaucratized public services (Paci 1989).
This demand is often covered by family and community networks, based on reci-
procity. In some cases, the actors involved are motivated by altruistic attitudes,
while in others instrumental orientations prevail and actors are more interested in
the exchange of services and goods. It is in this way that research on the informal
economy tends to link up with that on the self-provisioning of services, on the so-
called “third sector,” and on the role of the voluntary associations (Ascoli 1987;
Gidron, Kramer, and Salamon 1992).

Some scholars have also drawn attention to other factors that can be included
together with unemployment and the restructuring of welfare systems. They have
pointed out the high cost of final services offered on the market, in particular in
the field of maintenance and repairing of goods, such as, for example, home repair
or household appliances, or in the field of personal services (caring). On the other
hand, the new technologies now offer instruments that facilitate the self-provision
of such services by consumers themselves through direct forms such as “do-it-
yourself” and through help exchanges that do not go through the market. This
trend has further contributed to the growth of the domestic and community
economy (Gershuny 1978, 1985; Pahl and Wallace 1985).

As can be seen, the patterns underpinning informal economies are varied and
complex. There is, however, one element that strongly characterizes them all — the
use of forms of reciprocity as predominant regulatory principle. In other words,
the extension of the informal economy in both backward and advanced contem-
porary societies signals the existence of a wide component of the economy that is
— or becomes — less differentiated from the social relations of a family, kin or com-
munity type. This is even more clear in the hidden economy.

In the latter case a series of conditions influences the demand side: the search
for greater flexibility in the use and cost of labor by firms in the formal economy;
new technologies of communication and the improvement of transport, favoring
decentralization and delocalization; the fragmentation and variability of markets
which, together with flexible technologies, open up spaces for informal produc-
tion in small firms, and for self-employed and domestic labor. The supply side of
informal work is dependent on the growing unemployment and the reduction in
welfare protection. However, it should be considered that these conditions do not
lead directly to the spread of a hidden economy. For this to occur a crucial role is
also played by the institutional context, since it functions as a sort of intervening
variable, like a connecting device between demand and supply.

1 The institutional context involves the role of cognitive resources. Where there
is know-how tied to artisan and commercial traditions and to the presence of small
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firms and self-employment, or imported through immigration, it is easier to or-
ganize autonomous activities. That is to say, a type of entrepreneurship emerges
that is capable of creating and managing informal activities.

2 The institutional context also influences normative resources. From this point
of view, norms obstructing the demand for informal activities can be distinguished
from institutional factors that instead encourage their supply. The level of regula-
tion of economic activities can also be considered. If regulation does not place
excessive constraints on formal activities, for example, through fiscal pressure or
administrative regulations and industrial relations, the demand for informal ac-
tivities will be more limited. The same goes for the efficiency of state control over
economic activities and the enforcement of regulative norms. If the constraints are
very strong, hindering the productivity and profitability of firms, and if law en-
forcement is weak, the demand for informal activities will be higher.

3 The increase in unemployment, low income, and the reduced coverage of the
welfare state are not the only factors affecting the supply of entrepreneurship and
labor in the hidden economy. Just as crucial is the role of variables affecting trust
relations and shared values, as well as a commitment to hard work. Social net-
works are essential because the relations of firms with final buyers, with other
subcontracting firms, and between entrepreneurs and workers, presuppose a high
level of trust. Without this, transactions in the hidden economy could not take
place, since it is not possible to refer to legal contracts, enforceable by the state in
the case of violation. At the same time it is necessary to minimize the risks of these
illegal activities being reported to the authorities. The parties involved must there-
fore know each other well in order to trust each other. In addition, social networks
are essential not only to procure labor but also to supply the necessary credit for
starting up and carrying out the activities. Clearly, in these cases it is not possible
to refer to the credit structures of the formal economy (banks or stock market).
This problem is resolved through the exchange of help within the family or kin-
ship structures, or at the level of the local community, particularly where there are
strong ethnic identities, for instance, between immigrants from the same coun-
tries.

4 The institutional context is thus an essential mediator between the supply of
and demand for goods and services in the hidden economy. Where it is based on a
community fabric that is capable of mobilizing the cognitive and normative re-
sources supporting informal activities, these will be more highly developed. It is no
accident that territorial links are an essential aspect of these forms of economy,
since it is in this type of context that networks of relations can also be fostered,
allowing for the mobilization of resources, the monitoring of the subjects involved,
and sanctions assigned to those who break trust. This explains why different forms
of hidden economies are common within areas of large modern cities, as is clear
from the American case with New York, San Francisco, Miami and many other
cities characterized by ethnic communities and groups of immigrants with strong
internal cohesion (Portes 1994). This is also the case in many backward regions,
both in cities and in minor centers where local traditional communities are rooted,
and where the family plays a crucial economic role, as in Southern Italy, Spain and
other Mediterranean countries (Mingione 1995), or in Latin-American and Asiatic
contexts. The growing importance of immigrant communities in developed coun-



THE CRISIS OF FORDISM AND NEW ECONOMIC SOCIOLOGY 217

tries has drawn attention not only to trust relations but also to the motivational
resources that make immigrants more willing to accept hard and badly paid jobs.
These unfavorable conditions are often accepted in the expectation of social mo-
bility through the creation of small family-based firms (Portes 1995). Even tradi-
tional communities in backward regions, however, often provide the type of
resources that lead those involved to accept very unfavorable labor conditions. For
example, in the less-developed regions of the Mediterranean countries, the family
receives and redistributes different resources through reciprocity mechanisms (in-
come coming from regular and irregular work of single members, subsidies and
other benefits provided by the welfare state, products of the domestic economy
often linked to agriculture).

2.4 The high road and the low road

At this point several observations can be made about the flexible productive mod-
els analyzed above. There is no doubt that they have increased the variety of eco-
nomic organization, in comparison to the previous period in which Fordism and
mass production prevailed. However, their economic and institutional features
need to be examined carefully.

First of all, there is a “high road” to flexibility, capable of dynamism and innova-
tion, with more favorable labor conditions in diversified and quality production. It
can be based either on networks of firms (districts) or on networked-firms. This
path has attracted particular attention because of its implications for highly devel-
oped countries. In fact, these cannot compete only in terms of price factors, and
especially labor costs, in simple and standardized productions where the competi-
tion of backward countries is stronger. However, the economic sociology approach
also shows what a difficult path it is, because it requires a complex institutional
infrastructure, influenced by historical legacy, which is not easily constructed or
reproduced.

There is also, however, a “low road” to flexibility, which relies on unfavorable
work conditions and wages. In this case, competitiveness is more based on price in
lower quality productions, which are often partly linked to the hidden economy
(evasion of fiscal and labor regulations). This road is certainly easier, particularly
in the initial stages, but less than one might expect. In fact, we have seen how
important the institutional context is in this case; widespread unemployment, low
incomes, or poor welfare provisions are not enough to generate flexible activities
in the informal economy. Cognitive and normative resources — especially trust —
are required to manage hidden economic activities.

Therefore, research on flexible models suggests that the economy tends to be-
come less autonomous from the social environment than mass production was,
but it also suggests careful evaluation of recent trends, which cannot be entirely
reduced either to the high or the low road. Actually, both roads seem to be on the
increase and the boundaries between them seem to be fluid and uncertain. This is
true, not only in the sense that even the high road is supported (at least in part) by
price competitiveness — for example, through delocalization and decentralization
of more standard and labor-intensive productions — but also in the sense that mo-
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bility paths in both directions can occur. Firms or networks that were initially
based on the informal economy can upgrade their production and shift to the high
paths and more advanced firms or networks can slide downwards into the low
road.

From this point of view, as Streeck (1992, ch. 1) has pointed out, institutions
should be seen as constraints and opportunities. This means that to encourage the
adoption or reproduction of the high road they must restrain economic strategies
based on short-term profit maximization, both in inter-firm relations and in labor
relations. Constraints can be sociocultural, voluntary and informal, or more de-
pendent on formal rules (industrial relations or public regulation). Without them,
however, it is unlikely that actors will renounce their short-term advantages and
pursue the strategy of cooperation necessary to follow the high road, as well as to
maintain it over time. On the other hand, institutions must also compensate for
these constraints by giving greater opportunities for the production of collective
goods that increase medium and long-term innovative capacity, thus allowing bet-
ter labor conditions. This action is successful when “flexible rigidities” are created,
as Dore (1987) has called them in his discussion of the Japanese case. Naturally,
however, this is a very difficult balance to achieve and maintain. If constraints are
too weak, exit from the low path is unlikely; if rigidity prevails, for example in
labor relations, with inadequate compensation for productivity and innovation
through collective goods, the flexible model is bound to decline rapidly.

The way to adjustment based on the high road is thus difficult to follow, but not
impossible. In this regard, it needs to be underlined that the high road is certainly
tavored by sociocultural conditions which are grounded in history, but it also de-
pends on the political choices of local actors, which may purposefully contribute to
creating trust and cooperation by building up appropriate institutions (Sabel 1994).
In other words, although strongly influenced by its history, the destiny of a region
or a country is more open than is usually believed. In fact, unlike Fordism, flexible
models tend to increase the chances for local actors to shape their own destinies
through conscious political action, precisely because they emphasize the role of
cooperation as an economic resource.

3 Economic and Sociological Neo-Institutionalism

The transformation of the Fordist model has stimulated the development of a new
form of economic sociology at the micro level, aimed at analyzing different types
of flexible productive organization. While this branch of studies was greatly influ-
enced by empirical research, another approach also developed over the last few
decades, more stimulated by theoretical questions. This debate was started by both
economists and sociologists interested in developing new instruments for analyzing
the growing variety of economic organization. Both groups were fundamentally
dissatisfied with the traditional theories prevailing in their respective disciplines.
In the economists’ view, the explanations of different forms of economic organiza-
tion based on technological factors were increasingly inadequate. The size of firms,
the choice between producing internally or buying goods on the market (make or
buy), the recourse to various forms of collaboration seemed to require more com-
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plex explanations than those offered by technology, to which economics had usu-
ally referred in the past. This led to the attempt to adapt the theoretical tools of the
discipline to analyze economic institutions at the micro level (the same attempt
with regard to macro-economic institutions was described in the previous chapter,
with reference to the political economy).

On the side of sociology, the development of neo-utilitarian (or neo-institu-
tional) economic theories triggered, in turn, new attempts to explain organiza-
tional variety. In these studies, the rational choice of the most efficient institutional
solutions, typical of the economic approach, was contrasted to explanations that
underlined the autonomous role of cultural factors and social networks in influ-
encing economic organization. For sociology too, this orientation is also critical of
traditional approaches adopted by the discipline — in particular, that of Talcott
Parsons. This has led to an attempt to develop a new theory of economic action. It
was in this context that another branch of the new economic sociology emerged,
through an approach that is micro-oriented and theory-driven.

3.1 The analysis of transaction costs

From the seventies on, “institutional economics” attracted a growing interest. This
approach questioned the idea of the firm as a production function, that is, as a
productive unity whose boundaries were substantially defined by technological
requisites. Traditional micro-economics was criticized for overlooking the problem
of the firm’s boundaries and concentrating on the study of the market.

Traditional analyses seem unable to explain why some “transactions” (that is,
some exchanges of goods and services) take place in the market and others are
internalized in the firm, and why in some cases the firm grows and relies more on
hierarchy while in others it stays small. The new approach sees the market, the
firm, and the various forms of inter-firm collaboration as economic institutions
that can be explained as “networks of contracts” between subjects aiming to maxi-
mize their interests. Unlike the standard neo-classical model, the existence of vari-
able “transaction costs” is recognized. They result from conditions of uncertainty
and lack of information, which can create favor opportunistic behaviors. As a con-
sequence, a series of contractual devices have emerged aimed at reducing transac-
tion costs in various situations of economic exchange. The variety of economic
organization is therefore determined by the attempt at improving the efficiency of
transactions rather than by technological constraints.

The contractual nature of institutions is the principal element linking the studies
that may be related to economic neo-institutionalism, although specific models
are differentiated. Oliver Williamson (1985) includes in this approach the work by
Alchian and Demsetz on the capitalist firm as “team production” (1972) and prop-
erty rights (1973), by Doeringer and Piore (1971) on the internal labor market,
and also the studies of “agency theory” (Pratt and Zeckhauser 1985), which ex-
plore the relation between principals and agents (buyers and suppliers, sharehold-
ers and managers, professional and clients, etc.). However, it is Williamson’s
“transaction costs economies” (1975, 1985) which particularly interests us here.
This theory not only plays a central role in institutional economics but explicitly
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refers to non-economic variables and calls for a closer collaboration with sociol-
ogy. And it is precisely the theory of transaction costs that has fueled the most
heated debate within new economic sociology.

Williamson relied on several theoretical contributions to build his theory. On
the economic side, he made reference to Coase (1937), who first linked the origin
of the firm to transaction costs, as well as to the literature on “market failures”
(Arrow 1974). However, Williamson thinks that to understand transaction costs it
is not enough to refer to “environmental factors” and in particular to market struc-
ture, but that it is also necessary to take “human factors” into consideration. In this
respect, the postulates of full rationality and optimizing behavior of the actors
must be abandoned. Indeed, if these assumptions were fully accepted, transaction
costs would disappear, as in fact the traditional approach hypothesizes. Williamson
recalls the concept of “bounded rationality,” formulated by Herbert Simon (1957),
as a crucial tool for a realistic description of economic decisions. This concept un-
derlines the limited capacity of the human mind for resolving complex problems,
and implies strong limitations to optimizing behavior.* In addition, it is necessary
to take into account the role of “opportunism.” This refers to the incomplete or
distorted disclosure of information, which can lead to the pursuit of one’s own
interests through deceit.

When conditions of uncertainty-complexity, linked to the difficult prediction of
future events, or conditions of dependency in transactions (for example, the im-
possibility for the buyer of a good to choose among several suppliers in competi-
tion between themselves) prevail in the environmental context, the space for human
factors such as bounded rationality and opportunism grows. As a result, “transac-
tion costs” emerge, determined by the difficulties of ex ante definitions and ex post
execution of a contract for a specific transaction. In this situation, according to
Williamson, actors will seek to increase efficiency by reducing transaction costs.
They will do this by coordinating via higher internalizing within the firm. In other
words, under given production costs (influenced by technology and economies of
scale), the more transaction costs grow the more firms will rely on hierarchy rather
than on the market. It should be added that in the initial framework, presented in
Markets and Hierarchies (1975), Williamson is also aware of the costs of hierarchy.
In other words, he recognizes that with the growth of the firm’s size there may
well be increasing shortcomings in its internal transactions. These result from loss
of responsibility and control, and from the emergence of internal conflicts. Thus,
the choice of internalization is more complex and entails a comparison between
the costs of market and those of bureaucracy.

