
        
            
                
            
        

    
Culture in Economics

History, Methodological Reflections, and

Contemporary Applications
Many economists now accept that informal institutions and culture play
a crucial role in economic outcomes. Driven by the work of economists
such as Nobel laureates Douglass North and Gary Becker, there is an
important body of work that invokes cultural and institutional factors to
build a more comprehensive and realistic theory of economic behavior. 
This book provides a comprehensive overview of research in this area, 
sketching the main promises and challenges faced by the field. The first
part introduces and explains the various theoretical approaches to studying
culture in economics, going back to Smith and Weber, and addresses the
methodological issues that need to be considered when including culture
in economics. The second part of the book then provides readers with
a series of examples that shows how the cultural approach can be used
to explain economic phenomena in four different areas: entrepreneurship, 
trust, international business, and comparative corporate governance. 
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Prologue

“Well, culture counts. In the first two chapters, I speak about geography,
which I think is terribly important. But once you get past geography and
want to know why certain areas have done better than others within

the same geographical context, then you have to recognize that culture

counts.” 
(David Landes, interview in Challenge  1998)
“We do have a great deal of recent research modeling specific norms

and their impact set in a game-theoretical framework, but examining the

overall consequences of culture for economic performance is still in its
infancy. ” 
(Douglass North 2005: 57)
Why a book on culture in economics? 
Culture matters! If there is a one-liner summarizing the rationale for
this book, it is this one. Recently many economists have turned their
attention to the role of culture and have included culture in their eco-
nomic theories. This interest is also reflected in books by prominent
scholars who have argued that a closer study of the role of culture
in economics is required. For example, Nobel Prize winner Douglass
North argues that culture is fundamentally related to economic out-
comes. As North puts it in his most recent book on economic change:
“Our task is to explain the diverse belief systems that have evolved
historically and in the present, which have very different implications
for structure, organization, and economic success of societies” (North
2005: 69). A similar plea for a closer analysis of culture can be found
in Greif’s 2006 seminal work on institutions and economic develop-
ment (Greif 2006). According to Greif, insufficient attention is paid to
the fact that unobserved institutional elements, i.e. culture, can vary
systematically across societies and directly influence the effectiveness
xi
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of institutions. Two societies with the same formal rules specifying
property rights will experience very different levels of investment if
different beliefs about the enforcement of these rights prevail in each
(Greif 2006: 20–21). Such statements by Greif and North reflect a
broader consensus among many economists that culture matters and
deserves scholarly attention. The fact that Tabellini’s presidential lec-
ture at the 2007 meeting of the European Economic Association was
entitled “Institutions and culture” sends a clear signal to the commu-
nity of economists: we need to incorporate culture in our economic
framework (Tabellini 2008b). This book is an attempt to put this dis-
cussion on culture in economics into a broader perspective and sketch
the added value of including culture in economics along with questions
that arise when doing so. 
This said, scholarly work about culture remains highly scattered and
diverse. Contributions are spread thinly not only over various areas
of economics but also over neighboring disciplines such as sociology, 
anthropology, political science and management. In this book, we have
attempted to bring together these scattered contributions in a single
volume. We discuss the ways in which economists have incorporated
informal norms, values and culture in their work, contrasting and com-
plementing these with perspectives from other disciplines. Assessing
these contributions critically and from an historical perspective allows
us to discuss our achievements thus far and also point out some of the
main difficulties and challenges lying ahead of us. In doing so, we have
written a book that is unique in the sense that we bring together sev-
eral streams of research that would normally be found in an array of
journals, conferences and workshops in economics, sociology, political
science, anthropology and management. 
Finally, although this book is not intended to be a classical text-
book with supporting case material and assignments, we do think it
is a valuable resource for economics professors teaching courses on
culture and institutions as well as graduate students in economics. As
we have previously taught courses on institutional economics, culture
and economic behavior and international political economy, we have
experienced the need for a book summarizing the culture debate and
putting it into broader perspective. As far as we know, only David
Weil’s most recent textbook (2009) on economic growth contains a
separate chapter on culture. Although he provides an informed and
succinct overview of the reason why culture is important to economics, 
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xiii
our ambitions go beyond arguing that culture matters. We wish to
show where this interest in culture comes from and discuss the history
of culture in economics to understand contemporary developments. 
Even more so, we wish to push the methodological and theoretical
research frontier in this field. For econ-students, our book is a useful
resource for evaluating the recent cultural turn in the economics disci-
pline. By providing such an historically embedded analysis of the way
economists have dealt with culture, we also aim to counter recent crit-
icism indicating that many economists are trained as mathematicians
and have forgotten the broader societal context in which economic
activity takes place ( see  Paul Krugman, The New York Times, Septem-ber 2, 2009). Because we have made great efforts to not turn a blind
eye toward developments in other social sciences, social scientists from
any discipline will recognize many of the themes discussed. For non-
econ-students this book may, therefore, serve as a relatively simple
introduction to the way culture has been included in economics. 
Overall structure
The book has two main parts and a conclusion. The first part is mainly
concerned with historical and methodological issues that need to be
considered when including culture in economics. We structure the var-
ious approaches to “culture” by sketching the historical and method-
ological context in which the discussion on culture has evolved. Also, 
we point out some non-economic contributions to culture and econ-
omy, in so far as they seem useful to economists interested in culture. 
This is the task of the first part of the book, which constructs a frame-
work from which to assess the various contemporary contributions to
the field of cultural economics. The second part contains four contem-
porary applications. 
We center the discussion in the first part on three closely related
key challenges or tensions. The first relates to the fact that whereas
culture deals with structures that are deemed given to the individual, 
economists start from a model of reality in which behavioral pat-
terns and outcomes are retraceable to individual, purposeful decision-
making. As a result, economists studying culture face a challenge of
aligning cultural (exogenous) structures  to economic agency. Second, we note that the concept of culture refers to properties at the collective, macro-level while most economic theory operates at the level of the
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individual  or is derived from the micro-economic behaviour of individual agents. Hence, culture research in economics encounters a problem
of realigning the collective and the individual, or more practically has
to find a solution for the problems associated with the aggregation
from micro to macro and vice versa. The third theme concerns the ten-
sion between economists’ focus on establishing universal  insights and principles on the one hand and the presence of a diversity in cultural
logics and perceptions of reality on the other. This context specificity is hard to align with this basic assumption of universalistic behavior. 
This tension between universalistic and particularistic is related to the
phenomenon of a cultural bias. 
These three themes return in the second part of the book when
we discuss contemporary applications of cultural economics. We have
chosen to discuss entrepreneurial culture, trust, international business
and comparative corporate governance for two main reasons. First, 
they are highly topical in the sense that they can be found on the
agenda of many economists interested in culture. This is reflected in
the choice of panel sessions at conferences and the popularity of these
topics among Ph.D. students. Second, by limiting ourselves to these
four different topics that we consider to be representative, we intend
to cover the broad scope of culture studies in economics. Despite the
shared focus on culture, the four topics show minimal overlapping, 
thereby maximizing the lessons that can be learned from these specific
topics. Each of these chapters deals with different practical issues that
arise when incorporating culture in economics and serves to illustrate
the abstract themes discussed in the first part. 
The final part of the book, Chapter 10, concludes and provides sev-
eral main methodological concerns, theoretical challenges and empiri-
cal opportunities for further work on culture in economics. The book
has a common denominator, but we have tried to write it in such a
way that the chapters can also be read as stand-alone contributions. 
Chapter overview
In the first chapter we seek to define culture. Given the variety of
methodological perspectives and scholarly and disciplinary differences, 
it is impossible to come up with one (new) all-encompassing definition. 
Kroeber and Kluckhohn (1963) have already counted more than 170
definitions of culture in the literature. In reviewing the literature, we
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are, however, still able to compile a list of defining and recurring char-
acteristics of many definitions of culture. After having established these
key characteristics of a definition of culture, we describe the differ-
ence between culture and closely related concepts such as nationality, 
ideology, institutions and ethnicity. 
In Chapter 2 we provide an historical overview of thought about
culture in economics, putting the removal of culture from economic
thought after the Second World War in its historical context. This
history is meant to show that, in spite of the renewed interest in linking
culture and economy, the way in which the two concepts have grown
apart over time continues to frame the current debate about culture
in economics. It is argued that the status of the debate in the 1950s
should be seen not so much as a starting point of the debate about
culture and economy but as the culmination of a longer development
in which conceptions of culture and “the economic” had gradually
evolved in opposite directions. Culture, or better, perhaps, morality, 
which was the more common term in early days, had been an inherent
part of economic studies since the early work of Adam Smith but
was, however, outsourced to sociology and anthropology in the early
twentieth century. 
Chapter 3 follows up on this historical overview by putting into
context the recent surge in studies on culture. We do this by analyzing
the specific reasons for the current inclusion of culture in the economic
framework. We describe the role of failing World Bank policies, the
break-up of the Soviet Union, increased data availability, the Asian
Values debate, and the rise of New Institutional Economics. 
Having described both the time-line of culture’s inclusion, exclusion
and inclusion again, and the underlying rationale for this develop-
ment, we put the relation between culture and “the economy” in the-
oretical perspective in Chapter 4. We distinguish between three broad
approaches: culture and economy, culture as economy/economy as
culture, and a third, more meta, perspective focusing on the culture of
economics. The first approach, labeled culture and economy for lack
of anything better, conceptualizes culture as an exogenous factor. It
can be included in economic models as a source of preferences, as a
source of constraints or as deviations from the model. Each of these
options is elaborated upon in this chapter. 
Parallel to this approach whereby culture is perceived as an exoge-
nous factor, more inclusive approaches exist as well. Some authors
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have sought to extend the economic framework to cover all social and
cultural phenomena, viewing culture as economy. Gary Becker and the
Chicago School are examples of this, as is the cultural materialism of
anthropologist Marvin Harris. Alternatively, ethnographers and eco-
nomic historicists have developed analyses in which culture is studied
as an encompassing whole covering every sphere of life. In this line
of work, economic behavior enters as a cultural phenomenon that is
subject to cultural studies. These approaches we classify as culture as