Williamson followed up this work by further developing his analytical frame-
work in The Economic Institutions of Capitalism (1985). Human factors here maintain
their important role, but are now considered as given data rather than variables,
that is, as biological and psychological characteristics of the actors. As for environ-
mental factors, attention was moved to “asset specificity,” that is, to the degree of
specialized investments that characterize a particular transaction. For example, if
relations between a purchasing firm and a sub-supplier require a high investment
on the part of the latter in machinery that cannot be easily used for the supply of
goods to other purchasing firms, the transaction has a high degree of asset specificity.
The more the resources involved are specialized, the more the transaction is trans-
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Figure 9.2 Efficient governance
Source: Williamson 1985. p. 79

formed into a bilateral relation between the contractors, with mutual risks of op-
portunistic exploitation. Transaction costs are thereby increased and they require
appropriate governance structures aimed at protecting the interested parties. The
risks grow, moreover, with repetition over time of transactions; frequency is now
therefore given more importance.

Figure 9.1 enables us to see which governance mechanisms tend to be used in
relation to the frequency and specificity of transactions. The following observa-
tions can be made:

1 traditional market exchange will tend to prevail for those transactions — either
occasional or recurrent — which necessitate a low specificity of resources (for ex-
ample, the recurrent purchase of standard material, or the occasional purchase of
standard equipment);

2 for occasional transactions with a higher degree of specificity (for example, the
purchase of customized machines or the construction of a plant), the market can
again be used, but to reduce transaction costs resort will be had to third parties as
arbitrators or mediators (for example, professionals with the task of overseeing the
construction of a house or plant);

3 when the frequency of more highly specific transactions increases (for exam-
ple, in relations of sub-supplying for high quality components), governance struc-
tures seem to become more complex (relational contracting). That is to say, a “bilateral
government” mode, using long-term agreements, joint ventures, etc. come into
being. This is the new element in Williamson’s framework, which recognizes the
growing scope for intermediate forms of organizations between the market and
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hierarchy. Actors hope to use to reduce the transaction costs in a situation in which
firms have to rely more on external collaboration, especially in new models of
flexible and quality production;

4 finally, with the further growth of asset specificity, and therefore of the idi-
osyncratic nature of investments which cannot be put to other uses, hierarchy
appears to be the most efficient solution to restrain transaction costs.

Summing up, Williamson tries to go beyond conventional models to incorpo-
rate into the explanation of economic organization what he calls “human factors.”
He frequently underlines that these factors allow us to take into account “human
nature as we know it.” This is an important assumption. In the attempt to intro-
duce non-economic elements into the explanation, Williamson ends up making
reference to supposed “natural” psychological tendencies of actors. This position is
therefore different from the basic assumptions of economic sociology. From this
point of view, both bounded rationality and opportunism refer to actors’ wider
cognitive and normative orientations that are variable, not given by nature. They
are a social construction, a product of the historical process of a certain society.
Thus, the sociological concept of entrepreneurship also expresses the variability of
bounded rationality in the economic field, and the diffusion of opportunism is also
influenced, in real economies, by social and political institutions. Therefore, even
highly specific transactions need not be internalized, if the institutional context
limits opportunism and strengthens trust relations.

Another questionable aspect of the analytical framework involves the explana-
tion of economic institutions (or governance structures of transactions). Williamson
tends to describe their origins in terms of the actors’ rational search for more effi-
cient solutions. This perspective raises two problems. First, it overlooks the influ-
ence of cultural and political factors, as well as of social networks, in the origins of
various forms of economic organization in different contexts; second, it tends to
underestimate the persistence of certain organizational structures that may be less
economically efficient, but are still able to reproduce themselves precisely as a
result of their ties with the institutional context (high social legitimacy or political
protection). It is precisely with regard to both these aspects, which are linked to
Williamson'’s consideration of human factors as given psychological tendencies,
that the criticisms of economic sociology developed.

3.2 The new economic sociology

Different approaches converge in the new economic sociology. Here, particular
attention will be paid to studies focusing on social networks and to those that can
be traced to a sociological neo-institutionalism. Before examining these different
developments, it is worthwhile underlining the common aspects that both branches
share and that distinguish them from the economic neo-institutionalism previ-
ously discussed. Two connected features can be mentioned here: the theory of
action and the consequences deriving for the explanation of the variety of eco-
nomic organization.

With regard to the first aspect, the studies in question share a theory of action
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that is typical of economic sociology — that is, they both view action as socially
oriented and criticize the utilitarianism that still shapes institutional economics,
despite the qualifications introduced by bounded rationality and opportunism.
However, to follow the distinction proposed by Mark Granovetter (1985), it can be
said that the criticism affects not only the “under-socialized” conception of the
actor typical of economics, but also to the “over-socialized” version of sociology.
The latter refers to models in which actors” behavior is strongly conditioned by
culture and norms introjected through the socialization process. The main refer-
ence is therefore to Parsons’ conception of the actor, which appears to be no less
unrealistic than the calculating and utilitarian one of the traditional economic model.

New economic sociology tends therefore to develop a theory of action that is
more constructivist, having benefited from the criticisms made of Parsons’ approach
by ethnomethodology and phenomenology (DiMaggio 1994). However, despite
sharing this common ground, the two approaches have developed along different
lines. The structural approach emphasizes the location of actors in social networks,
as a factor conditioning interaction and orientations; neo-institutionalism instead
pays more attention to the cognitive and normative features of culture that are
reproduced in social interaction. Both positions criticize the explanation of the
variety of economic organization offered by institutional economics. This variety
does not seem to be reducible to the search for efficient solutions to minimize
transaction costs, but is influenced by the social embeddedness of economic action
(as Granovetter underlined, recalling Polanyi). For the structuralist, this means
that it is not possible to understand economic organization without linking it to
the autonomous influence of the networks in which actors are inserted. For neo-
institutionalists, it is instead necessary to refer more to the cognitive and norma-
tive embeddedness of the action, and therefore to the autonomous role of culture.

The structural approach and social networks

For scholars of the structural approach, action is always socially orientated and
cannot be explained only on the basis of individual motivations. Social
embeddedness is viewed in structural terms because it is assumed that action is
fundamentally influenced by the variable location of single actors in relations of
social networks. Stable networks of social relations constitute structures that need
to be reconstructed to evaluate the effects on economic behavior. In this respect
Mark Granovetter's work (1985, 1990) deserves particular attention, since it has
had great influence in clarifying the methodological assumptions and the analyti-
cal consequences of this approach.

Granovetter’s starting point is his criticism of the theory of action in economics.
Williamson and new institutional economics maintain an “under-socialized” vi-
sion of the actor. The importance of opportunism is emphasized, but it is believed
that this feature can be kept under control by efficient institutions, which mini-
mize transaction costs. Some economists explicitly recognize the importance of
trust for the orderly operation of economic activities, but they are more inclined to
think that this problem can be resolved by the diffusion of a “generalized moral-
ity,” that is, by norms of behavior strongly internalized by actors. From this point
of view, they end up falling into an over-socialized conception of the actor that is
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similar to that of Parsonian sociology. Neither of these positions is satisfactory,
according to Granovetter. They in fact tend to avoid the principal mechanism
through which opportunism is restrained and moral hazard limited: “the
embeddedness argument stresses instead the role of concrete personal relations
and structures (or “networks”) of such relations in generating trust and discourag-
ing malfeasance” (Granovetter 1985, p. 490).

The insertion of actors in stable networks of personal relations enables informa-
tion to be spread and behavior to be controlled, generating trust and rapidly isolat-
ing those who are not trustworthy. As a consequence of this approach, it is not
reasonable to explain the various economic organizations as merely efficient re-
sponses to the problems of transaction costs by actors who rationally pursue their
interests. This conception implies a functionalist explanation of institutions as so-
lutions that emerge mechanically to deal with certain transaction problems. For
Granovetter and the other scholars of the structural approach, these institutional
arrangements are instead socially constructed, in the sense that they reflect the
influence of network relations on the choices of actors.

To better understand the analytical implications of this position, it is useful to
see how Williamson'’s framework is criticized. According to Granovetter (1985),
this model tends to overestimate the capacities of hierarchy and the firm to govern
complex transactions, and to underestimate those of the market. Actually, empiri-
cal evidence shows that complex and potentially risky transactions can also be
carried out through the market, if networks of trust relations linking the involved
parties exist and thus lower transaction costs.’ In contrast, simple transactions
taking place in competitive markets are often stable and recurrent because they
are rooted in networks of personal relations between suppliers and customers. In
addition, it cannot be taken for granted that internal hierarchy is always able to
reduce transaction costs effectively. This is not the case if the kinds of social rela-
tions generating trust and cooperation begin to fail. Recourse to the market, hier-
archy or to intermediate forms (relational contracting) will thus be influenced
autonomously by the existence and features of social networks: “Other things be-
ing equal ... we should expect pressures toward vertical integration in a market
where transacting firms lack a network of personal relations that connect them or
where such a network eventuates in conflict, disorder, opportunism, or malfea-
sance” (Granovetter 1985, p. 503).

This perspective avoids the risks of a functionalist explanation in terms of the
efficiency of economic institutions. It cannot, in fact, be claimed that efficient solu-
tions for the problems of transaction costs will emerge automatically. Institutional
adaptation will be mediated by social networks, which can be more or less wide-
spread and can take various forms. It should be remembered that social networks
can hinder opportunistic or illegal behaviors, but they can also facilitate them, as,
for example, in the case of criminal economics or in insider trading (namely, the
speculative exploitation of inside information by economic operators). In addition,
the importance of social networks also allows us to explain the persistence of insti-
tutional arrangements that are less efficient, but that can however be reproduced
over time precisely because they are supported by consolidated social networks.

The structural approach has been applied in different fields. First, the pioneering
study by Granovetter (1974) on the influence of social networks on the labor mar-
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ket should be mentioned. In this research Granovetter not only demonstrates the
importance of informal contacts as an instrument for getting jobs, but he also draws
attention to the “strength of weak ties” (Granovetter 1973, 1983). His contention
is that subjects inserted into networks of weak social relations have a greater pos-
sibility of access to a larger and more diversified amount of information vis-a-vis
those which are obtainable through “strong” ties, that is, through family or kin ties
and through close friends. Acquaintances have higher chances of being inserted
into social circles that are different from those of the subjects searching for a job,
and can therefore put the latter in touch with diverse social and economic envi-
ronments. This thesis has been widely discussed — as well as criticized — by the
ensuing literature, but it has certainly shown the usefulness of the approach based
on social networks, also with the aim of complementing economic models (cf.
Granovetter 1995).

The contribution of the structural approach to the development of a “sociology
of markets” (Swedberg 1994) has been more limited to theoretical debate. The
basic idea is that the concrete networks between firms operating in a particular
market (market structure) are more useful to understand their behavior than the
assumptions of traditional economic models. These usually hypothesize that firms
are isolated and independent from each other, merely reacting to consumers’ de-
mand. Some network-oriented studies (White 1981, 1992; Leifer and White 1987)
refer to the problem of “imperfect competition” or “monopolistic markets” (see
section 3.2 of ch. 6) studied by economics in the wake of the initial contributions
by Chamberlin. On this view, product differentiation is a strategy adopted by firms
to avoid competition by segmenting the market. However, market sociology throws
light on a problem that has been largely ignored by economic investigation. This
concerns the influence exercised by all firms operating in a given market on the
specific strategies of product differentiation, and on the search for a niche, fol-
lowed by each of these firms. In this sense, markets are seen as c/iques of producers
who keep each other under strict surveillance in order to determine the most
advantageous strategy in terms of the quality and price of goods offered. In this
view, markets thus respond to a logic of producers’ self-reproduction rather than
of efficiency in terms of satisfaction of consumer demand at lower costs.®

Another important group of studies, particularly developed in the United States,
concerns the widespread attempt by firms to avoid competition or to keep it under
control by developing networks of relations between them. These involve not only
forms of ownership control and shareholdings, but also the cross-participation of
representatives on the boards of directors (interlocking directorates). This has al-
ready been pointed out by Burt (1983) in his study of American manufacturing
firms. Other US research has concerned the banking and finance sectors (Mintz
and Schwartz 1985; Eccles and Crane 1988), and relations between political and
economic elites through networks that cut through large firms, interest groups
and highly prestigious social circles (Useem 1984).

Social capital

The structural approach thus underlines the influence of social networks on vari-
ous forms of economic organization: the size of firms, relations between them,
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labor and product markets. The impact of social networks on economic activities is
however differentiated. In some cases the information and trust that circulate
through personal relations can limit opportunism and facilitate cooperation be-
tween actors in the market, but networks can also function as instruments to get
round or avoid competition, and can thus reduce efficiency through more or less
legal forms of collusion between actors. This opening up of the social networks
leading to different economic outcomes is also very well exemplified in the con-
cept of “social capital.”

This concept first began to be used in the sixties, mainly in the work of Pierre
Bourdieu (1980), but it was above all after the publication of James Coleman’s
Foundations of Social Theory (1990), that it came into wider use and was linked to
the problems of development. However, it can be shown that the origin of the
concept, even if not the term itself, is to be found even further back in time, during
the period of the first developments in economic sociology. For example, an im-
plicit use of the idea of social capital can be found in the essay by Max Weber, The
Protestant Sects and the Spirit of Capitalism ([1906] 1991). Weber maintained that the
Protestant sects had been extremely important in American growth. This influ-
ence developed through voluntary associations exercising a strong control over
the individuals who were admitted to them. Members of the sects had to show
certain ethical qualities which facilitated economic exchange, not only among them-
selves but also more generally because they provided a social recognition which
external actors took into account. In other words, although he did not use the
term social capital, Weber did in fact conceive the idea of social networks as an
instrument to influence the formation of entrepreneurial activities, thereby facili-
tating the economic development of a particular area.

However, the consequences of social networks for economic activity are not
always positive, as several scholars (Granovetter 1985; Coleman 1990; Portes 1998)
have pointed out. They can also be an instrument to avoid or elude competition
and can thus reduce efficiency by collusion between the actors. Moreover, net-
works that are particularly dense can exercise such a strong control over indi-
vidual behavior as to discourage innovation in economic fields. Therefore it is not
possible to provide an a priori definition of the effects of social capital on economic
development. Only an extremely detailed and historically oriented analysis can
help to clarify how cultural, political and economic variables — interacting among
themselves —not only foster or obstruct social capital, but also influence the conse-
quences for local development (Granovetter 1985, 1990). In this perspective, it is
thus appropriate to set out a definition of social capital that is sufficiently open vis-
a-vis its possible consequences on the economy.

Social capital can thus be considered as a set of social relations on which an indi-
vidual (for instance, an entrepreneur or a worker) or a collective actor (either private or
public) can rely at any given moment. Through the availability of this relational capi-
tal, cognitive resources (e.g. information) or normative resources (e.g. trust) allow
actors to realize objectives which would not otherwise be realized, or which could
only be obtained at a much higher cost. Moving from the individual to the aggre-
gate level, it may also be said that a particular territorial context is more or less rich
with social capital depending on the extent to which individual or collective actors
of the same area are involved networks of relations. It is to be stressed that this
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definition, taken from Coleman (1990, p. 300), places a greater emphasis on social
networks as the basis of social capital rather than on shared culture, trust and
civicness, as presented in the studies by Robert Putnam (1993) and Francis
Fukuyama (1995).