economy/ economy as culture. 
The final and more meta-analytical approach addressing the role of
culture in economics concerns those who study the ideas of economists
from a cultural perspective. It deals with the culture of economics. 
Whereas the first approach (culture and economy) is especially most
familiar to and most popular among economists, the second and cer-
tainly the third approach are less well known. In order to provide a full
sketch of the landscape of studies addressing the link between culture
and “the economic,” we do, however, consider it necessary to discuss
these approaches as well. 
Chapter 5 concludes the first part of the book. Given the landscape
sketched in Chapter 4, we focus on the methodical side of the “cultural
economics.” We discuss the variety of (empirical) approaches that can
each be associated with the theoretical streams of research as described
in Chapter 4. Because of its popularity in economics, we concentrate on
those approaches associated with the “culture and economy” strand. 
This implies that we discuss cross-cultural experimental approaches
and contributions from cross-cultural psychologists who have opera-
tionalized culture by means of large-scale, cross-societal value surveys. 
We discuss well-known databases such as the World or European
Values Survey and Hofstede’s and Schwartz’s work on culture dimen-
sions. The availability of these databases yields new possibilities for
empirical research. 
Part II consists of four chapters dealing with topics which contem-
porary economists are interested in and are still working on. In the
first application in Chapter 6, we discuss the role of entrepreneurial
culture. Many economists, ranging from entrepreneurship and innova-
tion economists to growth economists, have referred to such an ideal of
entrepreneurial culture. Entrepreneurial culture is often the residual in
economic explanations, but, beginning with the work by McClelland
(1961), entrepreneurial trait research has provided a renewed impetus
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to the (empirical) study of entrepreneurial culture. As we discuss in this
chapter, the discussion on entrepreneurial culture centers around the
tension between structure and agency and the difficulty in translating
insights from entrepreneurial trait research at the individual level to
the notion of an entrepreneurial culture at the collective level. 
The highly topical issue of trust is discussed in Chapter 7. Economists
frequently operationalize culture in terms of generalized trust, as, for
example, in Tabellini’s 2007 presidential lecture at the European Eco-
nomic Association referred to previously (also in Fehr’s 2008 presi-
dential lecture on trust at the same meeting (Fehr 2008) and Dixit’s
presidential lecture at the 2009 meeting of the American Economic

Association (Dixit 2009)). We provide an overview of the studies
using trust as an indicator of culture and discuss the strengths and
weaknesses of such an interpretation of culture. We also discuss the
(economic) consequences and the antecedents of societies character-
ized by high or low trust levels. In doing so, we show how economists
struggle to trace the origin of trust and the associated problem of infi-
nite regress. Moreover, we discuss the difficulty in coming up with a
universal measure of trust because trust has been argued to be (partly)
context specific. 
In Chapter 8, we turn toward a more business-oriented approach, 
i.e. we enter the field of international business. Logically, culture has
traditionally played a major role in understanding the patterns of inter-
national investment and cooperation across borders. The field of inter-
national business deals with the challenges arising from these cultural
differences. More specifically, we discuss the relation between cultural
differences and investment behavior of multinationals and the influ-
ence of (differences in) value patterns of managers working across bor-
ders. The tension between universal approaches and context-specific
rationality is an important part of the discussion in this chapter. 
The final application in Chapter 9 deals with the relatively recent
literature addressing the reasons for international differences in cor-
porate governance regimes. Contemporary studies of differences in
investor protection regimes explicitly mention the role of legal origin
in explaining differences in degree of investor protection. Similar to
the literature on trust, studies in the field of comparative corporate
governance and legal origin have embedded their explanation in the
broader cultural or institutional turn in economics. We discuss the dif-
ferent concepts associated with this literature and draw implications
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for our broader research agenda on the inclusion of culture in eco-
nomics. More specifically, we focus on the optimality of culture or, in
other words, the question of whether there is one unique best culture
(from an economic point of view) or whether multiple equilibria exist
that perform similarly. 
The book concludes with a discussion of what we have learned
so far and what roads we need to follow if “cultural economics” is
to make a meaningful and lasting contribution to economic thought. 
Given the enormous amount of work on culture, both in the past and
by our contemporaries, this book is by definition a far from exhaus-
tive overview of conceptualizations of culture and the way economists
have dealt with culture. On the basis of this limited overview, we do, 
however, feel that (i) we provide a general insight into the various
trends in cultural economic research that exist, (ii) we indicate where
they are coming from and where they are heading and (iii) we high-
light the important challenges and possibilities confronting research
into culture in economics. 
The book’s message
We intend to provide an overview of the literature addressing the role
of culture in economics and, at the same time, take a position in this
broader debate. Our critical reflection on how culture made its way
back into economics and how contemporary debates in economics are
shaped by the interest in culture should not be mistaken for a negative
evaluation of this literature. In fact, we are optimistic about the future
development of economics. The current attention devoted to culture
in economics (and context in general) is a sign of the strength and
maturity of the economic discipline. Economists today are incorporat-
ing insights from other disciplines, reflecting upon their assumptions, 
reaching out to critics in a constructive dialog and amending their
theoretical premises in order to develop more meaningful and precise
insights. All this bodes very well for the future. At the same time, we
are not na¨ıve. As economics has moved beyond its traditional limits, 
many latent discussions buried for decades underneath a blanket of
consensus over how to do proper economics have suddenly started
to re-emerge. Whereas “as in most other sciences, the majority of the
economists do their work with little explicit reflection on the philo-
sophical assumptions that underlie their research” (Hodgson 2007:
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211), the inclusion of culture in economics forces us to (re)think some
of these pillars. It puts old questions, such as those about structure
and agency, collectivism and individualism, and universalism versus
particularism, back on the agenda while also triggering a couple of
new ones. Up until now, unfortunately, contributions to the debate
about culture in economics have, generally speaking, not taken up
these challenges very well. The deeper methodological and theoretical
implications of incorporating culture in economic thought have not
generally been acknowledged, let alone adequately responded to. The
immediate danger is that, as a result, the discussion about culture in
economics will not be able to move beyond the level of platitudes such
as “culture matters” and push economic theory forward in a meaning-
ful way. In this case, people are likely to lose their interest in the issue sooner or later and write off the newly re-emerged field as a theoretical
dead-end. Such a fate is avoidable and should be avoided. Beyond the
conceptual and methodological difficulties lies a potentially blossom-
ing field of inquiry. In order to reach that point, this book seeks to
dissect the current debate and expose those challenges that have to be
addressed in order for the new cultural economics to flourish. 
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economy at the EAEPE Conference in Bremen, 2006. Of course, any
errors are ours, and interpretations of general developments in the field
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are even more ours, but the opportunity to use you as sparring partners
is greatly appreciated. 
Although it has already been some years, the working group on
European Values at Tilburg University was probably the first group
to exhibit the ambition to write a book like this. We are still grateful
for the discussions with the members of that pioneering group, con-
sisting of sociologists, management scholars, political scientists and
economists. More specifically, we would like to thank Wil Arts, Paul
Dekker, Loek Halman, Sjak Smulders, Jaques Hagenaars, Lans Boven-
berg, Niels Noorderhaven and Wim van der Donk. We have all gone
our separate ways, but the seed for this initiative was planted in those
meetings in 2002 and 2003. 
We would also like to thank our colleagues at the departments which
were so kind to host us for several days and, sometimes, even several
months. More specifically, we thank Nicolai Foss and Torben Peder-
sen of Copenhagen Business School, Rajneesh Narula at the University
of Reading, Lee Hock Guan of the Institute of Southeast Asian Stud-
ies, the staff at the Max Planck Institute for the Study of Societies
in Cologne, Marco Caliendo and Werner Eichhorst at the Institute
for Labor Studies (IZA) in Bonn, and Tina and Bjorn Ambos at the
University of Vienna. 
Finally, we would like to thank Ton van Schaik, Floris Heukelom, 
Angela Wigger and three anonymous reviewers for reading parts of
the book and the final manuscript. You have come up with useful
comments and questions that triggered us to further sharpen our dis-
cussion. All remaining errors and misinterpretations are ours. 
Final remark
The title of the book reflects our ambition to discuss the role of cul-
ture in economics and the way in which scholars have attempted to
(re-)align the premise of economic rationality with the foundations
of social behavior. The title is deliberately chosen. We do not wish
to suggest that we provide the  framework on culture and economic
behavior, nor do we describe the foundations of a new field called
cultural economics. However, for reasons of readability, we will occa-
sionally refer to the broader field of studies on culture in economics as
“cultural economics.” 
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Defining culture
1.1 Introduction
To most of us, culture means something like a society’s traditions, 
its values, norms and beliefs. Culture also refers to artistic activity, 
its products and the historical heritage of a society. In addition, most
of us would agree that culture is linked to the collective identity of
communities and, as such, refers to differences between societies. 
What ties all these meanings together? What is culture exactly? It
is when we start thinking about these questions that things start to
get blurry. In spite of the attention that has been paid to culture in
social sciences over the centuries, we are still no closer to an unam-
biguous, widely accepted definition of the term. Conceptualizations of
culture vary across disciplines, between schools and simply between
authors. In their authoritative review of the culture concept, Kroeber
and Kluckhohn (1963) had already counted more than 170 different
definitions of culture in the literature. Another half a century of social
sciences later that number has increased only further. Although we all
seem to have vague ideas of what culture is about, it seems to be very
difficult to agree on its exact definition. 
This lack of a clear-cut, unambiguous definition is a rich source of
misunderstandings in debates. The fact that most of us have a notion
of what culture is in the back of our minds only adds to this. If an
anthropologist and an economist are discussing the role of culture in
economic development, they may think they understand each other, 
but are they really discussing the same things? The former may believe
they are talking about ideas and values that are the contested product
of current political–economic processes, while the latter may inter-
pret culture as ancient traditions that are inherent to a society’s static
identity. Without making clear what we understand by culture before-
hand, any discussion of the role of culture in economics is bound to be
fruitless. 
3
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Before we start our discussion of culture in economics, we therefore
first have to make an attempt to define the object of our inquiry and
delineate culture more precisely. Needless to say, we do not claim to
be able to come up with a definition of culture that trumps all existing
ones. What we will do in this chapter is stipulate what we understand
by culture throughout this book, so as to familiarize the reader with
the scope and limits of our discussion. In order to do that, it serves to
shortly review various conceptions of culture that can be found in the
literature. In doing so, we rely on the classic overview of Kroeber and
Kluckhohn (1963), complemented by more recent literature. 
1.2 Culture as artificial
A very basic way to delineate culture is by focussing on its opposition to
nature. Culture is generally understood to refer only to those aspects
of the environment that have been made or shaped by humankind. 
This element has been stressed especially in definitions stemming from
the first half of the twentieth century. For example, Ostwald (1907:
510) defines culture as “that which distinguishes men from animals.” 
Another such definition runs “the man-made part of the environment” 
(Herskovits 1948: 17). A more recent contribution in this line is Ingle-
hart (1990: 18), who argues that “while human nature is biologically
innate and universal, culture is learned and may vary from one society
to another.” 
An interesting observation about these definitions is that, apart from
natural differences, they exclude virtually nothing. Culture covers all
aspects of social reality. This view of culture as a “comprehensive total-
ity” (Kroeber and Kluckhohn 1963: 85) is especially prominent in cul-
tural anthropology. Perhaps one of the most famous definitions of cul-
ture capturing this view is the classic one formulated by Tylor [1871]. 
According to Tylor, culture is “that complex whole which includes
knowledge, belief, art, morals, law, custom, and any other capabilities
and habits acquired by man as a member of society” (1924 [1871]: 1). 
Others include Boas’ (1930: 79) statement that “culture embraces all
the manifestations of social habits of a community,” or Malinowski’s
definition of culture as “an integral composed of partly autonomous, 
partly co-ordinated institutions. It is integrated on a series of principles such as the community of blood through procreation; the specialisa-tion in activities; and last but not least, the use of power in political
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organisation. Each culture owes its completeness and self-sufficiency
to the fact that it satisfies the whole range of basic, instrumental and
integrative needs” (1969 [1944]: 40). 
Obviously, the distinction from biological and physical aspects of
reality alone does not get us very far in delineating culture. Culture still means close to everything. If we want to give the debate about culture
in economics any direction, we need to identify other dimensions of
the concept. 
1.3 Culture as ideas and worldviews influencing behavior
Closely related to the nature–culture dualism is the distinction between
mind and matter. Since the second half of the twentieth century, 
authors discussing culture generally interpret culture as being about
the worldview of people rather than the material world out there. 
The view of culture as everything that humans made gave way to
a view of culture focussing on everything that humans thought, felt
and believed. Except perhaps in the sphere of arts, culture has come
to be not so much about material artefacts themselves as about the
perceptions, ideas, norms and values underlying them. 
This is most obvious in anthropology, where culture came to be
identified with systems of meaning. Clifford Geertz, probably the
most famous ethnographer of the second half of the twentieth cen-
tury, typically defines culture as “an historically transmitted pattern
of meanings embodied in symbols, a system of inherited conceptions
expressed in symbolic forms by means of which men communicate, 
perpetuate, and develop their knowledge about and attitudes towards
life” (Geertz 1973: 89). Geertz’s view is symptomatic of anthropology, 
which usually understands culture as complexes of distinctive proper-
ties, including norms, worldviews and beliefs (Wolf 1999: 21). Outside
anthropology, this interpretation of culture is widespread as well. We
encounter it in the works of Hall (1995) or Wuthnow, who writes
about culture as “overarching symbolic frames of reference, which we
shall refer to as meaning systems, by which people come to grips with
the broader meaning and purpose of life” (Wuthnow 1976: 2–3). It
“is at base an all embracing socially constructed world of subjectively
and inter-subjectively experienced meanings” (Wuthnow et al. 1984:
25). Cross-cultural psychologist Geert Hofstede (1991: 5), finally, has
something similar in mind when he describes culture as “the software
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of the mind.” Culture, in most contemporary conceptions, refers to
the intangible. It is about values, ideas, routines and beliefs held by
people. But does this mean that all ideas and beliefs are cultural? 
1.4 Culture as group distinction
One of the most crucial aspects of culture is that it is about distinction. 
It has to do with how groups differ from one another. This element of
distinction is stressed in various definitions that can be found in the lit-
erature. Geert Hofstede defines culture as “the collective programming
of the mind that distinguishes the members of one group or category
of people from another” (Hofstede 2001: 9). Other examples include
Kluckhohn and Leighton (1946: xviii), who maintain that “a culture
is any given people’s way of life, as distinct from the life-ways of other
peoples”; Hall (1995: 176), claiming culture is “the systems of shared
meanings which people who belong to the same community, group, 
or nation use to help them interpret and make sense of the world”; 
Gellner (1992: 18) arguing culture is “a shared set of ideas, held to
be valid simply because they constituted the joint conceptual banks of
custom of an ongoing community”; or Schweder (2001: 3153), who
defines culture as “community-specific ideas about what is true, good, 
beautiful, and efficient.” 
While distinction from other groups is an important element of a def-
inition of culture, questions remain about how to identify the groups
in which culture is thought to be residing. To derive one’s conception
of culture from collective identity requires clearly demarcated groups, 
so that collective identities are unambiguous. However, as the defini-
tions by Hofstede (2001) or Gellner (1992) indicate, it is often culture
itself that distinguishes members of one group from another. Culture
is not only an aspect of distinctive groups, it is also a means to dis-
tinguish groups. This element can also be found in older writings on
culture, such as in Wallis’ (1930: 9) definition of culture as “the arti-
ficial objects, institutions, and modes of life or of thought which are
not peculiarly individual but which characterize a group” (emphasis
added) or Benedict’s argument that “what really binds men together
is their culture” (Benedict 2005 [1934]: 16). This two-way reasoning
is potentially problematic. It means that to identify culture we have to
look at differences between groups, while to identify groups we have
to look at culture. The way out of this is to look for any clusters in
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the distribution of ideas, values and beliefs as culture of an appar-
ent group. Indeed, Hofstede takes such an empirical approach in his
work, not defining cultural communities a priori, but identifying cultural boundaries and differences on the basis of patterns in survey data
( see  Chapter 5). A definition that takes this route explicitly is the one by Brumann (1999: S1), which says that culture refers to “the clusters
of common concepts, emotions, and practices that arise when people
interact regularly.” 
There are limits to such an approach. For one thing, empirically
derived clusters in habits, ideas and behavior often overlap, so that
any individual belongs to various cultures simultaneously. Individu-
als share ideas, values and symbols with their religious communities, 
their country, their street, their age group and the supporters of their
favorite soccer club. All these units might be taken for cultural com-
munities, and it is next to impossible to come up with exclusive, clearly
demarcated groups of people who are the holders of a distinctive cul-
ture (Sen 2006). What is more, it has been shown that identities are
fluid. Whether national identity, gender, age, class or family serves as
dominant basis for identity is dependent upon the context (Eriksen
1993). The fluid character of cultural identity is more fully recognized
in the description of culture by Collier (1989) as an “historically trans-
mitted system of symbols, meanings, and norms. The emphasis in this
conceptualisation is upon identities, inter-subjectively defined by simi-
larities in symbols and norms, which are posited to potentially change
during the course of a conversation . . . In some encounters, nationality
may be a key construct, but in others, gender, the relationship, or one’s
professional position may be key constructs in the understanding and
accounting for outcomes. Therefore, I believe that identity adopted, 
managed, and negotiated during an encounter can be an important
focus. Culture can be measured thus as background and heritage, and
as emergent patterned conduct around a particular thematic identity” 
(Collier 1989: 295). The cultural group to which one belongs, and
its difference from other groups, is not a fixed given. Individuals con-
stantly switch identities, depending on the context. This multi-layered
and fluid character is by itself no problem, but it does make things
difficult when we want to move beyond theory development and pin-
point cultural groups and differences in practice. Letting go of the link
to collective identity is no option either, however, as the element of
distinction between groups is essential to how culture is understood. 
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Culture refers to ideas that are (supposed to be) shared among a group. 
Without this element, it is more useful to talk simply of ideas, tastes, 
norms or values in general. 
1.5 Culture as inherited, unquestioned given
Culture refers to what is shared among a group, but most of us would
not argue that any set of ideas that a number of people happen to
hold at a particular time makes up their culture. For any shared set
of ideas to be part of the culture of a group, it has to be perceived
as inherent to that group. In other words, to individual members of
the group it must be a given, following from their collective identity. 
This element of culture is stressed in Gellner’s definition (1992: 18), 
which runs: “a shared set of ideas, held to be valid simply because
they constituted the joint conceptual banks of custom of an ongoing
community.” The idea of culture as a system of norms and beliefs that
individuals inherit rather than consciously choose can also be found
in the definitions of culture used by anthropologists such as Tylor
or Geertz, who portray culture as inherited, “comprehensive totality” 
(Kroeber and Kluckhohn 1963: 85). Inglehart (1990: 18) also describes
culture as a system transmitted from generation to generation. What
all these definitions imply is that culture is assumed to be a given to the
individual member of a group. It is simply held valid, unquestioned by
the individual as a member of the cultural community. 
This view of culture as unquestioned makes it possible for
researchers to demarcate culture from economic or political patterns
of thought and behavior, while allowing them at the same time to
incorporate culture as a factor influencing such behavior. In sociol-
ogy, for example, culture has been generally understood as the realm
of intimate communitarian ties that bind, as opposed to ideology
which denotes scenarios of factional strife among self-seeking inter-
est groups (Wolf 1999: 21). Culture is thus distinguished from pur-
poseful, self-interested (political) action, though communitarian ties
may still inform such political strife (e.g. Huntington 1996). In those
schools within social sciences that focus on rational choice by indi-
viduals rather than collective action, we can see something similar
occurring. According to the rational choice framework, people make
decisions based on preferences and limited means, seeking to optimize
outcomes. In such a framework, culture enters as an external force, 
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influencing the individual rational agent. Political scientist Chai (1997:
45), for example, sees culture “as the basis for individual preferences
(goals) and beliefs.” Alternatively, culture can be treated in the manner
of Coleman (1990), as “norms that mandate action that is not in one’s
own interest or proscribe behaviour that is” (DiMaggio 1994: 29). 
Within economics we observe the same trend. Culture is typically
turned into a factor influencing rational behavior, while not being
subject to rational design itself (e.g. Williamson 2000). Lal (1998)
talks about “unintended consequences” in this respect. Culture is
understood as those things that were not rationally chosen but are
given to the individual. It serves as an input for (bounded) ratio-
nal choice. This latter element is obvious in the definition of culture
employed by Douglass North: “the transmission from one genera-
tion to the next, via teaching and imitation of knowledge, values, and
other factors that influence behavior” (North 1990: 37; the defini-
tion is taken from Boyd and Richerson 1985: 2). Other economists
have interpreted culture more limitedly as informal institutions (Greif
1994; Williamson 2000), shared values and preferences (Fernandez
2008; Guiso et al. 2006; Tabellini 2007a, 2007b) or religious beliefs (Barro and McCleary 2003; Guiso et al. 2003; McCleary and Barro
2006). What all these interpretations have in common is that culture
is explicitly reduced to an exogenous input factor influencing behavior
and choices, which makes it compatible with the framework com-
monly employed by economists. Conceptualizations of culture as an
exogenous factor allow it to enter the causal framework of economics
without many (apparent) problems. 