Coleman has underlined how this type of capital — unlike human or financial
capital — has the nature of a collective good. Its advantages are not appropriable by
individuals, but are enjoyed by all those participating in the network. It is for
precisely this reason that individual actors have less incentive to contribute to its
production. This characteristic explains, as Coleman pointed out, why “most forms
of social capital are created or destroyed as a by-product of other activities” (1990,
p- 317). Thus, for example, religious, ethnic, political or other associative relations
can serve as a basis for the growth of social capital that can be spent in the economy.
This does not exclude, as Coleman noticed, the possibility of explicit and inten-
tional attempts to construct social capital for economic objectives. For example, in
institutional economics the concept of “clan” is particularly important as a device
by which to regulate the relations between firms informally, especially to deal
with complex and recurrent transactions (Ouchi 1980). Nevertheless, from the
point of view of local development, it is the aggregate supply of social capital in a
particular region which is more important. The overall availability of networks of
social relations spread between individual subjects (firms, workers) and collective
actors (interest organizations, public institutions) can in fact condition paths of
development.

It is precisely this characteristic which also explains why several studies, such as
those by Putnam (1993) and Fukuyama (1995), tend to identify social capital with
a cooperative culture and to highlight its path-dependent character, its rootedness
in the past history of a region. However, the perspective followed by these works
leads to two kinds of risks. First is that of slipping into a culturalist explanation
which is rather vague with regard to the origins of the phenomenon, and which
underestimates the role of political factors (Tarrow 1996; Mutti 1998; Bagnasco
2000). On this view social capital is in fact conceived as a contingent phenom-
enon, rooted in the historical process; a cultural feature of a region which is repro-
duced through processes of socialization, in particular through the family, the school,
and associations.

This brings us to the second type of risk. As already mentioned, the consequences
of social capital for economic development are not always positive, and it is pre-
cisely the under-evaluation of politics which makes it more difficult to distinguish
under which conditions social capital can have a favorable impact for local devel-
opment, instead of generating collusion, patronage, political dependence or even
corruption and criminal economies. This distinction becomes possible if social capital
is not understood generically as a willingness to cooperate based on a shared cul-
ture, but as a network of social relations open to diverse economic outcomes. It
should be remembered that there is always a particularistic potential in these net-
works. As Coleman put it, social capital involves “resources which can be used by
actors to pursue their interests” (1990, p. 305). These interests can, however, be
defined in a variety of ways. Thus, in some cases social capital can generate trust
and information which help economic development — and this is particularly true
of situations in which, as noted above, greater flexibility is needed in the economy.



228 THE CRISIS OF FORDISM AND NEW ECONOMIC SOCIOLOGY

However, in other contexts the operation and consequences of the networks can
be different or even opposed. These are instruments by which information and
trust circulate between the subjects involved, increasing their power with respect
to other external actors. As a consequence, there are situations in which the net-
works function at the expense of consumers or other firms, and avoid competition
—a kind of collusion which has worried economists since the times of Adam Smith.

Ethnic economies can be considered as an example of this ambivalence of net-
works. The concentration of ethnic groups in some areas can favor the growth of
economic activities through networks of firms and between local entrepreneurs
and workers. On the other hand, these relationships may constitute barriers to the
entrance of other subjects, or they can limit local development by placing strong
social pressures on individual behavior (Portes and Sensenbrenner 1993; Portes
1998). Those networks which include criminals, but also members of the police, of
the bureaucracy or politicians, are also an essential instrument of the criminal
economy. The Mafia has its own social capital, which is particularly important
given the illegal nature of its activities.

In order to avoid these two types of risks in the use of social capital, it might be
more productive to focus on the conditions that may foster positive effects for
economic development. To proceed along this path one should not only ask whether
networks of social relations tied to family, kinship, ethnic religious communities
do exist, but whether politics has favored their transformation into positive re-
sources for local development. It is precisely this question that has remained un-
answered in the debate surrounding social capital. The answer would seem to lie
in the capacity of politics to modernize itself, that is, to function according to more
universal principles that balance and control the particularism that is intrinsic to
networks. This means that one should assess whether networks are faced with
cultural and institutional barriers blocking their attempts to appropriate political
resources (whether regulatory or distributive) in a particularistic way; and whether
they are encouraged to work in the economic rather than in the political market.
If this does not happen, and if politics is not modernized, the rule of law is not well
established and state structure are not effective, there will instead be a trend to
form networks developing along the path that Weber called political capitalism,
based on a predatory use of political resources. On the other hand, a modern poli-
tics, more autonomous from particularistic interests, increases its capacity to pro-
vide collective goods that are essential for economic development (e.g.
infrastructures, services, security, rule of law, etc.). It is within this framework
that the social networks can function as a resource for local development: because
they may be used in the economic sphere, they contribute to the widening of the
market, and they have a positive impact on its operation through the provision of
information and trust.

At this point a second factor which fosters the positive effects of local networks
can be introduced: the market. Once local development has been triggered, the
pressure from competition continually limits the possible negative consequences
of particularism. First of all, it tends to sanction inefficient behavior. If several
members of the network, for example relatives, or immigrants of the same ethnic
groups, who work in a firm, or as subcontractors, diverge too much from efficient
behavior, competition on the market signals this disfunction rapidly and forces
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them to change. Secondly, the market sends signals that suggest an updating and
redefinition of social capital. Certain characteristics of the social network can func-
tion well in a given period, but can constitute a constraint in a successive moment
and therefore require a change. For example, certain kinship relations initially
useful in the first stages of development can act subsequently as a constraint and
need to be integrated with different networks, based more on cooperation be-
tween collective subjects (e.g. interest organizations, public institutions). Natu-
rally, the market sends signals, but it does not guarantee that new and appropriate
solutions will emerge. This depends on the ability of the local actors to interpret
the situation and to deal with it, by generating new forms of social capital. If an
appropriate reaction does not take place, regressive localism and risks of “lock in”
can occur (see Grabher 1993).

These observations suggest that the relation between social capital and local
development is complex and may change over time. The positive role of social
structures, such as family, kinship, community, or religious, political and ethnic
subcultures, as resources for development has been widely discussed in this re-
gard, reversing some assumptions of modernization theory (see chapter 7). How-
ever, their relationship with economic development seems more complex and
variable. What makes the difference is the combination of these phenomena with
a modernized politics and more effective state structures and bureaucracies. This
is, for instance, the lesson that can be drawn from recent experiences of regional
development in East and South-East Asia in comparison to other backward areas,
as the new comparative political economy has shown (Evans 1996, Woolcock 1998).

Sociological neo-institutionalism

In the structural approach, the actor’s location in the structure of social relations is
crucial to understand his or her actions. This also explains why a strong contrast
with the theory of rational choice is not perceived in the work by Granovetter
(1985) or in the way in which social capital is conceived by Coleman (1990, 1994).
The position of the neo-institutionalists in the new economic sociology is different
from that of the structuralists, because they want instead to highlight the autono-
mous role played by cultural factors in motivating actors. While for structuralists
networks determine resources and constraints that condition the rational pursuit
of interests by actors, for neo-institutionalists cultural factors contribute to defin-
ing the interests themselves and the procedures by which they may be pursued by
actors (Friedland and Alford 1991). They draw attention not only to the structural
(network-based) embeddedness of action, but also to cognitive, cultural, and po-
litical embeddedness (Zukin and DiMaggio 1990).

The theory of action of neo-institutionalism is thus wider than that of the struc-
turalists, and it is multi-dimensional. In this case, criticism of new institutional
economics is accompanied by “an interest in institutions as independent variables,
a turn toward cognitive and cultural explanations, and an interest in properties of
supraindividual units of analysis . ..” (Powell and DiMaggio 1991b, p. 8). It is as
well to specify that this position is critical of the “over-socialized” theory of the
actor a la Parsons. However, unlike structuralism, it does not devalue the role of
culture but aims at redefining it under the influence of the turn towards the mi-
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cro-sociology that was favored by Garfinkel’s ethnomethodology (1967), by the
phenomenological approach (Berger and Luckmann 1967), as well as by cognitive
psychology. This leads to emphasizing the cognitive dimension of institutions as
opposed to the normative one (in the terms that have already been described — see
section 2.2, chapter 6 — it can be said that more importance is given to “constitu-
tive” rather than “regulative” rules). In other words, the role played by routines —
by informal rules of behavior largely taken for granted — is now more carefully
investigated; as are shared schemas and frames or rituals helping to define identi-
ties and individual interests, as well as the procedures for following them, that is,
the “regulatory” rules.

How does the neo-institutionlist approach explain the ditferent forms of eco-
nomic organization? In this case, criticism of different forms of new institutional
economics — that is to say, of considering institutions as efficient responses pur-
sued by rational actors to reduce transaction costs — leads to underlining the legiti-
macy of organizational choices. Attention is drawn to the appropriateness of action
with respect to prevailing frames. In other words, in the face of a lack of informa-
tion and risks of transactions, it is hard for actors to follow a rigorous rational
choice for the most efficient solutions. For this reason, neo-institutionalists are
particularly interested in explaining the social processes influencing homogeneity
in economic organization. This perspective enables the inertia of organizational
structures to be explained even when they lose economic efficiency. Structuralists
share this aim. However, in contrast to them attention is not placed so much on
the embeddedness of organizational models in social networks as on the persist-
ence of standards of behavior believed to be appropriate (Powell and DiMaggio
1991b; Meyer and Rowan 1991).

A good example of the analytical consequences resulting from the neo-institu-
tionalist approach is the work on “isomorphism” by Powell and DiMaggio (1991c).
They attempt to explain the homogeneity of models in certain “organizational
fields.” These are formed by the set of actors who play a role in a particular field of
activity. Concerning the economy, for example, an organizational field covers not
only firms competing in a particular sector, but also those providing services, regu-
lative state agencies, union and business organizations, etc. If these actors are
analyzed as an interdependent set of units, even though they do not always di-
rectly interact among themselves, it is possible to understand how appropriate
standards of behavior are formed. Powell and DiMaggio criticize the ecological
theory of organizations (Hannan and Freeman 1977, 1989) — inspired by Darwin-
ian orientations — according to which homogeneity in a particular field (for exam-
ple, in a productive sector) reflects the selection of units that are better adapted to
the features of the external environment in which they move. This occurs more
frequently in sectors that are open to market competition, where “competitive
isomorphism” is stronger, although even in these sectors “institutional isomor-
phism” is at work (DiMaggio 1994). Of course, the influence of the institutional
model is stronger in fields that are further away from the competitive market. The
first, and most obvious, form of institutional isomorphism is “coercive.” Public
regulations (including anti-trust and labor and safety regulations) can lead to com-
pulsory constraints on adopting an organizational model; but industrial relations
can also act in this direction. A coercive influence is also exercised by stronger
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organizations on those that are more dependent on them (for example, purchas-
ing firms vis-a-vis their sub-suppliers). “Normative isomorphism” is instead linked
to the role of universities and business schools for training managers, or to con-
sulting firms. Managers, both on account of their career mobility and because of
their networks of interaction, contribute to spreading professional standards of
behavior that take on a high level of legitimacy and are therefore more readily
followed by firms. Finally, there is “mimetic isomorphism,” especially in sectors
where the organizational units are small and have limited resources to evaluate
the most efficient solutions. In this case it is likely that to reduce the level of uncer-
tainty models which seem more appropriate, and are thus more legitimated in the
organizational field, will be followed. Naturally, the different forms of isomor-
phism can in reality be combined between each other, reinforcing the pressure to
adopt a particular model.”

In empirical research, this approach has stimulated numerous contributions in
sectors that are not affected by market competition, such as non-profit and cul-
tural organizations (DiMaggio 1987, 1991; Powell and Friedkin 1987; Brint and
Karabel 1991), as well as financial institutions and large accounting firms (Montagna
1990). In the industrial field, Fligstein’s work (1990), on the productive diversifi-
cation of large American firms treated as an “organizational field,” provided an
interesting application of this approach. He showed how the choice of diversifying
during last century was initially stimulated by an initial shock (the Great Depres-
sion and, following this, the anti-trust action taken by the government). However,
organizational innovation first occurred where top management came from mar-
keting or finance departments, and not from previous experiences in productive
structures. Once a certain organizational model was adopted by many firms, mas-
sive changes tied to isomorphic pressures of the mimetic and normative type were
triggered, with the result that new appropriate standards were set.

Another interesting field of application involves the comparison of various forms
of economic organization in Japan, South Korea and Taiwan (Orru, Biggart, and
Hamilton 1991). This study shows that the existence of groups of firms with differ-
ent characteristics in each of these countries cannot be merely explained in terms
of efficiency in transaction costs, or in terms of late industrialization. The existence
of networks of firms that are strongly isomorphic within each country, but differ-
ent between countries, can be traced to the influence exercised by specific institu-
tional factors, both cultural and political. Moreover, this work underlines not only
that isomorphic trends tied to national institutions are important for organiza-
tional units like firms, but also that they must not necessarily be viewed as con-
trasting with economic efficiency. On the contrary, the success of the countries in
question can be explained by their ability to take advantage of their specific insti-
tutional resources to promote economic development (see also section 3, ch. 7).
This is an extremely important aspect to which I shall return in the discussion on
globalization and varieties of capitalism, in the next chapter.

Contrasting models

Summing up, neo-institutionalists criticize institutional economics, underlining
the role played by cultural and political factors. Their framework, however, is wider
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than that of the structuralists, who concentrate mainly on the role of social net-
works. However, it is also true that in concrete research practices, these differ-
ences in the new economic sociology become weaker. In any case, in facing the
challenge posed by the new economic theories, there is a common tendency to
underline the social and cultural embeddedness of economic action, and the con-
sequences for the variety of organizational models. The shared view is that such
variety cannot be explained if “human factors” — to use Williamson’s terms — are
considered as though they were “natural” bio-psychological features of actors. They
are rather to be analyzed as social and historical variables.

The traditional and long-standing divergence between economics and economic
sociology is raised once again in these micro level studies. Williamson is aware of
the complications to which the consideration of human factors as socially condi-
tioned can lead in the calculation of transaction costs. Indeed, he introduced the
concept of “transactional atmosphere” into his original model to emphasize how
“transactional attitudes are strongly influenced by the socio-political system in which
exchanges take place” (Williamson 1975, 1983, p. 39). However, he later dropped
analyzing the implications to which this perspective could give rise. This seems
largely due to the problems of operationalizing transaction costs and developing
stronger generalizations on the governance of economic activities (Williamson
1985). In other words, his concern — shared widely by economists — is with build-
ing analytical models that can be formalized and provide more general parsimoni-
ous explanations. However, the advantages of these models face some clear
shortcomings when the concrete variety of organizational forms is to be explained.
Sheer consideration of the complexity-uncertainty degree of transactions is not
sufficient to this end. Under the same condition of “asset specificity,” actors could
rely on the market, hierarchy or relational contracting, answering in a variable
mix and to a different extent. In fact, the choice is influenced by the social quality
of the actors — that is, by their cognitive and normative attitudes that vary in rela-
tion to the institutional context.