1.5.1 Challenges to culture as inherited given
This view of culture as inherited, comprehensive totality is not univer-
sally shared. In anthropology, it has been challenged in recent decades
by a focus on the production and negotiation of culture in individual
practices. As noted, the project to define culture in terms of distinctive
properties of given groups runs into the problem that in real life groups
are not given. Anderson (1991) argues that all collectives transcend-
ing the level where people have face-to-face relations with each other
are in fact “imagined communities.” An Islamic IT specialist from
California and a Presbyterian plumber from Detroit may never have
met, may not have anything in common and may not have any mutual
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acquaintances, yet, they might still feel they are bound together by way
of both belonging to the community of the United States of America. 
Because of the fact that an imagined community called America exists, 
they are each other’s “fellow Americans.”1
This opens the door for a conception of culture in which culture
is not so much an inherited, given “thing” but a schema produced, 
reproduced and negotiated by agents in their practices. As Anderson
has shown, national identity is not self-evident; it is the product of
an historical process in which the imagined community of the nation
has actively been constructed. America, like France or China, has been
made by the people, through their imagining. If culture is understood
as that which distinguishes the way of life of one imagined community
from another, it follows that culture is also a factor in this imagin-
ing. Sharing a common system of symbols, meanings and norms binds
people together in an identifiable group. It is our shared culture that
tells us who we are, making us different from other groups. In con-
temporary contributions, culture is therefore often seen as “a term of
differentiation that separates ‘us’ from ‘them’ through the construc-
tion of general characteristics that are meant to define, and mark off, 
a given group or collectivity vis- à-vis another group or collectivity” 
(Hau 2000: 126). 
The conception of culture as being produced and renegotiated by
individual agents through their actions and practices is typical for con-
temporary anthropology and cultural studies. In the words of anthro-
pologist Richard Fox (1985: 197): “there is no weight of tradition, 
only a current of action.” Culture is not a given to be re-enacted but
is “always in the making.” It is still only occasionally that this inter-
pretation of culture as contested and negotiable enters economics ( see
Heydeman 2008 for an example). 
As a consequence of the more dynamic understanding of culture, 
attention in anthropology has shifted to the social processes of the
construction and reproduction of culture, away from the product of
this process. The question is no longer what culture is but how culture
is produced, by whom and why. Since culture serves as a way of
marking off one group vis- à-vis the other, as Hau (2000) maintains, the
construction of culture has important political and economic effects. 
1 That is not to say that the state of the USA is imagined; it is only to say that the American nation is an imagined community. 
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For example, consider an employee who is part of a certain company. 
Companies might push a process in which being part of the company
evolves into a distinctive business culture, with its own norms, symbols
and meanings. As a result, the employee’s sense of belonging to the firm
is strengthened – it is now not only a job contract but also a set of
collectively shared meanings, norms and symbols that binds her to the
company. At the same time, the gap with other companies has become
larger, as they have distinctly different cultures. Such a cultural binding
of employees to the company gives the company a stronger position in
its wage bargaining with employees, since people are less inclined to
leave their cultural in-group. 
Politically, the construction of distinctive, national cultures has been
an important factor in the legitimation of nation-states. In this respect, 
Appadurai (1996: 15) speaks of culturalism as the mobilization of
cultural differences in the service of national or transnational politics. 
The construction of a distinctive culture has the effect of mobilizing
people toward a given end, such as the erection and defence of a unified
state on certain territory. Note that although it may be constructed to
that end, culture can have this effect only because its members usually
do not perceive it as constructed. This idea also is central in the ideas
of cultural theorist Peter Berger, who argues that man “forgets that the
world he lives in has been produced by himself” (Berger and Pullberg
1965, 2000). Were people to perceive their national cultural identity
as a product of the political interests of the state, they would be less
willing to make sacrifices for their country. It is because people assume
culture to be given and do not question their cultural identity that
culture is able to mobilize people and make them endorse culturally
specific institutions that are not always in their own interests. 
1.6 Competing terms: ideology, institutions, 
ethnicity, nationality
By now, we are able to identify a few distinctive aspects of culture. As
we have seen, culture is most usually interpreted as being:
a. human-made
b. about ideas and worldviews underlying behavior
c. about distinction between collective identities
d. assumed as given to the individual. 
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These characteristics allow us to distinguish culture from closely
related terms such as ideology or institutions. Ideology shares aspects
(a) and (b) with culture, but it differs on aspects (c) and (d). As
noted by Wolf (1999: 21), ideology commonly refers to purposive, 
self-interested conflicts between factions within communities. It is per-
haps the essence of ideology that it is discursively debated rather than
unquestioningly shared by the whole of a community. That makes it
essentially different from culture. 
Institutions are often defined as “the rules of the game” (North 1990)
or, slightly more elaborately, as “a self-sustaining system of shared
beliefs about how the game is played” (Aoki 2001). The concept of
institutions, like culture, relates to ideational and behavioral struc-
tures that are created by humans and influence their decision-making. 
In contrast to culture, however, institutions need not be related to
collective identity. Also, they are to a stronger extent prone to ques-
tioning as individuals may contest and at least try to redesign them
according to their preferences. An extensive literature in game theory
exists, successfully demonstrating that institutions may evolve out of
conscious, purposive action of individuals (e.g. Axelrod 1984; Kreps
1990; Lewis 1969; Greif, Milgrom and Weingast 1994). However, the
abilities of individuals to design or alter institutions instrumentally are
usually seen as limited. North, for example, describes the evolution of
institutions as incremental change (North 1990). The most important
difference with culture lies therefore in aspect (c) – institutions are not
necessarily limited to a specific group. 
That is not to say that institutions are never given to any particular
society. There are many examples of institutions not meeting these
criteria. It is to say that institutions, in contrast to culture, are not necessarily  specific to a community and treated by its members as given. 
This leads us to conclude that culture and institutions are not exclu-
sive categories. Structures are neither culture nor institutions: culture
refers to a subset of institutions deemed inherent to a community and
therefore lying outside the realm of what the individual may question
or change (Roland 2004). 
Whereas the element of collective identity distinguishes culture from
other institutions, concepts such as ethnicity and nationality share this
reference to identity. Here, the difference lies in aspect (b): in contrast
to culture, both ethnicity and nationality do not refer to ideational
factors exogenously influencing beliefs, values or behavior. Neither
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one’s ethnicity nor one’s nationality in itself says anything about one’s
ideas, values or behavior. Nationality is fundamentally a political iden-
tity. It follows from citizenship, which in itself tells us nothing about
customs, ideas or appearance. Ethnicity refers to sub-societal commu-
nities, based on ethnic markers such as alleged racial or physical traits, 
language, religion or descent. Such markers are usually perceived to be
primordial – that is, they are seen as ancient givens, preceding social
constructs.2 As a result, even totally assimilated migrants acting and
believing in the same way as their fellow citizens may still be identified
as ethnically distinct groups. 
Obviously, nationality and ethnicity are often correlated with differ-
ences in ideas and behavior and may have a cultural dimension to them. 
It is important to note, however, that this is by no means automatically
the case. To use the terms interchangeably, or to assume ethnic groups
or nations to be the units in which culture resides, is thus potentially
problematic. Although cultural, ethnic and national communities may
often overlap, culture is not nationality, nor is it ethnicity. 
1.7 Conclusion: culture in this book
We have identified culture as a subset of institutions related to societal
collective identity. At the same time, we have learned from modern
anthropology that collective identities are not givens but that they are
fluid constructions. Communities, in the words of Anderson (1991), 
are always imagined. The combination of these insights enables us to
identify culture as we understand it. Throughout this book, we loosely
define culture as those behavioral and ideational structures that are