For these reasons, the new economic sociology is more oriented towards com-
parative analysis and the development of “local models” that can give a better
account of the variability of contexts. In this perspective, there are clear similari-
ties between the research-driven approach stimulated by the study of new flexible
models and theory-driven studies. In both cases economic sociology points to the
social construction processes that may explain the variety of economic organiza-
tion. As Granovetter underlines (1990, p. 106): “outcomes can vary dramatically
even for the same economic problems and technologies, if the social structure,
institutional history, and collective action are different. ... Less contingent argu-
ments are cleaner, simpler and more elegant. But they fail to identify causal mecha-
nisms.”

Naturally, for this approach there are some possible shortcomings, too. The first,
mentioned by Granovetter, is the risk of “sliding along the slimy slope leading to
historicism” (ibid. p. 33). To avoid this danger, it seems necessary to strengthen
the interaction between theory and research. This can help develop theoretical
models more consistent with the high contingency of economic organization. How-
ever, there is also a second danger to cope with — that of confusing theoretical
arguments with empirical explanations. This, in fact, leads to an underestimation
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of the specific contribution of economic factors to the emergence and reproduc-
tion of organizational models, and therefore to a symmetrical defect with respect
to that of economic models. Without any integration between economic and socio-
cultural factors, it is difficult to provide an effective picture of the concrete variety
of economic organization.

4 Culture and Consumption

In both the structuralist and the neo-institutionalist approaches, the new develop-
ments of economic sociology at the micro level were mainly concentrated on the
production of goods and services. The theme of consumption has not received
much attention, despite its importance within the tradition of economic sociology
(see section 2.3, ch. 6). This might in part be explained by the fact that many
authors close to neo-institutionalism came from the background of organizational
studies. In any case, the limited interest in the study of consumers behavior is a
serious shortcoming, especially if one takes into account that changes in consump-
tion patterns seem to have played an important role in the emergence of flexible
productive organization (Piore and Sabel 1984), and more in general in the diffi-
culties encountered by Keynesian policies.® However, some interesting studies have
highlighted the influence of cultural factors on consumption behavior over the
past few decades. Even though this work is not directly connected to neo-
institutionalism, it was largely inspired by the same background. Some of the au-
thors involved come from sociology, but many are anthropologists or social
historians.

We have seen how the economic sociology tradition is different from the main-
stream neoclassic approach. Attention is given to the influence of sociocultural
factors in the formation of preferences and in the choice of means by which the
actors attempt to satisfy them. The symbolic value of goods is therefore under-
lined: they are chosen and consumed largely for the meaning they acquire in so-
cial relations. Consumption is viewed as an essential component of the processes
of identification with other social groups, with which a certain lifestyle is shared,
and at the same time of differentiation with other groups. With respect to this
tradition, more recent developments are characterized by a twofold tendency. On
the one hand, more recent studies seem less influenced by the Veblenian model
that closely linked consumption to competition for social status. On the other,
they are also critical of those models that stress the passive subordination of con-
sumers to the choices imposed by firms and supported by advertising and mass
media. It may be useful, therefore, to distinguish between an approach which
emphasizes the search for social differentiation and another that is more inter-
ested in the role of culture in shaping consumers’ behavior.

With regard to the first approach, the work of Jean Baudrillard (1968, 1970)
should be mentioned. Following Veblen, he underlines the role of competition for
status in consumers’ behavior patterns. In contemporary society, the logic under-
lying social differentiation is, however, further exacerbated by the weakening of
traditional forms of identification (based on family, local community, or status
groups). In addition, the consumer models by which actors tend to differentiate
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themselves are increasingly mediated by mass media. In this situation single indi-
viduals identify themselves socially by consumer objects and are constantly in-
volved in the manipulation of such objects as signs, that is, as the carriers of a
symbolic value in terms of adhesion to certain cultural models through which to
distinguish themselves. Consumers have the illusion of freely choosing between
these models, but in reality they are strongly conditioned by the media system that
imposes them. In this sense, they are social robots that adapt passively to stimuli
coming from the external environment.

Pierre Bourdieu’s approach (1979) is slightly different. For him too, consumer
behavior responds to a logic of competition for status, pushing individuals to iden-
tify with the particular life styles and tastes of certain groups in order to differenti-
ate themselves from others. However, in this case attention does not focus on the
media, but on the influence exercised on individuals as a result of their position in
the social stratification system. This differs from the Veblenian model in the more
complex and multidimensional explanation given to “social distinction.” This is
linked to the attempt to reconstruct social stratification in a more complex and
sophisticated way by introducing — together with the economic capital possessed
by each individual — cultural capital (inherited from the family and bought through
education) and social capital (linked to networks of relations). From the combina-
tion of these different dimensions a very detailed picture of social groups emerges.
These are distinguished from each other by highly specific lifestyles, which involve
consumer patterns: clothes, home furnishings, food, sport as well as aesthetic and
artistic taste or cultural activities. It is thus through belonging to the same social
group — defined by the combination of different types of capital possessed — that
the formation of a particular habitus is favored. This results from a set of disposi-
tions and orientations that shape lifestyles and consumption patterns, and becomes
an important instrument in social differentiation. Single actors still do not, how-
ever, seem to have any margins of autonomy in the consumer sphere, although
for reasons that are partly different from those highlighted by Baudrillard. For the
latter, it is the media that defines the standards in the competition for status; for
Bourdieu, it is the social groups sharing the same /habitus that do so (or as Weber
would have said, the status groups).

In contrast to the approach insisting on differentiation, the other sort of studies,
which is closer to neo-institutionalism, focuses on the role of cultural factors in
shaping consumption more than on competition for status, and underlines the
active role of actors. In this perspective, consumption is by necessity seen as “emi-
nently social, relational and active rather than private, atomistic or passive”
(Appadurai 1986, p. 31). A particularly important contribution has been made in
this direction in the work by Mary Douglas and Baron Isherwood (1979). The
focal point in this is the symbolic value of goods, vis-a-vis their functional utility in
consumer choices. In this case, however, emphasis is placed on the role that ob-
jects play in the relationship between actors and the cultural values prevailing in a
given context, as signs of identification, or detachment, or even of opposition. For
example, this can be seen in the formation of subcultures (youth, ethnic, political,
religious, etc.). In other words, the objects that are chosen serve to construct peo-
ple’s identities, to give a sense to their experience and to communicate with oth-
ers, not necessarily to compete with them. An interesting example of this perspective
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can be found in the work of Sahlins (1976) on food consumption and clothes in
the American case.

Consumption is thus also a fundamental field where the battle is fought to de-
fine values, to give form to the basic frames of reference for social organization:
“Instead of supposing that goods are necessary essentially for subsistence or com-
petitive exhibition, let us hypothesize that they are necessary to make cultural
categories visible and stable” (Douglas and Isherwood 1979, p. 59). It is in this
context that Douglas highlights the greater autonomy of the consumer from the
influence of the market and fashion. This feature has also been underlined by
Daniel Miller (1987), who drew attention to the possibility of active “strategies” of
consumers, and to experiences that allow them to resist the cultural influence of
mass consumption and to contrast the commodification of social relations.

Viviana Zelizer (1988) is also particularly sensitive to the theme of market influ-
ence. In her view, the new sociology of consumption tries to distinguish itself from
the conception of a “ boundless market” (that is, from the idea of a progressive
diffusion of utilitarian and individualistic values. She criticizes the view that the
market exercises a standardized and homogenizing effect on actors” behavior. The
market is not only not conditioned by social networks (a view typical of the struc-
tural approach), but is strongly influenced by cultural factors. This is particularly
apparent in consumer behavior. For example, Zelizer has shown how in some
markets for goods considered to be “sacred” — linked to life and death — cultural
factors play an important autonomous role in orienting consumers’ behavior and
the value of the goods. She used this approach in her pioneer study of the life
insurance market, in which consumption is influenced by the prevailing concep-
tions of the value of human life (Zelizer 1983), and in the study of the “child
market” (adoptions, insurance, “sales,” etc.), which is also affected by the variable
value attached to children’s lives over space and time (Zelizer 1987). According to
Zelizer, moreover, cultural factors can be seen not only in particular markets, like
those mentioned above, but also in the use of money as a standardized means of
exchange, utilized in different contexts according to different and specific rules.
Rules reflect particular cultural frames, for example, according to whether money
is used for gifts, for domestic use, or for charity (Zelizer 1994).

In conclusion, then, we can say that new approaches have emerged also in the
sphere of consumption, which can be linked to the new economic sociology.
Some of them underline the structural embeddedness of choices (again the work
by Bourdieu); others, coming from various backgrounds, emphasize more the
autonomous role played by cultural factors. These studies also tend to limit the
importance that the model of competition for status, inherited from the tradition
of the classics, has had on the sociology of consumption in the past. While the
attention devoted to cultural factors tends indirectly to link this approach to so-
ciological neo-institutionalism, it should however be noted that the relationship
between consumer behavior trends and the variety of economic organization is
still substantially unexplored. Recent tendencies in the sociology of consumption
attribute a more active role to consumers in defining their choices and in con-
trasting the influence of firms, advertising, and media. This emphasis seems to be
largely in line with those processes of qualitative and quantitative differentiation
of demand that have been underlined by scholars studying the emergence of
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new models of flexible organization. However, a research strategy aimed at link-
ing these trends in consumption and production has been lacking so far in the
new economic sociology. Therefore, this problem has been mainly analyzed by
marketing studies.



Chapter 10

Globalization and the
Diversity of Capitalisms

In the last chapter the development of economic sociology over the last thirty
years was described, and the differences between comparative political economy
at the macro level and the new branches of study at the micro level were exam-
ined. In this conclusive chapter I will look at several of the more recent trends that
have attempted to integrate the two approaches. The objective of this literature is
to define different models of national capitalism, characterized by a particular in-
stitutional context. Attention is thus focused on economic policies, in particular
studies of neo-corporatism, and on models of productive organization, and there-
fore on the results of research on flexibility. As we shall see, these studies tended
initially to highlight the advantages of “coordinated market economies,” that is, a
model of capitalism that is more organized, as in the Japanese or German types,
vis-a-vis the “non-coordinated market economies,” prevailing in Anglo-Saxon set-
tings.

However, particularly since the end of the eighties, these advantages have been
questioned. This is because there have been signs of recovery and dynamism in
the British and American economies, and, more generally, because of a need to
account for the phenomenon of globalization. The growing interdependence and
integration of economies at the global level seems to threaten the more organized
models of the economy, where markets are restrained by other forms of regula-
tion. Anglo-Saxon capitalism — which is more dependent on the market — instead
shows signs of superior adaptation to this new situation, at least in the short term.
A new debate has opened on the possible impact of globalization on the different
regulatory systems of economic activities, that is, on the national varieties of capi-
talism. In this discussion economic sociology warns against accepting uncritically
any hypothesis about a progressive institutional convergence induced by globali-
zation. In the arguments presented to support this view, the specificity of its ap-
proach and the importance it gives to the autonomous role of institutions, and
thus to society, in orienting economic activities, can be seen.
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1 Two Types of Capitalism

During the seventies the principal problem with which the economies of the de-
veloped countries had to grapple was that of inflation. In chapter 8 we saw that
the neo-corporatist model attempted to show that arrangements between govern-
ments and large organized interests could resolve these issues, with both inflation
and unemployment remaining relatively low. However, the “government by de-
cree” model, based on greater autonomy of the state from organized interests, also
managed to achieve good results in terms of control over these variables. In the
case of pluralist systems — especially in the United States and the United Kingdom
— it was more difficult to control inflation and this led to higher levels of unem-
ployment, particularly in the early eighties. However, once the inflation issue had
been resolved, attention moved towards another feature that seemed to have an
increasingly strong influence over economic development: firms” ability to inno-
vate. Given these developments, comparative political economy tended to con-
verge with studies on the transformation of Fordism and new flexible models.

At the beginning of the eighties, the ability of firms in a particular country to
compete on the international market became even more important for economic
development and employment.! The boundaries of different national economies
began to open up, and these began to feel the influence of other countries more
strongly. A growing share of production was oriented towards international mar-
kets, and the income of a country became more dependent on the ability of its
firms to compete with imports in domestic markets and to export to foreign ones.
At the beginning of the nineties, a series of studies focused on the reactions of
different types of national capitalism to the new challenges posed by this situation
(Soskice 1990, 1993; Dore 1987; Streeck 1992; Hollingsworth, Schmitter, and
Streeck 1994; Hollingsworth and Boyer 1997a).

In one of the first analyses of the ability of national economies to adapt to inter-
national integration, David Soskice (1990) pointed to the limits of the neo-
corporatist model in the new situation. The crucial problem was no longer the
control of inflation but the balance of payments, that is, the capacity of national
firms to innovate and increase exports in relation to imports, in the context of a
slower overall growth of the world economy and greater competition between
producers. In doing this, it was not enough to focus on the institutions that regu-
lated wages, that is, on industrial relations at the central level, as in the neo-
corporatist model. Wage moderation and inflation control, achieved through
centralized agreements between governments and encompassing interest organi-
zations, were not sufficient to maintain employment. This last was now more de-
pendent on the capacity of firms to innovate, maintain, and increase their market
shares on the international market. This, in turn, required a particular institu-
tional context favoring adjustment towards flexible and quality production, both
of which were aimed at reducing price competition coming from developing coun-
tries with low labor costs.

Given this perspective, the macro and micro approaches discussed in the two
previous chapters began to integrate more closely. The dependent variable — the
problem at the center of the investigation — ceased to be the control of inflation or
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unemployment, as it had been for the first models of comparative political economy.
The emphasis instead moved to firms’ innovation capacity, on which depended
the penetration of the domestic and international market, and therefore the in-
come and unemployment of the country. As a result, the set of causal factors also
changed - the independent variables — and extended from the institutions influ-
encing macro-economic policies and the control of aggregate labor costs (in par-
ticular, industrial relations at the macro level) to those conditioning innovation by
firms at the micro level: finance, corporate governance, the role of management,
the regulation of labor relations, the training of workers, and the availability of
services for firms. It is precisely the diversity of the institutional environment that
leads to different models of national capitalism with respect to their capacity to
adapt to the international market. To illustrate the adjustment I will proceed by
focusing on the conditions facilitating firms” innovation, and will then move to the
influence of different institutional contexts on the outcomes.

Firms’ innovation capacity

Soskice (1990) indicated five conditions on which the capacity of firms in the more
developed countries depends if they are to move towards flexible quality produc-
tion, in order to avoid price competition tied to the cost of labor.

1 First is a long-term managerial strategy. Innovation is a risky process requiring
time and investments with a deferred return. Managers with a long-term horizon,
and evaluated on this basis, can better promote innovation.

2 The improvement in the quality of goods is linked to innovation of the process
and product requiring high levels of professional competence, on the part of both man-
agement and also labor. The training of human resources needs to be continually
updated.

3 Together with competencies, the capacity for cooperation between management and
workers is equally important. Innovation now requires a stronger involvement of
workers in the pursuit of the firm’s objectives, overcoming the rigid hierarchies of
the Fordist system.

4 Finally, to achieve flexible production of quality goods a high capacity of coopera-
tion with customers and sub-suppliers is also crucial. This allows information to be
exchanged and favors innovation through trust relations, in a context in which
the costs of the development of new products are high and their yield on the
market brief.

5 Together with these factors, which influence non-price competitiveness, the
role played by wage containment is also important. If wage increases exceed produc-
tivity growth, overall efforts to innovate are clearly compromised.

The next step is that of showing that these conditions are not determined simply
by the voluntary choices of firms” managers, but are favored or hindered by the
institutional context, that is, by a series of institutions that act at the macro and
micro levels, and that are closely interrelated between each other. The literature
on the varieties of capitalism underlined two aspects of this phenomenon. First,
the non-contractual origins of institutions are highlighted. These slowly devel-



240 GLOBALIZATION AND THE DIVERSITY OF CAPITALISMS

oped through history and are not reducible to the rational choice of efficient solu-
tions by actors. As a result, there is a certain amount of integration and coherence
between them - an “institutional logic” — also reflecting a common cultural matrix
formed over a long period of time (Hollingsworth and Boyer 1997b). Studies of
varieties of capitalism share, in this respect, the position of sociological neo-
institutionalism and its criticism of new institutional economics, as discussed in
the previous chapter. This leads to a vision of institutional change in which capac-
ity to change in the face of new challenges is structured by the preceding historical
path (path dependency) (Zysman 1994).2 The institutional legacy inherited from
the past is not very flexible (this point will be taken up again below, to discuss the
impact of globalization on institutions).

The second aspect, the national dimension, is emphasized by the literature on
varieties of capitalism. The historical path is seen as having shaped the institu-
tional legacy, and this leads to a recognition of the continuing role played by each
nation-state in forging an institutional complex that is both specific and integrated
(Zysman 1994, 1995). For example, research on the regulation mechanisms of
economic sectors in various countries highlighted how these are organized in dif-
ferent ways. Different sectors within the same country show some organizational
similarities, clearly influenced by the national institutional context (Hollingsworth,
Schmitter, and Streeck 1994).?

In other words, the organization of sectors is affected by a sort of contextual or
“societal effect” which cuts across technological or market specificities (Maurice,
Sellier, and Silvestre 1984). Naturally, this does not mean that the sub-national
dimension (in particular, the regional dimension) cannot also be important. As we
saw in the preceding chapter, it tends to become even more important with mod-
els of flexible organization; the development of industrial districts is a particularly
clear example of this. However, in this case too, the national dimension of institu-
tions needs to be examined in order to understand the phenomenon (Trigilia 1997).

The institutional conditions of competitiveness

How do different institutional contexts influence the innovation process? Accord-
ing to studies of varieties of capitalism, the situation of developed countries can be
traced to two ideal types. Soskice (1990), for example, distinguishes between “co-
ordinated market economies” and “non-coordinated market economies.” The first
type features a regulation system in which the market role is more limited vis-a-vis
the state or associations. Although there are differences between them, Central
and Northern European countries can be singled out as forming part of this group:
Germany, Austria, Switzerland, The Netherlands, and the Scandinavian countries.
Japan is also considered close to this model. Non-coordinated economies, in which
the role played by market regulation is more extensive, include the Anglo-Saxon
countries, the United States and the United Kingdom, as well as Canada, Australia,
and New Zealand.

The differentiation between these two types, and the other countries that are
similar, has been taken up by other studies. In particular, the essay by Michel
Albert, Capitalism against Capitalism ([1991] 1993), has been remarkably influen-
tial, with the distinction he makes between the “Anglo-Saxon” model and the
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“German—Japanese model” (this last is also known as the “Rhine model”). The
labels used by Albert highlight how ideal types can be especially useful for com-
parison between the market capitalism of Anglo-Saxon countries and the more
organized kind typical of Germany and Japan, that is, the countries which were
most successful during the eighties (the classification of other countries is more
residual and uncertain?). In reality, studies on the varieties of capitalism aim to
show that coordinated economies, or capitalisms of the Rhine-Japanese kind, have
given rise to institutional contexts that were more favorable to firm innovation.
They mainly attempted to clarify the institutional bases of the economic success of
Germany and Japan during the eighties.

In what way do coordinated market economies favor innovation? To answer
this question, several institutional dimensions need to be analyzed.

1 First comes the financial system and corporate governance of firms. This has a par-
ticularly strong influence on innovation. In non-coordinated economies, firms were
usually financed through the stock market. They were more frequently quoted on
the stock exchange, particularly the larger firms, and ownership of the capital was
shared between different actors: investment funds, private investors, or also mem-
bers of the families that originally owned the firm. At all events, these actors were
not usually tied to firms by long-term traditions. As a result, the decision to keep
or sell shares was more influenced by evaluations of their return in the short term.
This tended to discourage managerial strategies oriented towards the long term,
and therefore might obstruct the kind of innovation requiring investments with a
riskier and delayed return. The high risk of hostile takeovers put pressure on top
management and favored the search for short-term profitability, also through the
development of financial activities. In fact, a change in ownership might entail
replacement of the management.

In the coordinated market economies, and in particular in Germany and Japan,
the stock market was considerably less developed than the Anglo-Saxon coun-
tries. The long-term financing requirements of firms were mainly satisfied by the
banks. In addition, firms, particularly large ones, were owned by a small group of
share holders, in which banks and other financial institutions played an important
role (in Japan the large groups — keiretsu — all have a bank in their internal struc-
tures). These actors tended to have a long-standing relation with the firms, and
were able to monitor the prospects of profitability in the long term, and had an
interest in doing so. In addition, especially in Europe, the active role of banks in
many firms increased their capacity to influence managerial strategies. In this situ-
ation the management was less threatened by the risks of hostile takeovers, since
these were made more difficult by the institutional rules prevailing in the legal
system. As a result, top managers were instead more encouraged to undertake
investments and projects in the longer term, on whose yield they were then evalu-
ated by the shareholders.

Of course, the institutional structure of Rhine-Japanese capitalism does lead to
some shortcomings too. “Patient” capital can constitute a weak stimulus for man-
agement, while the “impatience” of the stock market exercises a stricter control
over the efficiency of industrial management. I shall return to this discussion be-
low. For the moment it is enough to underline how studies of varieties of capital-
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ism highlight an important difference in the functioning of the economy. In one
case institutional regulations give more influence to the shareholders. These actors
have a determining power over the firm’s strategies and tend to consider it as a
“network of contracts” aimed at maximizing short-term profit. The other model is
very different. The influence of the stakeholders — the management and workers —
is much greater. Indeed, the whole conception of firms, as Albert points out ([1991]
1933), is different. In the German case it is a true “community of interests,” and
even if its origins and cultural connotations are different, the idea of the firm as a
community is even more marked in the Japanese case. I shall come back to this
because it is tied to the regulation of labor relations in the firm.

2 Another important institutional dimension that differentiates the two forms of
capitalism has to do with the regulation of occupational training. This aspect influ-
ences both the competition of workers and the scope for acquiring the various
kinds of skills that will allow them to carry out different tasks and to participate
more actively in production, contributing to both flexibility and quality. In non-
coordinated market economies, specific components of this training were more
dependent on firms linked to the particular type of production in which workers
were used. More general skills were bought by individual workers on the market.
However, financial institutions were usually unwilling to make loans to individu-
als without guarantees for an activity like training, whose future value is difficult
to evaluate in advance. All this leads to a more limited supply of occupational
training with respect to the needs of innovation. Firms will not invest in it, beyond
their specific and immediate requirements, for fear that workers can then leave
them for other firms which did not contribute to their training. The more the
management is oriented towards short-term profitability, the more this is the domi-
nant trend. In addition, given the uncertainty, individuals will be less encouraged
to improve their basic skill.

Occupational training poses a problem typical of collective good production. Indi-
vidual firms and workers have no interest in contributing beyond a limited extent to
the production of this good on which depends both the capacity of innovation of
firms and the well-being of the workers themselves. In coordinated market econo-
mies the problem is resolved not only with a greater commitment by the state to
training, which is offered as a public service (as, for instance, in the German, Swed-
ish, and Japanese cases), but above all through forms of cooperation with firms and
their organizations. To prevent basic training from becoming remote from firms’
concrete needs, it is necessary for them to be involved in training programs, for
example through incentives to include workers in practical experience, as happens
in the case of apprenticeships in Germany. In Japan, the initial training does not
lead to skills which are useable on the market at the level of industrial sector, as it is
in Germany, since these are much more closely linked to the technical and organi-
zational requirements of the specific firm to which the worker is tied by a long-term
relationship. Also, regulatory systems which tend to stabilize labor relations — either
through the formal industrial relations system as in Germany and the Nordic
(Scandinavian) countries, or the use of lifelong jobs as in the large Japanese firms —
constitute a greater incentive for firms to invest in the occupational training of their
employees, who cannot be dismissed as easily as in Anglo-Saxon capitalism.
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3 This last feature is closely tied to another institutional dimension, that of indus-
trial relations at the firm level, which influences cooperation between management
and workers. We have seen that in non-coordinated market economies the finan-
cial mechanisms and the corporate governance provide incentives for a more short-
term orientation by management. This trend was strengthened by a system of
industrial relations characterized by weak unions and weak legal regulation of
dismissal. Both factors encouraged firms to be extremely flexible in terms of hiring
and firing. In other words, the workforce was increased or reduced according to
the needs of short-term profitability. However, this also entailed greater difficulty
in developing a relationship of stable cooperation and of active involvement on
the part of labor and middle management. In other words, it was increasingly
difficult to improve “functional flexibility” (adaptability to different tasks). Conse-
quently, one of the crucial resources for innovation in the area of flexible and
quality production tended to be scarce.’

How was this problem dealt with in the coordinated economies? Mainly through
the system regulating labor relations, partly dependent on bargaining between
unions and employers’ associations in the area of industrial relations, and partly
dependent on labor law and legal rules. This system was generally more rigid in
comparison to the other model, in the sense that it imposed more constraints on
“numerical flexibility” (freedom to employ and dismiss workers) and recognized a
more active role for union representatives in the running of firms (in Europe this
took place through the representation of highly centralized national unions at a
plant level, while in Japan enterprise unions prevailed). The regulation of labor
relations discouraged workers” mobility, although it did favor functional flexibility
within firms, unlike the other model. Not only were firms given incentives to
invest more in training to take full advantage of human resources of which they
cannot free themselves easily in downturns, but the greater stability of employ-
ment encouraged the involvement of workers and the development of flexible
forms of work organization. This was also because of stronger institutional guar-
antees that commitment and involvement would be remunerated. In the Japanese
case too, the role played by institutional rules (in particular, life employment, the
internal labor market, pay systems tied to the firm’s performance) were no less
important than traditional cultural orientations in assuring the cooperation of the
work force.

4 In dealing with flexible production models we have already seen how impor-
tant cooperative relations with customers and suppliers are for these forms of pro-
ductive organization. In this regard, Soskice underlined that non-coordinated
market economies were usually less rich in informal and formal social networks tied to
business associations. These last are important for the production and circulation of
information and trust necessary for innovation, especially in an economic context
in which speed and costs of introducing new products or models were growing,
while their yield over time in the market was decreasing. Therefore, the economic
value of cooperation rose. Since Anglo-Saxon capitalism tended to rely more on
both the market and hierarchy as regulatory mechanisms, this limited their capac-
ity for innovation through cooperation. The opposite happened for coordinated
market economies. In this case, networks of cooperation based on informal rela-
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tions and the diffusion of business associations were more widespread. Just as in
the case of professional training, this institutional dimension enabled another col-
lective good that is important for economic performance to be supplied, even if in
different ways. In Northern Europe, business associations and informal networks
promoted forms of cooperation above all at the industrial sector level (for exam-
ple, for training, transfer of technology or industrial relations); in the Japanese
case, instead, cooperation mainly occurred at the level of large industrial groups —
keiretsu (Soskice 1993,1999).

5 The final institutional dimension concerns the problem of wage containment.
The coordinated market economies usually used forms of wage control based on
centralized bargaining between strong unions, employers organizations and gov-
ernments. However, Soskice also highlighted, making reference to the Japanese
case, how similar results in terms of effective containment are also possible through
decentralized industrial relations and company unions that share the firms’ objec-
tives and are institutionally integrated in their internal structure. But, in non-
coordinated economies, however, where unions are weak, wage control depended
to a greater extent on the diffusion of unemployment as a regulatory mechanism
of workers” wage claims. This may have shortcomings to the extent that the needs
for firms to rely on highly skilled workers increases. In this situation it is more
costly to dismiss workers who possess firm-specific skills and to replace them with
unemployed people who do not. This is particularly true in non-coordinated econo-
mies because they usually provide, as we have seen, lower levels of marketable
skills among workers. As the “insider—outsider approach” (Lindbeck and Snower
1988) shows, the power of employed workers is thus stronger even where there
are high levels of unemployment. In the non-coordinated systems, which allow
the job market to determine wage levels, firms can thus find themselves in a diffi-
cult dilemma. They can invest in professional skills to deal with the requirements
of innovation, but this would raise the cost of labor, since workers would be more
inclined to exploit their market power because of the lower job stability. The other
choice is not to invest, taking advantage of lower wages through the easier substi-
tution of the employed workforce, but at the cost of depressing the resources for
innovation.®

On the whole, the set of phenomena considered above shows us two ideal types
of economic system with different institutional frames. In addition, as Albert has
underlined ([1991] 1993, ch. 7), the institutional differences also involved state
intervention in the social field and the impact of regulatory systems of labor rela-
tions on social inequalities. It is true that in among coordinated economies, i.e.
Rhine-Japanese capitalism, there are several important differences (see section
1.1, chapter 8). In the Rhine component public welfare and redistribution through
fiscal measures were more extended than in the Japanese one, where fiscal pres-
sure was lower and company welfare more important. However, in all coordi-
nated economies social inequalities were lower than in the Anglo-Saxon cases:
differences of income and welfare between various social groups were more con-
tained. This diversity seems to reflect, in the final analysis, a cultural legacy which
was more highly influenced by liberalism and individualism in the Anglo-Saxon
type, while the more organized forms of capitalism were all influenced by cultural
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legacies that emphasize collective responsibility in shaping individual life chances.

The joint consideration of the economic and social features of Rhine—Japanese
capitalism has led scholars working on the varieties of capitalism to underline the
competitive advantage of this model vis-a-vis the Anglo-Saxon one. This latter was
more based on the market as a system of economic and social regulation — particu-
larly after the neo-liberal turn triggered during the eighties by President Reagan in
the United States and Mrs Thatcher in the United Kingdom. In addition, at a more
theoretical level, it was pointed out that the market tends to lead to considerable
shortcomings not only in terms of social equity, but also of economic efficiency, if
its action is not subjected to institutional constraints by other regulatory principles
(state, associations, informal networks) (Streeck 1994; Hollingsworth and Boyer
1997b).

2 The New Dynamism of Anglo-Saxon Capitalism

The picture described in the literature on varieties of capitalism at the end of the
eighties has been questioned, mainly as a result of two phenomena. First, the
economic success of Germany and Japan has declined, while Anglo-Saxon econo-
mies — particularly the USA — have shown new signs of dynamism. Second, the
growth of globalization, and the process of European unification, have raised im-
portant questions as to the stability and reproduction of the institutional frame-
work of the coordinated economies. The new challenges posed by globalization
not only affect the regulative role of national states in social and economic fields,
but also other institutional dimensions, such as the financial system and corporate
governance as well as industrial relations.