deemed essential to the constructed identity of a community. 
This delineation immediately triggers some critical questions. Who
is deeming these structures essential? Who constructs the community’s
identity? Who decides which individuals are making up the commu-
nity? Indeed, we think that these attributions are by definition con-
testable. Some people perceive English language as essential to Ameri-
can identity, others do not. What is more, those who do are likely to
have different ideas about what American identity is and possibly even
2 Note that this perception by the members of the ethnic community, or by other groups in society, of these traits as primordial does not mean that they actually are. 
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about the demarcation of the community of Americans. Culture is in
the eye of the beholder. 
The eyes of which beholders do we take as guidance in our dis-
cussion? Throughout this book, we let ourselves be guided by the
perspective taken by the authors we discuss. In some cases, authors
do not explicitly present their work as part of the culture–economics
literature and only loosely or indirectly refer to culture. However, if
an author discusses structures of behavior or ideas that he perceives as
inherent to a group’s identity, we treat this as an instance of research
dealing with culture nonetheless. That is not to say that we necessar-
ily agree with this perception. In fact, a common theme throughout
the book is our questioning of such attributions. We often criticize the
added explanatory value of seeing certain institutions as cultural. Also, 
we portray some doubts about attributing culture to pre-defined com-
munities such as nations. A discussion of legal heritage (Chapter 9) is
included, for example, because the authors involved in this discussion
tend to present legal systems as inherited social structures that are spe-
cific to a society and influence its economic outcomes. Although they
use the term “culture” loosely, and do not always present their work
as contributions to culture-based research in economics, we do include
these authors in our book. Likewise, when discussing trust (Chapter 7)
we take the perspective of authors that see trust as a proxy for culture
and have also explicitly presented trust as such. In sum, all topics and
associated chapters are a deliberate choice and serve as input in our
quest to understand how culture has made its way (back) in contem-
porary economics and how such a development shapes theories and
raises methodological challenges. Having provided a working defini-
tion in this chapter, we turn, in the following chapter, to the analysis
of how culture disappeared from economics. We subsequently discuss
why and how culture re-emerged in economics. 
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How culture disappeared

from economics
2.1 Introduction
We have started our story about culture in economics with the difficult
question what culture is and how to define it. We identified a number of
essential aspects of what people understand by culture in the previous
chapter. In this chapter and the next three, we delve into the question
how this idea of culture may possibly enter economic thought. 
Looking at the elements of culture that we have discussed, it is
immediately obvious that such a task will not be easy. To economics, 
or at least the version of economics that became dominant in the
twentieth century, culture is a very strange animal indeed. Economists
tend to analyze behavior and society from the perspective of ratio-
nal choice. Culture, meanwhile, is deemed inherited and given to
individuals, lying outside the realm of instrumental design. More-
over, culture is about identities emerging at the level of collectives, 
whereas modern economics studies reality through the lens of indi-
vidual decisions. Finally, the notion of cultures as constituting world-
views implies that there are various ways of perceiving reality, result-
ing in various logics of behavior. Economics, by contrast, aims to
establish universal principles of behavior. These oppositions make
it not very surprising that culture has not received much attention
from economists until recently. Economics and culture are difficult to
reconcile. 
It was not always like that, however. The contemporary interest in
the relation between culture and economics and how to include cul-
ture in economics is not something completely new. Early economists
did not yet believe that issues like morality, beliefs and traditions lay
outside the normal bounds of economics. Up until the early twenti-
eth century, what we now call culture and economics were naturally
studied together. Scholars such as Adam Smith, Karl Marx, Gustav
15
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Schmoller, Max Weber and Thorstein Veblen have all contributed
more or less explicitly to the subject in the past. 
Why has culture disappeared from economics? How did this process
happen? This chapter traces the development of cultural and economic
thought up until the mid-twentieth century, by which time culture had
disappeared from economics almost completely. It argues that, through
shifts in the meanings of both culture and economics, the two con-
cepts came to eventually acquire the conflicting connotations we have
described above, resulting in culture’s ejection from economics. In the
next three chapters, we discuss why economists nevertheless gradually
became interested in culture again and how culture has entered their
analyses since. 
In discussing the relation between culture and economy we distin-
guish between two broad phases, which we subsequently discuss in
this chapter. In the first section, we trace the evolution of culture as
a relevant category for understanding the world, including the eco-
nomic sphere. In the second section, we discuss the events that are
associated with the separation of economic and cultural studies. These
events ultimately culminated in the idea of culture entering – or rather, 
being removed from – economics as “tradition,” most obviously in
modernization theory. The chapter concludes with a discussion, which
highlights the impact of the historical background on the contempo-
rary debate about culture in economics. 
2.2 A history of culture in economics
To understand how culture has been related to economics over the
past centuries, we first need to delve into the history of the “culture” 
concept. In Chapter 1, we have identified several aspects of contempo-
rary understandings of culture: it is related to collective identity; it is
about ideational structures, influencing behavior; it is a human-made
system; it is assumed to be inherited and given. These characteristics of
the word “culture” have not always been the same. Meanings of cul-
ture have shifted over time and differed between languages. Detailed
historical accounts of this evolution in Western thinking can be found
in Kroeber and Kluckhohn (1963), Markus (1993) or Brons (2005). 
Here we limit ourselves to key developments relevant to the discussion
about culture in economics. 
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2.2.1 From culture to progress
The term “culture” stems from the Latin cultura, a derivative from

colere: to grow, to cultivate. On top of its literal agricultural meaning, ancient authors such as Cicero also used the word metaphorically as

cultura animi, the “cultivation of the mind.” In medieval times, with their focus on religious worship rather than human development, this
meaning of the term more or less disappeared, only to return during
the Renaissance. Then, the metaphorical meaning soon replaced the
agricultural one as the dominant understanding of culture. 
Culture thus entered modern thought with the meaning of the indi-
vidual process of moral and intellectual development. A “cultured” 
individual was someone who was well educated, refined and erudite. 
While this remained the primary meaning, two gradual shifts in the
meaning began to take place in the seventeenth and eighteenth cen-
turies. First, the term came to denote not only the process of individ-
ual development but also the product of it (Kroeber and Kluckhohn
1963: 37; Markus 1993: 9). Culture became a “thing”, which people
possessed or did not. Second, the seventeenth and eighteenth centuries
saw a shift from culture as individual development toward culture as
development of societies as a whole. The idea of “more and less cul-
tured societies” emerged, put forward by authors such as Montaigne
and Pufendorf (Brons 2005: 99–100; Kroeber and Kluckhohn 1963:
31; Markus 1993: 10). 
At this point in time, culture, as in the original use of the word
as cultura animi, still represented a normative standard rather than a factor influencing behavior. It was the way individuals and peoples
ought to become, not a description of how they were. A first step
toward a more descriptive interpretation of culture occurred during
the Enlightenment. Especially in Britain – most notably in Scotland –
a new view of history had emerged, centering around the idea of

progress. Scottish authors, who were simultaneously confronted with
new images and information about “less cultivated” colonies and with
their own peripheral position within Britain, developed the idea that
history could be seen as societies evolving progressively, in stages. 
David Hume (1976 [1757]), for example, developed this idea of pro-
gression with regard to the history of religion. The idea of progress had
been informed by the so-called Querelle des Anciens et Modernes, i.e. 
the struggle between those who continued to hold classical culture as
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the normative standard and those who began to challenge the prescrip-
tive relevance of ancient culture for modern times. In the latter view, 
societies were no longer compared to an ideal defined by an image of
the classic age but came to be described in their own terms. The idea
of a universal, trans-historical human nature and ideal society began
to make way for a more pluralistic view in which different societies
were seen in their historical context (Baars 1988). History thus came
to be classified in distinctive periods; the idea of progress subsequently
added structure and direction to this classification. 
The idea of culture as development of societies fitted neatly within
these ideas. Culture as a normative standard still set the direction
of development, but the idea emerged that different societies were
at different levels of this universal development toward “cultured-
ness” (Kroeber and Kluckhohn 1963: 32). It was within this con-
text that the first theories about culture, history and economics came
about. 
Adam Smith
Adam Smith has often been labeled the founding father of eco-
nomics. He earned this distinction for his seminal The Wealth of

Nations (1999 [1776]), in which he argued that division of labor
and trade, inspired by self-interest, is the source of wealth and eco-
nomic prosperity. However, it is clear that Smith, the importance of
this work notwithstanding, was certainly not the first one to write
about the economy. Also, it might be noted that in his own time, 
Smith was much more renowned for his other major book, The

Theory of Moral Sentiments, first published in 1759 (Smith 1976
[1759]). 
The paradox of Smith’s current stature is better understood if
we consider his work in the context in which he wrote. Smith’s
major works, The Theory of Moral Sentiments  and The Wealth of

Nations, are to be seen not as positivist analyses of society – which would be an anachronism – but as normative, political economy. It
was not a pure description of a situation that existed everywhere; 
self-interested behavior and the predominance of free commerce
were by no means universally accepted. Smith’s work primarily
served as a call for allowing the situation he described to come
about, with his theories providing the moral justification for it. 
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Thus, although Smith might not exactly have been the father of
economics, in many ways he was the father of an economics that
dealt with market society, and as such, the first one to write about
the economic system that we know today. 
The eighteenth century was a time of great changes in British
society. On the eve of the industrial revolution, Britain had been
experiencing a change from a pre-market into a market society. 
This entailed nothing less than a breakdown of the old order. A
new society was rapidly emerging, which was not constituted by
guilds, feudal lords and serfs any more but by capitalists, landlords
and workers. The new economic system was no longer governed
by fixed, hierarchical, ascribed roles but by the free employment
of production factors. Instead of traditional relations, the market
came to be the organizing factor of economic life, if not society as
a whole. Commerce acquired a central role in the organization of
society, where it previously had been a marginal phenomenon. The
breakdown of the old order and its replacement by “capitalism” 
was by no means a smooth, uncontested process. It first required
“freeing” labor from the land to which it was tied, which occurred
as a consequence of the enclosures of previously common lands. 
This process turned the feudal lord into a landlord, and by dispos-
sessing the peasant, it created a new kind of labor force, obliged
to work for wages. The enclosures were a brutal and often violent
process. In addition to physical repression, it meant the disappear-
ance of the certainties and logic of the old order. A society governed
by contractual bargaining on the market instead of by religious and
personal considerations implied all kinds of existential uncertain-
ties. As late as the 1810s, anti-capitalist movements such as the
Luddites would be resisting this new society. It was in and about
this context that Smith wrote. 
The new social order emerging in Britain brought the indi-
vidual to the fore. The emerging market society was a place in
which individuals interacted freely with each other and in which
everyone sought to improve themselves, without being constrained
by ascribed roles and closed positions as existed in feudalism. 
Such a situation was easily associated with chaos and therefore
it required a philosophy of how a society comprised of indi-
viduals working on their own accord would still be function-
ing in an orderly manner. Smith provided such a theory. In The
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Theory of Moral Sentiments, he described how individualism would
not lead to a breakdown of all morality but how moral senti-
ments could be rooted in an individualist, anthropocentric world-
view. He argued that individualism would not result in a war of
everyone against everyone, but that inborn inclinations to mutual
sympathy ensured an orderly, moral and progressive society. In