Together with the declining performance of the most typical examples of coor-
dinated market economies — Germany and Japan — the growth of the American
and British economies during the nineties has undoubtedly contributed to altering
the image of Rhine—Japanese capitalism as the most successful form of social and
economic organization. In one sense this questioning of the preceding assump-
tions is useful. In fact, it may help to limit several of the risks in the literature on
varieties of capitalism, in particular, that of underestimating the possibility of an
economic revival of market systems of regulation. As we have seen, these risks
were already present in the literature on neo-corporatism. However, it should also
be pointed out that given the current state of knowledge, it is not possible to estab-
lish to what extent the growth of Anglo-Saxon capitalism and the difficulty of the
other model are due to factors of a conjunctural nature or, instead, to fundamental
changes that are more structural and over the long run.”

The highest number of jobs in the last ten years has now been created in the
United States, above all in the services, leading to the lowest levels of unemploy-
ment for years. British performance has been less brilliant, even though there has
been a significant decrease in the unemployment rate and new jobs have been
created especially in the private service sector. In manufacturing industry the trends
are more ambiguous. In the United Kingdom there are no substantial signs of a
change and the innovative capacities of industry remain low. The situation is dif-
ferent in the United States, where, during the nineties, there has been significant
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industrial restructuring. Productivity has increased at consistent rates and employ-
ment has stayed stable, with mobility towards new sectors that have compensated
for those in decline.

All the same, the improvement in American industry is difficult to interpret,
since different factors seem to contribute to it. Many medium to large firms, under
pressure for short-term profits, have followed the “low road” of adjustment in
traditional sectors, based on a reduction in the work force and the decentralization
of stages or components of production, often abroad, to reduce costs. Other firms
have instead followed an innovative path introducing new technologies and de-
veloping new products. They have adopted a “high road,” often experimenting
with new institutional arrangements, especially in labor relations, similar to those
of more organized types of capitalism (commitment to training, internal flexibility,
cooperative relations, company welfare, etc.) (cf. for example, Lester 1998). How-
ever, together with the reduction of labor (“low road”) and the improvement in
competition (“high road”), an important factor in the growth of productivity was
provided in the early nineties by the devaluation of the dollar vis-a-vis the German
mark (equal to 60% between 1985 and 1995) and the Japanese yen (equal to
100%) (ibid. p. 46-7).

American industry shows, however, several strong points in the field of high
technology and these seem to have been further consolidated in the last few years
(aerospace industry, computer and communication industry, biotechnology, etc.).
This specialization is linked to several specific factors in the institutional context
that were underestimated in the first studies of varieties of capitalism (and which
can also be found in the United Kingdom, even if high technology sectors are less
strong than in the United States) (Soskice 1993,1999). The importance of the
American military-industrial complex should be considered first here, since this
stimulated substantial spending flows for research and innovation in high-tech-
nology sectors. High-level university structures and high-level research centers,
closely connected with the world of firms through research contracts and frequent
personnel exchanges, also contributed to the development and local concentra-
tion of high-tech firms (Saxenian 1996). Finally, the role played by another insti-
tutional factor was extremely important — the presence of venture capital, namely,
of institutions that are equipped and competent to provide risk capital for the fi-
nancing of innovative projects and start-ups, often carried out by small firms with
Schumpeterian entrepreneurship. Following Soskice (1993,1999), this explains
why American capital, and to a lesser extent British, provided an institutional
context that was more suitable for “radical innovation.” This same context, how-
ever, for the reasons mentioned above, was less able to sustain adaptation and
utilization of radical innovation in large-scale manufacturing production, i.e. the
development of flexible and high-quality productions. This implies incremental
adaptations and innovations requiring the long-term involvement of researchers,
skilled labor, collaborative relations between management and the workers, and
between the parent company and suppliers. In other words, an institutional con-
text more typical of coordinated market economies is necessary.?

As can be seen, the emerging picture of Anglo-Saxon capitalism, especially in
the USA, is more balanced than that offered by the analyses of the eighties. The
economic system showed several important innovative features for industry, as
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well as for business and financial services; the economy was capable of creating
new employment in these new sectors, but especially in the low value-added pri-
vate services for the consumer. The growth of workers in this low productivity
sector was favored by the deregulation of labor relations, which enabled low labor
costs.” This was an advantage vis-a-vis the more organized forms of capitalism,
particularly the European type, where the existence of centrally coordinated in-
dustrial relations did not allow for the reduction of labor costs and the degree of
flexibility in hiring and dismissals that would be necessary to increase employ-
ment in low-productivity private services, as was the case in the Anglo-Saxon
models. As Esping-Andersen (1990, 1999) has shown, this problem was avoided
in Scandinavia, by creating new employment, especially female employment, in
the public welfare services. In European countries with a welfare system based on
monetary transfers to the employed and their families, rather than on services (cf.
section 1.1, chapter 8), there were growing difficulties for the unemployed, espe-
cially the young and women. Both these European strategies, however, contrib-
uted to an increase in public spending and fiscal pressure, and therefore hindered
investment and the creation of new employment. On the other hand, the picture
of dynamism of Anglo-Saxon capitalism has to be balanced by considering the fall
in real wages, the growing inequality of incomes, and thus the increase in social
polarization between wealthier and better-educated groups and poorer and less-
skilled workers (Lester 1998, ch. 2).

Summing up, Anglo-Saxon capitalism does not seem to exhibit either a clear
economic superiority (taking into account the competitiveness of industry and not
only employment) or a capacity to reduce social inequalities. It can be said, how-
ever, that its signs of dynamism lead to a correction of a rather unilateral vision
promoted by the institutionalist literature, which went as far as to claim that an
economy can be competitive only with the support of a benevolent policy and a
cohesive society (Crouch and Streeck 1997). The American case, in particular,
shows how economic competitiveness can be compatible with high levels of social
inequality. Rather than pointing to the superiority of one model over another, it is
more useful to think of multiple equilibria with different strong and weak points.
Moreover, this vision is rooted in the tradition of economic sociology because it is
consistent with the idea of different degrees of legitimacy of the market, which
condition its functioning (cf. chapter 6). A society that is strongly characterized by
liberal individualism, historically marked by the central role played by immigra-
tion and by the search for success through individual mobilization, can accept
levels of inequality that are higher in comparison to those tolerated in societies
with a different cultural tradition or institutional legacy, like those in Europe or
Japan.

3 Convergence or Diversity?

There is, however, a final and more subtle argument questioning the idea of vari-
eties of capitalism. Here, it is not a case of pointing to the current competitive
advantages of Anglo-Saxon capitalism, but rather of underlining that this model
could adjust better to the constraints imposed by globalization in the long run. In
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addition, however, the new conditions of competition prevailing at the interna-
tional level could determine a progressive erosion in the regulative institutions of
coordinated economies. The final result would be a progressive convergence to-
wards the institutional model of Anglo-Saxon capitalism. As can be seen, in this
view the concept of globalization does not only refer to the growing openness and
interdependence of national economies, but also assumes that globalization im-
plies an extension of regulatory models based on the market. To what extent is
this hypothesis well grounded?

To answer this question, several trends that encourage globalization will first be
considered at the empirical level. Following this, the consequences for the future
of various forms of capitalism will be evaluated.

The components of globalization

First, it should be remembered that the period of low growth rates for the devel-
oped countries, which started in the early seventies, also continued in the follow-
ing years: from 1975 to 1995 the average rate of growth of GDP was about half the
amount relative to the period between 1955 and 1975. This low growth went
together with a strong increase in international commerce. International trade
grew nearly twentyfold between 1967 and 1994, going from 292 billion dollars to
6,490. In the same period world GNP increased by a factor of 10, going from 2,290
to 25,570 billion dollars (Lafay 1996). In the OECD countries the ratio of exports
to GDP roughly doubled between 1960 and 1990, going from 9.5 percent to 20.5
percent (Wade 1996, p. 62). This means that the cake to be divided tended to grow
slowly, while competition between countries for bigger slices increased sharply.
The geography of world production also changed, with a decrease in the propor-
tional importance of the United States and Europe and growth concentrated espe-
cially in Japan and the other Asian countries (figure 10.1).

Together with international commerce, a second indicator of the growing inter-
national integration of the economy is provided by foreign direct investments.
These too are on the increase, pulled by the search on the part of firms for more
tavorable locations, in terms of both market outlets and lower labor costs (see
figure 10.2). According to several estimates, the share of manufacturing produc-
tion under foreign control would reach around 25 percent of world manufactur-
ing output around the year 2000 (Lafay 1996). During the eighties, foreign direct
investments quadrupled, growing three times faster than trade flows and almost
four times faster than output (Wade 1996, p. 63).

The third feature marking the growing interdependence of different economies
concerns the integration of financial markets. Commercial and industrial interna-
tionalization stimulated the capital flows that were necessary for financing trade
and investments, insuring against currency risks, moving profits made abroad, etc.
The breakdown of the international monetary system based on fixed exchange
rates, which occurred at the beginning of the seventies, in turn accelerated this
process, favoring the growth of the market for financial products such as futures
and options. There was also an autonomous innovation, tied to the growth of new
types of financial products (“derivatives”) which met the demand for investments,
coming in particular from the oil-producing countries. In addition, the improve-
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1960

European Union 25
United States 27

Other NAFTA
countries 4

Other European

. . countries 15
Latin America 7

Japan 8

Maritime Asia 6 Africa and Middle West 6

China 4 Oceania and other Asia countries 6

1994

United States 21 European Union 21

Other NAFTA
countries 4

Other European
countries 8

Latin America 7

Africa and
Middle West 6

Japan 8 .
Oceania and other

Asia countries 7
Maritime Asia 6
China 12

Figure 10.1 World production by regions (percentages)
Source: Lafay 1996.

ment in communications favored by the computer technologies lowered transac-
tion costs, and enabled integration in real time between the main financial centers.
Naturally, this process of integration was able to develop because the pressures on
national governments to liberalize capital flows also increased (this will be dealt
with in more detail below). Thus enormous amounts of capital, in the form of
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Figure 10.2 Hourly labour cost by regions (United States = 100)
Source: Lafay 1996.

bonds and shares, futures and other financial products, were transferred every day
on the financial markets. It has been estimated that at the end of the eighties on
the foreign exchange market alone around 900 billion dollars were transferred
each day, compared to the overall monetary reserves of all the central banks of
about 700 billion (Albert [1991] 1993). The stock of international bank lending
loans (cross-border lending and domestic lending denominated in foreign currency)
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went from 4 percent of OECD GDP in 1980 to 44 percent in 1990. It has also been
estimated that international currency flows were more than thirty times higher
than trade flows (Wade 1996, p. 66).

Taking all these three indicators into account — international trade, foreign di-
rect investments and capital flows, economic globalization can be understood as
growing openness of individual economies as well as interdependence among them.
What were the consequences of this process for the different models of capitalism?
Is it possible that a further intensification of globalization would favor Anglo-Saxon
capitalism, to the detriment of the more organized forms? And how well-grounded
is the idea of an institutional convergence towards more highly regulated market
models?

The future of different forms of capitalism

Suzanne Berger and Ronald Dore (1996) have collected various contributions with
the twofold objective of evaluating the extent of globalization processes and dis-
cussing the institutional implications of the regulation of capitalist economies. On
the first point, much of the work argue that the effects of globalization should not
be overestimated, as some popular books tend to do (a typical example of this is
The Borderless World by Ohmae 1991). Although international trade and foreign
investments are on the increase, as we have seen above, in the larger developed
countries about 90 percent of production is for the domestic market, and 90 per-
cent of consumption is produced at home (Wade 1996, p. 66; cf. also Hirst and
Thompson 1996). In addition, Robert Boyer (1996) underlined the fact that there
was no significant convergence between macro-economic indicators, other than
for the eight most developed countries, and even this was very limited and had
only been noticeable over the last few years. Persistent differences in growth rates
and employment, profit and interest rates can be traced to the influence exercised
by the institutional context.

Finally, it is undeniable that the much lower labor costs in developing countries
constitutes a major threat, especially for coordinated economies, which aim at
flexible and quality production with high wages for workers. Given that techno-
logical and communication developments allow more complex productions to be
decentralized towards these areas, this threat is rising (Crouch and Streeck 1997).
However, it is also true that more organized economies can rely on rich external
economies and on institutional settings that allow them to keep the lead in proc-
esses of innovation and to develop the productive stages with a higher value added.
On the whole, then, more caution is necessary when interpreting the phenom-
enon of globalization.

However, the supporters of the institutional convergence thesis could object
that what really counts is the overall trend over time, apart from the slowness of
its pace. Can we thus assume that convergence will be realized in future? Suzanne
Berger (1996) has summarized three main arguments used by those who believe
that this is so:

1 The first argument concerns market pressure and growing competition at the
international level. This increases the economic costs of social protection exercised
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by states, both directly through redistributive interventions that raise taxes, and
indirectly through regulation of the labor market and legal support for industrial
relations and collective bargaining. More generous forms of redistribution and the
extensive regulation of labor relations can induce firms to move elsewhere. The
autonomy of states in establishing an economic policy at both macro and micro
levels is inevitably restrained, and this gives an advantage to systems that are al-
ready more deregulated and based on the market.

2 A second argument refers instead to the imitation of those institutional rules,
which give good results in terms of economic performance, at both the macro and
micro level — for example, with regard to the financing system and corporate gov-
ernance. This might trigger forms of hybridization between different institutional
forms, giving rise to convergence.

3 Finally, a third feature deals with the negotiated introduction, through inter-
national agreements, of similar forms of regulation. There are numerous interna-
tional agreements of this kind, aimed at abolishing protective barriers and
introducing common standards. A particularly interesting example of this is the
economic integration processes of the European Union.

Suzanne Berger contrasts these points with others which question the extent of
institutional convergence:

1 One deals with the ambiguity of the pressures brought to bear by the market.
In other words, increased competition signals the need for adjustment, for exam-
ple, in economic policy and industrial relations, but is incapable of establishing a
standard institutional response to these challenges. It is more likely that a solution
will emerge through the influence on actors’ choices of the institutional legacy
inherited from the past and through the conflicts of interest between upholders of
the old rules and supporters of change. The choices will thus be path-dependent (as
already pointed out in section 1 of this chapter).

2 One can in fact formulate the preceding argument in terms of “functional equiva-
lents.” Different institutional responses can emerge in response to competitive prob-
lems in different productive sectors (for example, the German firm, the Japanese
firm, or Italian industrial districts). These institutional arrangements might, how-
ever, lead to equivalent competitive capacity, either in the same product markets
or in particular niches within those markets. A good empirical example of this
position can be found in the research on the regulation of different industrial sec-
tors by Hollingsworth, Schmitter, and Streeck (1994).