The Wealth of Nations, Smith did the same for economic order
and prosperity. The two books, especially when taken together, 
thus provided a justification for the kind of society that was
emerging. 
At the same time, the writings of Adam Smith in this respect
reflected the ethical teachings and principles with which English
society was imbued. As Max Weber would later argue, Puritanism
advocated the idea that everyone had/should have a calling. If every-
one took up this calling earnestly, working hard and doing one’s
best in order to honor God, the division of labor and its benefits for
society as a whole came about indeed. But rather than as strictly util-
itarian, Puritans interpreted such usefulness for the common good
as an aspect of the purposeful organization of society meant to glo-
rify God. The moral message portrayed by Smith is indeed much
the same as the Puritan ideal: strive hard within one’s individual
calling, for the benefit of such conduct reaches beyond individ-
ual gain, fitting the purposeful system (Weber 1992 [1904–1905]:
161). 
In other words, what Smith was writing about was not (simply)
an analysis of the economy, even when in The Wealth of Nations
he specifically addressed production and wealth. Rather than that, 
Smith was the advocate of a total social and moral order, on the
one hand new, and on the other drawing from ethical principles
coming from religious sources. To Smith, this order was rooted in
individualist liberalism, of which economic principles such as the
division of labor were just an aspect. In his work, there was not yet
a division between economy and society, or culture. Economics, in
Smith’s work, was a societal and moral, political subject. The really
revolutionary aspect of The Wealth of Nations, when compared
with the work of mercantilists or physiocrats, was perhaps the
ethico–political idea that the wealth of nations was to be understood
as the product of commercial and entrepreneurial activity. With
Smith, the wealth of a nation is not determined by the riches of its
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royals, as the mercantilists argued; it is defined as the product and
income of equal, free individuals. In this sense, Smith’s work is a
radical, political statement and a redefinition of society as a whole, 
rather than simply an economic theory. 
If we accept that Smith was describing a whole social system
rather than just an economic principle, it follows that in Smith’s
work we find a theory about the relation between what nowa-
days (!) would be called culture and the economy. A society of
free individuals engaging in commercial relations with each other
would be both orderly and prosperous. Commerce created a soci-
ety which was civilized, because commerce was a necessary condi-
tion for arts and moral development (Smith 1983 [1763]: 137). In
other words, rather than proclaiming an entirely egoistic society of
everyone against everyone, commercial relations bred liberty and
virtues. Such a liberal society, with its moral and material pros-
perity, was perceived to be the most advanced stage of history, in
which commerce was the structuring element. Thus, where Smith
can be said from a contemporary perspective to speak of relations
between economy and cultural aspects, he views the culture he
describes and advocates not as differentiated but as the universal
endpoint of development through commerce. Culture or civiliza-
tion equals the market society, which through commercial devel-
opment will eventually emerge in every society, however savage it
is now. 
In the thoughts of Smith and his contemporaries, we see how the
idea of cultivation of an individual’s moral and intellectual qualities has
been transplanted to the progress of societies. General visions about the
evolution of societies emerged, covering morality, religion, commercial
relations and political structures. In these broad theories, culture and
economy did not exist yet as separate social categories. To speak of
this literature as being about culture and  economy is an anachronism. 
Also, Smith’s thought differs from current work on culture in the fact
that the moral, commercial and political development Smith envisaged
was not deemed specific to any community. Societies differed in “the
degree to which cultivation has progressed” (Kroeber and Kluckhohn
1963: 32), but the direction of this progress was universal. These two
aspects changed with the emergence of a new interpretation of culture, 
inspired by the Counter-Enlightenment. 
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2.2.2 The “essentialization” of culture
If we think of culture nowadays, we usually do not consider it to be the
universal product of societal development. Rather than that, culture
is deemed particular to a society and although rooted in history, this
history is typically considered specific to the society as well. This is
what we mean by essentialism: the idea that certain attributes – in this
case, culture – are specific and inherent to the identity of a certain
group or society. 
An essentialist interpretation of culture started to emerge from the
late eighteenth century, fully blossoming in the nationalist nineteenth
century (Wolf 1999). This process took place in a few steps. To start
with, in German philosophical discourse, a distinction came to be
made between culture and civilization. This distinction had its roots
in the rejection by Romantic authors of the Enlightenment worldview
of universalism and reason. Romanticists began to stress the peculiar, 
the traditional and irrational instead. In this line of thought, the term

“Zivilisation” began to be reserved for the universalist, rational society authors such as Smith had envisaged. It referred to the development of
artificial structures of behavior and manners. To the Romanticists, the
outward decorum of such Zivilisation, being opposed to the natural
tendencies and genuine development of human beings, only restricted
individuals and societies in their advancement. Contrasted to such
artificial constraints was “Kultur,” which denoted the actualization of the innate qualities and identity of human beings. Kultur  was deemed something positive and referred to the genuine cultivation of human
nature, as opposed to the adoption of alien manners and restrictions
of Zivilisation (Brons 2005: 100; Markus 1993: 16). 
At first, this new view upheld the eighteenth-century idea of culture
as the fruit of cultivation. The idea of a universal development path was
altered in a more pluralistic understanding of historical development. 
Authors such as the influential Johann Gottfried Herder thus began
to pay attention to what made particular peoples unique (Kroeber
and Kluckhohn 1963: 38–39). The study of history began to make
place for the study of multiple histories of particular peoples. The
idea that each people had a Volksgeist, i.e. a specific, inner essence from which its language, folklore and historical development unfolded, 
began to take hold. The idea of a Volksgeist  gave rise to the emergence of a new science of V ölkerpsychologie (ethnic psychology), seeking
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to identify this shared psychological essence that bound together a
people and set it apart from other peoples (Wolf 1999: 28). In this new
development, culture acquired two dimensions. On the one hand, it
was still something a society could have more or less of; the “cultured” 
societies were still opposed to the savage, primitive peoples. On the
other hand, however, each society now was considered to follow a
unique development path, determined by the cultural identity of the
people. Culture gradually became something specific. Within economic
thought, we can see this development in theories of scholars such as
Wilhelm Roscher, gradually evolving into the ideas of the Historical
School. 
The Historical School
The Historical School in economics generally refers to a rather
diverse set of authors of various generations. Hence, any summary
of the contribution of the Historical School in a few pages is neces-
sarily as incomplete and simplistic as such a project would be when
dealing with neoclassical economics. When discussing the way his-
toricists tended to approach culture and economy, we necessarily
limit ourselves to tentative, broad generalizations. 
The main idea that bound authors such as Wilhelm Roscher, 
Bruno Hildebrand, Karl Knies and Gustav Schmoller was a common
understanding of economics as an historical, cultural and political
science. They were concerned with the economy as a function of
individual motivation and morality. Historical Economists rejected
the assumed, imposed idealist construct of self-interested rational-
ity proposed by classical economics. Instead of simply stating that
human motivation was universally self-interested, they sought to
investigate the ethics and motivations of individuals, viewing this as
the basis for how economies functioned. In addition to an explana-
tory interest in ethics as a crucial variable guiding behavior and
constituting society, historicists viewed economics as an ethico–
political science. Economics was a science explicitly directed at pol-
icy applications; the distinction between pure theory and practice
was to be dissolved. However, if economic performance was a func-
tion of the morality in a society, to say anything about economic
policy implied taking stances toward morality. 
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Ethics in this respect was confronted as an empirical science. 
Research and theory development would result in statements about
moral decay and progress of societies that were not merely ide-
alist speculations but firmly grounded. Thus, theories of societal
progress, embedded in moral development, were developed by
authors such as Roscher, Hildebrand and Schmoller. To the lat-
ter, “economy is part of culture built into the world of nature, 
a product of man’s intellectual efforts . . . with cultural progress
the psychological-ethical causes become relatively more important” 
(Betz 1997: 97). This clearly refers to an understanding of culture
as cultivation of morality, overcoming the natural state. However, 
the whole project of putting economy in an historical–cultural per-
spective was informed by an awareness of specific characteristics
setting societies apart. Schmoller, for example, calls attention to the
point that “Ein Sinken der Zuckerpreise in England bewirkt eine
steigende Konsumtion, das gleich Sinken bei uns bewirkt das nicht, 
weil bei uns die Sitte des Zuckerkonsums eine andere ist” [A drop
in the price of sugar causes a rise in consumption in England while
the same drop does not have such an effect with us (in Germany, 
auth.), since our habits with regard to sugar consumption are differ-
ent] (Schmoller 1874, in Koslowski 1997: 6). One could therefore
argue that historicists were confronted with a continuous tension
between a concern with specificity and the desire to develop eco-
nomics into an ethico–political science, requiring moral standards. 
The position to which they tended was one of cultivation of specific
characteristics. Culture thus was differential, but still a product of
development. 
This position is perhaps most clearly taken by Wilhelm Roscher, 
although in some ways being predecessor rather than member of
the Historical School. Whereas the later historicists would make
a more downrightly hermeneutic turn and dissociate themselves
avidly from classical and neoclassical economics, Roscher was more
accommodating. He did not seek to develop a new theory of eco-
nomics, but tried to transplant the historical method into economics
as it was. Economy, in his view, was not a system but a description
of historically variable economic relationships (Priddat 1997: 20). 
Roscher sought a “factual” rather than an idealist science. 
However, Roscher did cling to the idea of objective principles
that are a-historical themselves, guiding history. He believed that
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history was governed by developmental laws, similar to natural
laws. Empirical description is only the observational aspect of a
preceding fundamental knowledge of such laws (Roscher 1918
[1854]: 82–83, § 29). In other words, any specific empirical description should be in terms of the encompassing framework of historical
laws. This historical description hence was in need of a compara-
tive approach: the parallels between different economic phenomena
are to be treated as objective truth when “there is a standard by
which to measure them: this standard takes the form of a law of
history” (Priddat 1997: 23). These laws of history referred to gen-
eral patterns in the development of specific characteristics of differ-
ent societies, however. In this way, Roscher sought an “historical–
physiological method,” looking for a “simple description of, firstly, 
the economic character and needs of a nation (Volk), secondly the
laws and institutions created to fulfil the former and finally the
degree of success they have had. In other words, a simultaneous
description of the anatomy and physiology of economics” (Roscher
1918 [1854]: 77, § 26). He believed that history portrayed a cyclical structure: each society goes through a period of growth, maturity
and decay. However, each people had its own path and own period
of maturity. 
Later Historical Economists moved away somewhat more from
the idea of universal laws. Knies, for example, maintained that
“the claim of universal and unconditional theoretical validity is
but a product of its own time” (Betz 1997: 91). In other words, 
standards and motivations were made the subject of inquiry, his-
toricized as well. They were not just specific to societies; they were
specific to historical periods as well. Although the emphasis thus
very gradually shifted from the idea of cultivation to a focus on the
historical specificity of societies, the main idea of culture as cultiva-
tion and development of a societally specific moral character was
maintained. Culture was thus understood as essentialist cultivation. 
Methodologically, historicists sought to develop economics more
clearly as part of the Geisteswissenschaften, the moral sciences. The underlying idea here was that sciences studying behavior had an
object that was fundamentally different from natural sciences. For
one thing, human beings had free will, ruling out the search for
universal principles that directed natural science. What bound all
humans together was the fact that they were fellow humans and
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their actions and ideas had purpose and meaning, which could be
recognized and understood by each other. Although society could
not be reduced to causal principles, its workings could and were
understood by people. This understanding was what the Geis-

teswissenschaften  were about; instead of an Erkl ären (explanation), historicists sought a Verstehen (understanding). The idea of