3 Finally, a third argument picks up on the idea of “institutional logic,” which
was already discussed in the analysis of varieties of capitalism. Here reference is
made to specific forms of interdependence between the various institutions char-
acterizing a particular national setting; these are tied to a common cultural matrix
that has evolved over time (Hollingsworth and Boyer, 1997b). In this case empha-
sis is placed on the difficulty of institutional shopping, namely, to introduce varia-
tions into particular aspects of regulation mechanisms without changing the overall
setting; Ronald Dore (1987) has, for example, drawn attention to the numerous
attempts made to imitate the organization of Japanese firms and to their short-
comings.
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As can be seen, the arguments put forward by both sides are serious and do not
allow simple answers to questions of the institutional consequences of globaliza-
tion, also because such questions cannot be immediately resolved through empiri-
cal research. We are dealing here with possible future trends. However, as things
currently stand, a balanced view would seem to be to recognize that globalization
will have — and in fact is already having — a series of destabilizing consequences,
especially for organized economies, which are more dependent on non-market
institutions and therefore place stronger constraints on the holders of an increas-
ingly mobile capital. It does not, however, seem likely that such changes will bring
about a real convergence. On the contrary, a readjustment of coordinated market
economies can be hypothesized, which will be accompanied by persisting multiple
equilibria, that is to say, by institutional systems characterized by differentiated
strong and weak points. To demonstrate this it may be useful to analyze in greater
detail the consequences of globalization for economic and social policies.

There is no doubt that the liberalization of capital flows and the growing inte-
gration of financial markets place serious constraints on the autonomy of national
states in the formulation and implementation of their economic policies (cf. for
example, Strange 1996). The pursuit of traditional macro-economic policies of the
Keynesian type is increasingly difficult for a single country in isolation from oth-
ers. Expansionary policies, leading to an increase in the public deficit and national
debt rapidly generate negative expectations and unfavorable pressures on the ex-
change rate of national currencies. That is, an increase in the sales of such cur-
rency can be determined, leading to currency crises and devaluation. However,
restrictive policies, based on raising national interest rates, can also fail to achieve
the desired effect, because firms can increasingly rely on credit from abroad on
better terms than at home. These constraints on the autonomy of macro-economic
policies are also reinforced by trade integration and foreign investment. Thus, an
expansionary policy combined with pressure from the financial markets could lead
to a growth in imports, if the national production system is not very competitive
because of high fiscal pressure or labor costs. In addition, high interest rates, or a
heavy fiscal burden, can also be seen as a stimulus for foreign direct investments.
As for the European countries involved in the process of monetary and economic
integration, it is clear that the conditions posed by globalization are reinforced by
those deriving from the European agreements made by the states (for example,
the Maastricht Treaty), since these place specific constraints on public spending.

While most scholars agree on this analysis, they differ in their evaluations of the
consequences. Crouch and Streeck (1997), for example, believe that the loss of
autonomy in macro-economic policies will weaken national states and extend to
other policy fields: welfare provisions and the institutional mechanisms support-
ing the role of associations and concertation in the more organized forms of capi-
talism, particularly the European ones. In other words, macro-economic constraints
and trends towards deregulation would come together, penalizing to a greater
extent coordinated economies. In fact, the latter are more dependent on state sup-
port for cooperation between organized interests (thus German capitalism would
be more strongly hit than Italian industrial districts or Japanese firms, which are
more dependent on regulative mechanisms that are less closely linked to the state
as such). Consequently, a weakening of more organized capitalism would in effect
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come about, and this would go together with an overall convergence towards the
Anglo-Saxon model, even if with a loss of competitiveness of the developed econo-
mies and greater social inequality. In other words, according to the hypothesis
formulated by Albert ([1991] 1993), even if Rhine—Japanese capitalism is both
economically and socially more efficient, it would inevitably lose ground in the
end and would end up by converging on the Anglo-Saxon version.

An important component of this process concerns the pressure of financial capi-
tal on corporate governance, that is, on the ownership structure and management
of firms. In reality, the higher mobility of financial capital and the greater scope for
short-term profit in the international market tend to destabilize the long-standing
network of relations between banks and firms that was typical of Rhine-Japanese
capitalism (cf. for example, Albert 1991; Rhodes and van Apeldoorn 1997). On the
one hand, the banks located in organized capitalism countries are increasingly
moving towards foreign financial markets and are willing to seize opportunities to
invest in the Anglo-Saxon capitalism countries. On the other, American and Brit-
ish financial capital penetrates into the firms’ equity in more organized types of
capitalism. Using Powell and DiMaggio’s neo-institutional categories (1991c), it
could be claimed that a sort of “normative isomorphism” has developed, also favored
by the large consulting firms. This consists of a set of regulatory practices that
reinforce the role of the shareholders in orienting the management strategies of
firms, at the expense — especially in Europe and Japan — of the traditionally impor-
tant role played by the stakeholders, that is, management and workers. In other
words, shareholders become less “patient,” and more oriented to the pursuit of
short-term profits and influence management and the organization of firms so as
to achieve this aim. There are several advantages to this. One is that the firm’s
management is obliged to take on greater responsibility, but — as we know — there
can also be a weakening in the long-term innovation processes that constituted
the strong point of organized capitalisms, more based on diversified quality pro-
duction. It should also be remembered that in Europe the new forms of corporate
governance have also been greatly reinforced by the regulatory intervention of
community institutions (Rhodes and van Apeldoorn 1997).

Despite the soundness of these arguments, other scholars share a more complex
and doubtful vision of the outcomes in terms of convergence through deregulation
(Zysman 1994, 1995; Berger 1996; Dore 2000). These authors underline that macro-
economic constraints — which are undeniable — do not necessarily reduce the au-
tonomy of the regulatory or redistributive policies of states, or for supply-side public
interventions at the micro-economic level. For example, different options can be
followed to increase competitiveness and thus also compensate the macro con-
straints: occupational training, research and development, regulation of sectors and
labor relations. Interventions by states in these fields do not necessarily have to
take the form of deregulation or privatization, relying exclusively on market mecha-
nisms. In addition, if it is true that macro constraints on public spending bring
about the need for restructuring and retrenching the welfare state, and for making
the labor market more flexible, there are several directions that the readjustment
can take, adapting to the legacy and institutional logics of each country. These are
not in any case easily digested. Around this legacy a conflict emerges between those
(including unions) defending the old institutions, which are more favorable to their
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interests, and those wanting to modify them. The outcomes of this conflict are
open, however, and are not strictly predetermined by efficiency constraints.

Evaluation of the impact of globalization on processes of concertation also calls
for caution. As we saw in chapter 8, while there has certainly been a weakening of
the old forms of centralized concertation aimed at controlling inflation, globaliza-
tion — as well as the process of European integration — could create spaces for new
forms of concertation. These aim at favoring a reorganization of the welfare state
and fine-tuning of micro-economic interventions to support productivity and the
growth of competitiveness, precisely as effective instruments to deal with the new
challenges posed by globalization (Schmitter and Grote 1997; and for the interest-
ing Dutch experience, Hemerijck and Visser 1997). There is no doubt either that
the more new forms of regulation are worked out at the international level, the
greater will be the scope for a significant persistence of institutional specificities at
the national level. In fact, this trend will enable the gap between markets — which
are globalizing — and institutions — which are still anchored at the state-nation
level — to be reduced. This process is particularly clear in Europe, where economic
and monetary integration has widened the space of markets to the detriment of
the regulatory capacities of the national states, while the political institutions of
the European Union remain weak and scarcely legitimized (Scharpf 1997).

In conclusion, there are many good reasons for assuming that globalizing trends
will go together with significant institutional changes and a redefinition of the
boundaries between the different forms of economic and social regulation. How-
ever, the institutional differences and their consequences for the economy and
society are not found to disappear. This hypothesis is linked to the idea of multiple
equilibria, rather than to a single equilibrium gaining ground gradually and inexo-
rably. The globalization of markets will create pressures and constraints that will
continue to be filtered by specific institutional settings inherited from history. There
can, thus, be particular advantages and disadvantages in the various countries and
regions in dealing with economic competition. And there will continue to be vari-
able combinations of economic efficiency and social equity (Block 1990,1994).
Some societies will choose to develop less in economic terms and to maintain a
more cohesive social structure. Others will opt for an opposite equilibrium. The
problem that each of these will have to face is not that of leveling out the logic of
deregulation, but of creating an intelligent and reflexive regulation. There will be
a need for actions that attempt to use the institutional legacy inherited from the
past in the best possible way.

It is unrealistic to think that this outcome can be achieved by opposing globali-
zation and obstructing the markets with protectionist closure policies, be these
economic or not, since they can only be unsuccesstul. A more effective response to
these challenges is instead more likely to emerge where the long-standing legacy
of each civilization is taken adequately into account. In this perspective, economic
sociology will still have a job to do. Coherent with its roots, planted over a century
ago, it will contribute to clarifying the social construction of the market. In a con-
stant dialogue with economics, it will contrast different institutional models in
space and time, singling out their strong and weak points and their economic and
social outcomes. It is in this way that it will continue to contribute to a reflexive
construction of society.



Notes

1 From Classical Economics to Economic Sociology

1 Tt should be pointed out that Weber defined the concept of institution in a more re-
stricted and specific sense than that used in the text (see Introduction). For him, an
institution (Anstalt) was a compulsory organization, a social group with a system of
formal rules determining the action of individuals, for example, a state or church (We-
ber [1922] 1978, vol. I, p. 52).

2 Weber used the term “social-economic” (Sozialokonomik) in his essay on “Objectivity” in
Social Science and Social Policy (1904). Later, in his essay on The Meaning of Ethical Neutral-
ity in Sociology and Economics (1917), he uses the expression “sociology of economics”
(Soziologie der Wirtschaft). In Economy and Society, he also uses the term “economic sociol-
ogy” (Wirtschaftssoziologie). Sombart also uses the expression “economic sociology”
(Wirtschaftssoziologie) in Modern Capitalism, particularly in the Preface to the 1916 edi-
tion. On the use of the term economic sociology, cf. Swedberg (1987, p. 135, n. 1).

2 The origins and Developments of Capitalism: Simmel and Sombart

1 The difference between the definition of the economy prevailing in the institutional
perspective of economic sociology and that of the neoclassical economists would sub-
sequently be emphasized by Polanyi (1977, ch. 2). He distinguished between substan-
tial and formal definitions of the economy (see Introduction, section 1 and chapter 5).

2 Sombart was criticized on this point by those who argued that the search for greater
gain might also guide behavior in precapitalist societies. He replied that he did not wish
to deny the existence of greed for money but was interested in whether it prevailed
within the sphere of production. In such societies, the search for gain did not orient the
economy but unfolded outside it, for example, in the search for precious metals, con-
quest, adventures, or usury (Sombart [1916] 1922, pp. 34-5). As we shall see further
on, Weber also too insisted on the difference between political capitalism and eco-
nomic capitalism.

3 Sombart referred explicitly to the introduction of the assembly line and organization of
work in the pioneering example of Henry Ford’s American motor industry (cf. in par-
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ticular, Sombart 1928, Vol. III, pp. 917-18; this topic is also discussed in chapter 9).

4 Sombart here referred to to the work by F.W. Taylor (1856-1915), an American engi-
neer and pioneer of studies on the scientific organization of work. This has often been
called “Taylorism” (see chapter 9).

5 Simmel’s essay on this topic is of considerable interest (1911).

3 Capitalism and the Western Civilization: Max Weber

1  Weber revised both these essays and later republished them together with other work
on religion (Weber 1920-1).

2 Bendix (1960) has played an important role in putting forward this interpretation of
Weber’s thesis, which highlights the links between the Protestant religion and the West-
ern city. See also Poggi’s interesting interpretation (1983).

3  Weber talks about “ascetic Protestantism,” including four main streams in this cat-
egory: Calvinism, Methodism, Pietism, and the Seven Baptist Church.

4  While Weber’s supporters have often underlined the deeper complexity of his inter-
pretation of capitalism, they have underplayed the lack of direct empirical evidence,
which continues to have important consequences for the perceived role of Protestant-
ism (Marshall 1982).

5 Weber used the concept put forward by Sombart in his Modern Capitalism.

6 Ido not discuss these in the order that Weber presented them in his book. A slightly
more detailed treatment of the various preconditions is given in Economy and Society
([1922] 1978, vol. I, pp. 161-2).

7 As well as in his essays in Sociology of Religion, Weber dealt with this topic in Economy
and Society (see in particular, chapter 5 of vol. II).

8 In his General Economic History ([1958b] 1987, pp. 56—-64), Weber distinguished be-
tween the Eastern feudal system and Western feudalism. He discussed the features of
the latter in great detail in Economy and Society.

4 The Social Consequences of Capitalism: Durkheim and Veblen

1 However, the theme of sociologie économique continued to be cultivated in the journal
founded by Durkheim, L’Année sociologique. Several of his students and collaborators,
such as F. Simiand, M. Halwachs, and M. Mauss, published important theoretical and
empirical articles on this topic.

2 This hypothesis was furthermore contradicted by empirical evidence, according to
Durkheim. While it was true that the division of labor could satisfy a greater number of
needs, it did not automatically lead to an increase in individual happiness, since this
was linked to the balancing of needs and the means for satisfying them. The division of
labor led to new problems, needs and reasons for being unhappy, as the high levels of
suicide in modern society illustrated. Durkheim developed this theme in his famous
study of Suicide, published in 1897.

3 Durkheim’s work on the origins of the division of labor, described above, was widely
criticized. Talcott Parsons (1937), for example, viewed it as a sort of “biologism,” where
demographic pressure determined the division of labor on its own. Durkheim’s argu-
ments do seem to reflect a certain unilinear conception of social evolution, in which
the growth of the division of labor was the inevitable outcome of the struggle for life.
Durkheim was sensitive to this kind of criticism, which surrounded his work from the



258

NOTE TO PP. 82-119

first moment that it was published. Later on, in The Rules of Sociological Method, he at-
tempted to explain that it was not simply an increase in the density of the population
that determined the division of labor, but that there also had to be an intensification in
social relations (moral density) which did not necessarily derive from the former. In
other words, a specific social factor had to intervene in order for this to occur.
Durkheim also mentioned a third “abnormal” division of labor that occurred in mod-
ern economic firms characterized by a high specialization of individual tasks. In these
cases, there was a lack of coordination between specialized functions, generating waste,
and a lack of solidarity. This type was close to anomic division.

These institutions should adapt the medieval model of guilds to new requirements, and
should be constituted by representatives of employers and workers from all sectors.
Durkheim also discussed the idea of “labor courts” to resolve economic and labor dis-
putes, set up with the same mixed representation of the different interests. It should be
noted, however, that he did not conceive corporations as voluntary associations, but as
“public institutions” with compulsory membership, organized hierarchically over the
territory (from the center to the periphery). Together with their specific economic func-
tions, they were to carry out collateral tasks of social assistance, professional and tech-
nical training, and to organize cultural and recreational activities. Durkheim believed
that these functions were particularly important because, in his view, corporations
should stimulate the forming of moral ties between actors involved in particular activi-
ties — a task that could not be carried out by the state.

Veblen’s work formed part of a wider set of studies that developed in the United States
with an institutionalist orientation. This approach included other authors such as W.
Mitchell and J. Commons.

Following the language and developments of the psychology of the period, Veblen also
dealt with other instincts: the “parental bent” or instinct of solidarity and the instinct of
“idle curiosity,” which stimulated scientific research and technical development.

This perspective was supported and developed in the work of famous scholars such as
Gerschenkron (1962) and the historical sociologist Barrington Moore (1966).

It is clear, then, that Veblen challenged the individualistic assumptions of neoclassical
economics with his institutionalist theory. In his view, it was possible to make an “ob-
jective” evaluation of collective well-being that should not be reduced to the sum of
individual utilitiy of single consumers (Hodgson 1994, p. 63).

5 The Great Depression and the Decline of Liberal Capitalism: Polanyi
and Schumpeter

1

Schumpeter wrote about this in his essay, The Instability of Capitalism (1928), and in his
lecture Can Capitalism Survive? (1936). This question was also central to his book Capi-
talism, Socialism, and Democracy.

Polanyi read Schumpeter’s work and, in particular, referred to his History of Economic
Analysis. However, the Austrian economist made no reference to Polanyi’s work.

6 The Legacy of the Classics and the New Boundaries between
Economics and Sociology

1

For example, in their interesting study on the origins of economic sociology, Jean-
Jacques Gislain and Philippe Steiner (1995) include Durkheim, Schumpeter, Veblen
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and Weber in their analysis, as well as Pareto and Simiand, although they exclude
Sombart and Polanyi. The absence of these last is certainly questionable. Moreover, if
one uses the twofold criteria of methodological and substantive importance, it is diffi-
cult to attribute a crucial role to Pareto, since he is mainly interested in developing a
general sociological theory and only peripherally considers questions of economic soci-
ology.

2 According to the historian of science Thomas Kuhn (1962), a paradigm is constituted
by a set of theories and methods giving rise to particular traditions of scientific research
that are consolidated and coherent, that is, to a “normal science.”

3 For similar comparisons, cf. Swedberg, Himmelstrand, and Brulin (1987); Hirsch,
Michaels, and Friedman (1987); see also Block (1990) and Smelser and Swedberg (1994).
However, one should note that these authors (and indeed this chapter) only examine
the more traditional positions held by neoclassical economics confronted by the found-
ers of economic sociology. As a result, more recent attempts to innovate within the
neoclassical paradigm, such as the development of game theory or new institutional
economics are overlooked (see chapter 9). In addition, no account is taken of the more
unorthodox views in economic thought, which have also questioned the underlying
assumptions of the theory of action of the neoclassical paradigm, leading to closer con-
tact with economic sociology. In this context, one must refer in particular to Albert
Hirschman, who, starting from the need to complicate the traditional theory of action,
has developed a series of innovative analyses of important issues such as economic
development, the organization of production, and consumption (Hirschman 1958, 1970,
1982, 1986). The positions of other, well-known heterodox economists (including Tho-
mas Schelling and George Akerlof as well as Hirschman) are presented in a collection
of interviews on the relations between economics and sociology edited by Swedberg
(1990).

4 This implies that from our point of view the difference between “methodological indi-
vidualism” (Sombart, Weber, and Schumpeter) and “methodological institutionalism”
(Durkheim, Veblen, and Polanyi) should not be over-emphasized (also see the intro-
duction and section 3 of chapter 4). Both these positions recognize the need to take
actors and their motivations into account in the explanation of social phenomena and
they recognize that institutions are created through interaction between actors. Once
formed, however, they condition actors. In this sense the differences between meth-
odological individualism and methodological institutionalism are less important than
they might seem (cf. Boudon 1984). From this point of view at least, neither of these
positions diverge from economics, which is also based on an individualistic methodol-
ogy. The ditference between economic sociology and mainstream economics has more
to do with the atomism and utilitarianism of economic models of action. Where there
is a truly radical difference is with approaches which deny any role to actors in the
explanation of social phenomena, in particular in systems theory and functionalist
theories. These last fall fully into the category of “collectivism,” or, more precisely,
“methodological holism.” There is no denying, however, that methodological
institutionalism sometimes run a greater risk of falling into holism, more particularly —
as we have seen (section 3, chapter 4) — in the formulation of its research program and
methodological perspectives than in its practical application.

5 The “regulative organization” regulates production and consumption, putting constraints
on the autonomous economic action of actors, as in the case of the corporations, cartels
between firms, and modern unions. The “administrative organization” instead admin-
isters production, redistribution and consumption systematically and directly, as is the
case in an economy that is entirely controlled by the state (Weber 1922).

6 This does not mean that there is no interest in the problem of equity in economics.
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Over the last few decades the branch of economics dealing with welfare and social
choice has dealt extensively with the problem of distributive justice (cf. for example,
the work of Kenneth Arrow and Amartya Sen). However, this approach mainly aims
to give a normative basis to public intervention, or to forms of voluntary regulation
(associative) to deal with the problems of equity that the market does not resolve, and
which can compromise the freedom of individuals. In economic sociology, questions of
equity are analyzed from the empirical and comparative points of view, to evaluate how
inequalities influence economic development in various contexts (see for example, the
discussion of different types of capitalism in chapter 10).

The distinction between constitutive and regulatory rules was first made by the phi-
losopher John Rawls (1967); for its implications in the field of economic sociology see,
for example, DiMaggio (1994).

Veblen’s intuitions have been confirmed by some famous empirical investigations, such
as those by Halbwachs (1933) on working-class consumption, and Warner and Lunt
(1941) on Yankee City. The interdependence of individual choices, resulting from social
conditioning, also underpins the important work of the economist Duesenberry (1949).
This interpretation of Veblen’s work seems rather reductive. As we have already seen
(chapter 5), Veblen actually attributed great importance to institutions — viewed in
their normative and cognitive (technological) components — in orienting behavior. In
this way he introduced an element that is close to Parson’s ultimate ends as shared
values and norms. In fact, the crucial difference lay in Parson’s rejection of
institutionalism as a theory aimed at explaining concrete economic activities. This also
went together with a clear antipathy towards Veblen'’s political radicalism.

In Sociological Elements in Economic Thought (II) (1935b), Parsons also associates Durkheim
and Weber with this program, but this makes the convergence he sets up between
these scholars and Pareto very strained on several points (the problem will come up
again in The Structure of Social Action). While Durkheim’s interest in founding a socio-
logical theory is clear (see chapter 4), this is carried out in a positivist framework where
there is little space for an “analytical” vision of economics and sociology a /a Pareto. In
addition, it is true that Weber defends the scientific foundations of economics as an
analytical discipline, distancing himself from historicism. But we have seen (chapter 1)
how he rejects the path of a general theory for sociology of either an analytical type, as
Parsons would like, or following a positivist model. For him, economic sociology should
develop a perspective different from that followed by economics: producing histori-
cally founded analytical models (the ideal types) that combine economic and institu-
tional factors and are always directed towards the interpretation of historical phenomena.
Disciplinary specialization had already begun before the Second World War, and in
some areas it became more established between the forties and fifties. One example of
this was the branch of studies on organization initiated in the United States by Taylor
in the early years of the century; important research was also done on labor perform-
ance and integration by Elton Mayo, during the thirties, and by the school of human
relations; the British tradition of studies on industrial relations, beginning with work
by the Webbs, is another important example, as is the research on the sociology of
work and carried out in France during the forties and fifties (George Friedman, Alaine
Touraine, and Michel Crozier).

8 The Keynesian Welfare State and Comparative Political Economy

1

However, the Spanish “social pacts” formed with interest organizations at the end of
the seventies played a very important role in the country’s transition to democracy
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(Perez Diaz 1986).

2 Here I am referring to traditional forms of political exchange. However, as will be seen
below, new types of agreement can be stimulated by the specific need to reorganize the
welfare state and to improve flexibility and quality in production.

9 The Crisis of Fordism and New Economic Sociology

1 The term Fordism recalls the pioneering role played at the beginning of the century by
the American automobile industrialist Henry Ford in the experimentation with the
new organizational model of the firm, in particular with the introduction of the assem-
bly line. The term Taylorism instead refers to the influence that the ideas and studies
on the “scientific organization of work” by Frederick Taylor (1911) had in the develop-
ment of the model.

2 The study of informal activities in the transformations of the socialist economies, both
in Eastern Europe and the Soviet Union before the fall of the communist regimes, was
particularly fertile (cf. for example, Szelenyi 1988; Stark 1989; Grancelli 1991).

3 There is also the tendency to offer work in the hidden economy (usually in the service
sector) outside wage and legal standards. This trend usually involves workers who
already have a job but want to increase their incomes.

4 In practice, it is impossible to know all the alternatives and all their possible conse-
quences when one has to take a decision. Rationality is thus always limited and aims to
obtain satisfactory rather than optimal results, basing itself on the selection of a re-
stricted amount of information.

5 This view is also confirmed by the industrial districts studies discussed in the preceding
section (Dei Ottati 1987), and by the operation of small-firm systems in Japan, as de-
scribed by Dore (1986), who also used this evidence to criticize Williamson (Dore 1983).
Granovetter (1985) explicitly claims that the persistence of sets of small firms can in
some cases be explained by the existence of a “dense network of social relations” which
reduces pressure on vertical integration.

6 One of these studies, by Baker (1984), deals with the market of shareholding options
on the stock market. Baker shows that in this context the traditional assumption that
markets will become more competitive and prices more stable the higher is the number
of operators does not hold. This outcome is due to the social structure of the market. By
increasing the number of stockbrokers, personal social networks break down. This re-
duces the homogeneity of actors’ behavior, increasing the volatility of prices.

7 It should be noted that this approach shows some similarities with respect to the inter-
esting developments of evolutionary theory in economics, in particular the work done
by Nelson and Winter (1982). These authors also criticize the new institutional economy.
They view the behavior of firms as governed by routines that form over time, consti-
tuting a sort of equivalent to genes in biology. Using their specific routines, single firms
attempt to adapt to market stimuli, which constitute the principal selection device of
choices. In this way the firms managing to adapt best are rewarded (although the less
efficient ones do not necessarily disappear). The basic differences with sociological neo-
institutionalism concern the role of these routines conditioning behavior. These are
seen by sociologists in less atomistic and more relational terms — that is, they are more
strongly influenced by a particular institutional context. Second, the selection mecha-
nism conditioning evolution is not necessarily dependent on the market, but is also
influenced by the state and prevailing professional standards. Mechanisms other than
the market are important above all for the organizations that are less exposed to com-
petition. In this sense neo-institutionalism is more interested in populations of firms
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(or other organizations) and in their homogeneity of behavior, while the evolutionary
approach is more interested in the individual differences between productive units,
and the consequences that derive for innovation and economic development.

Hirsch (1977) has underlined this point, drawing attention to “positional goods,” that
is, to goods that do not grow with the increase of demand, because they are available
only in limited quantities (for example, works of art) or because enjoyment deterio-
rates where consumption increases (for example, a house in a quiet tourist spot). With
the increase in income, the demand for these goods — given their clear symbolic com-
ponent — grows, but this generates a growing frustration, which in Hirsch’s view influ-
enced the tensions of the seventies and the inflationary pushes. Similar to this argument
is the hypothesis developed by Hirschman (1982). He suggests that the disappointment
of consumers might have been connected to the rapid expansion of durable consumer
goods and services in the post-war period. The drop in the quality of services, as well as
the decrease in satisfaction deriving from durable consumer goods (for example, house-
hold appliances and cars), nourished collective mobilization and protest movements in
the seventies.

Globalization and the Diversity of Capitalisms

As Krugman (1994) pointed out, the competitiveness of a firm should not be confused
with that of a country. First, a state cannot go bankrupt and is thus not sensitive to
market sanctions in the same way as firms. Second, the influence of globalization is
more important the smaller the country and its domestic market (this is, for instance,
not the case of the United States).

This neo-institutionalist position is also very close to that of the economic historian
Douglas North (1990), who, after having initially attempted to use the tools of institu-
tional economics — in particular the analysis of transaction costs — in historical investi-
gation, developed an approach to institutional change based on an evolutionary and
incremental logic. Path dependency plays a decisive role in this new perspective.

The influence of the national institutional context on the sectoral specialization and
the “technological trajectory” of a particular country also emerges from the evolution-
ist approach in economics, which analyzed the “national system of innovation” (Nel-
son 1993). The focus is placed on the institutions influencing the development of
scientific and technological research, but these are, in their turn, connected with the
widest national institutional context (Zysman 1994).

More specific typologies for the European countries have been developed by De Jong
(1995) and Moerland (1995). In these cases a “market-oriented” model of capitalism,
similar to those of the United Kingdom and Ireland, is contrasted to a “network-ori-
ented” type. This last is in its turn subdivided into two groups: that of the “social mar-
ket economy” (Germany, Benelux, Holland and Denmark) and the “Latin” type (Italy,
Greece, Portugal, and Spain). The Latin countries are distinguished, in particular, by
the greater number of family controlled firms, by cross-shareholdings among the most
important companies, and by the extensive role of state-owned companies. The posi-
tion of France is more unclear in this kind of model, as it is also in Albert’s typology
(1991).

It was no accident that attempts to restructure by successful American manufacturing
firms tried to deal with precisely these aspects, creating the institutional conditions for
more stable relations and greater involvement of workers and staff (cf. for example,
Lester 1998).

Soskice’s evaluation of the scope for the wage containment in non-coordinated market
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economies requires some qualifications especially for non-industrial sectors. Wage con-
tainment may be achieved through market regulation. In fact, real wages have grown
less in non-coordinated market economies (Lester 1998, pp. 36-7), and this was ac-
companied by good employment performance, above all in private services for con-
sumers, where market regulation of wages has enabled lower labor costs to compensate
for the low productivity of such services.

Regarding conjunctural factors, some of the obvious areas to be taken into considera-
tion have to do with the over-evaluation of the German mark and the Japanese yen
vis-a-vis the dollar, extending over most of the nineties. For Germany there was also
the heavy burden of unification with East Germany, and, for Japan, the serious crisis of
the banking system. On the decline of Rhine-Japanese vis-a-vis Anglo-Saxon capital-
ism, see the balanced account by Dore (2000).

In this respect, Soskice’s work is close to the main tenets of evolutionary economics
(Dosi, Pavitt, and Soete 1990; Nelson 1993), though he uses a wider institutional ex-
planation.

The possibility that decentralized wage regulation systems could have positive effects
on economic performance, and in particular on employment, had been underlined in
an important contribution by Calmfors and Driffil (1988) at the end of the eighties.
These authors bring empirical evidence to show empirically how good employment
performances can come about through both centralized regulation systems, like neo-
corporatist ones, and decentralized systems, with weak unions and greater market space
(they included the United States, Canada, and Japan here). The worst results came
from intermediate systems. A similar hypothesis had been formulated by Olson (1982).
He pointed out that strong unions at the sectoral level, but not well coordinated at the
central level, would be less interested in and less capable of taking into account the
consequences of their demands for the functioning of the economy. This happens in
neo-corporatist systems, while in those that are more decentralized and deregulated,
weak unions are not able to alter the effects of wage moderation exercised by the labor
market. Ensuing research has not, however, confirmed this hypothesis fully, showing
that employment cannot be explained simply by the system of wage regulation (Calmfors
1993).
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