Geisteswissenschaften  implied a hermeneutic turn, arguing that the
object of a discipline such as economics was to be the study of
meaning. Meanings of processes and practices could be uncovered
by confronting details from various angles and putting them in
perspective of the whole. This approach was already advocated by
Roscher, arguing that details should be viewed in their relation with
the entire field of economics and the whole of national life as well
(Roscher 1918 [1854]: 82–83 § 29). Through such confrontation of
parts and whole, one could ultimately gain a Verstehen  of a soci-
ety and the meaning of the actions by individuals that were part
of it. 
The ideas of the Historical School have had a huge impact on the
development of debates about the role of culture in economics, even
though the authors associated with this school themselves are men-
tioned relatively rarely nowadays. The Historical School obviously
had an important influence on Max Weber’s study of the origins of
Western capitalism as an evolution of morality – the topics addressed
and approach betray a strong similarity. On a deeper level, some pecu-
liarities of the Historical School would make themselves felt in debates
for a long time. For one thing, the essentialist ideas of authors such as
Roscher were structured around the idea of society as nation. The his-
tory, the moral character and economy were all viewed from this per-
spective: the nation, or das Volk (people), was where culture resided. 
Cultural differences were differences between nations. As a corollary, 
the nation itself was homogenized and approached as a closed, given
entity not subject to questioning. There existed such a thing as the
German moral character and the  British culture. Such essentialist
notions of culture and development amounted to an approach to the
study of economy that might be called “methodological nationalism”:
the idea that any analysis of culture should start out from the unit of the
nation. 
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Against the background of an emergent German nation-state seek-
ing a common identity, this is hardly surprising (Kroeber and Kluck-
hohn 1963: 52). More generally, the idea of national cultures can
be clearly linked to the emergence of nation-states in the nineteenth
century and was instrumental to this political project. The idea of
geographically located groups with unique, collective identities, whose
ideas and values were deeply and fundamentally different from other
groups, were what justified a nation’s claims for control over a cer-
tain territory. It is therefore not surprising to find the idea of nations
each having their own national development path and culture to have
dogged development economics after the Second World War – many
newly independent countries were confronted with a similar challenge
of building unified nation-states, legitimizing their existence and sup-
porting the role of the state. This essentialist focus on the nation as
the unit having a distinguishable moral character and culture would
continue to work through in work on culture and economy, however. 
It left a firm imprint on much of the revival of cultural economics in
the final decades of the twentieth century, for example in the empirical
cross-country comparative studies. 
In addition to “methodological nationalism,” the hermeneutic turn
made by the Historical School would continue to influence an impor-
tant strand of thought with regard to studies of culture in other dis-
ciplines. The approach of anthropologists like Geertz, for example, 
is building on the idea that social science should be concerned with
the study of meaning, through a Verstehen  of other people, rather
than with looking for universal causal laws. The opposition between
approaches favoring some form of hermeneutics and approaches seek-
ing general laws makes itself felt even today. 
In a more negative way, it might be argued that the Historical School
has had an impact on the development of debates about culture and
economy because of the way it hung on to an ethico–political eco-
nomics. The ethical economics historicists were committed to was not
only to be about ethics and politics but was also to have a normative
character itself. The mixing up of these two ideas contributed to the
neglect of morality by later theorists. In the circles of those seeking a
pure, non-normative economic theory, the inclusion of ethics in one’s
analysis became suspect. The idea took hold that if one was looking
for general, non-normative insights, one should refrain from ethics. 
Hence, even though direct references to the work of people such as
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Roscher and the Historical School have become rather sporadic in the
literature nowadays, its impact cannot be underestimated. However, 
the essentialism of the German Historical School was not the only
important development in thinking about culture and economy in the
nineteenth century. 

2.2.3 The politicization of culture
The distinction between Kultur  and Zivilisation  not only instigated a shift to the essentialist interpretation of culture which can be found in
the works of the German Historical School. The idea of Zivilisation, denoting a system of norms and rules of entirely human, artificial origin, capable of oppressing humans rather than following from their
nature, also inspired a radical critique of society that can be found in
its most virulent form in the works of Karl Marx. In this line of think-
ing, the idea of an inevitable progression toward a state of civilization, 
governed by reason and individual self-interest, was taken over from
Enlightenment economists such as Smith. This view of progress was
combined with two elements of Romanticism: the less optimistic per-
ception of progress and civilization, and the idea that the rational
structures and organizations called civilization were something differ-
ent from the irrational, traditional and moral aspects of society. This
combination led to the first theories that could be said to be about
culture and  economy, in the sense of a relation between two different things. In this theory, social norms, beliefs and values were the mental
representations of a system of politico–economic relations and conflict. 
Instead of the essentialist notion of culture developed by Roscher and
others, Marx questioned culture, religion and social values critically
from the perspective of political economy. 
Karl Marx and Marxism
Although Adam Smith went into history as the founding father of
economics, when it comes to academic and societal influence he
definitely has to succumb to Karl Marx. The founder of “scientific
socialism,” Marx inspired generations of social activists, social sci-
entists and quite often a blend of these to adopt a critical approach
toward economics and society. Although commonly known – and
denounced – as the ideologue of communist movements all over
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the globe, Marx’s magnum opus, Das Kapital (1867), is actually
an analysis of the capitalistic market economy, rather than dealing
with communism or socialism. 
To Marx, the essence of capitalism1 is the use of capital to pro-
duce more capital. This occurs through the exploitation of labor. 
Like other classical economists such as Smith and Ricardo, Marx
saw labor as the only production factor capable of actually produc-
ing value. However, labor employed in the capitalistic production
process typically produces more value than what is needed to sustain
it. The laborer needs to work to ensure survival, receiving payment
that makes this more or less possible. However, the laborer con-
ducts more work than would strictly be needed for survival. In this
“overtime,” which represents labor inputs that are not paid for by
the capitalist, surplus value is produced by the laborer. This surplus
value results in a difference between production costs and rewards
and makes the production process profitable to the capitalist. 
The reason why laborers can be forced to work more than they
would strictly need to for their survival lies in the monopolistic
control over the means of production by the capitalist. Because the
laborer is dependent on capital to produce anything, this puts the
capitalist in a position to exploit labor and, in a way, steal part of
the value produced by laborers. In other words, capitalism rests on
a system of exploitation and oppression. 
This is not the place to go into the details of Marx’s analysis
of the capitalistic mode of production. Suffice to say that capital-
ism, according to Marx, is a system of inherent conflict between
laborers, who have an interest in limiting their labor inputs to the
amount needed for their survival, and those who control the means
of production, who seek to lengthen the period in which the laborer
produces surplus value as much as possible. According to Marx, 
such conflict arising from privileged control over means of produc-
tion is universal, but its form is dependent on the specific mode of
production. The conflict acquired a different form in feudalism, for
example, since the distribution of control over means of production
was different. Historical development takes the form of the decline
of one mode of production and its replacement by another one. 
1 Although the term “capitalism” is hardly used in Das Kapital. 
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This occurs because each mode of production has inherent contra-
dictions, which eventually result in crisis and its downfall (Marx
1859: 7–11). 
For the relation between culture and economy, it is important to
note that any such mode of production is not just an economic affair
but creates an entire system of social structures and ideas supporting
it. For example, the exchange of goods typical of capitalism pre-
supposes that goods are comparable, because they represent value. 
After all, if there was no common dimension to all products, no
exchange would be possible. If value is the common aspect of all
goods, and value is created by labor, this presupposes that all labor
is indirectly seen as equivalent. In other words, the market exchange
of goods indirectly implies that the labor of a peasant is compara-
ble to the labor performed by a nobleman. This requires a social
outlook that is most likely to come about in the abstract vision
of mankind typical of Christian doctrines such as Protestantism or
Deism (Marx 1978: 32, 36). In many other societies, the works of a
nobleman would be classified as of an entirely different quality than
the works of a commoner, ruling out equal exchange between the
two. Thus, capitalism entails a certain outlook to match economic
structures. More generally, the social relations of production form
a complex system that goes beyond mere economic relations and
affects social, psychological and religious conditions. 
The relation between these elements is given by the principle of
historical materialism (not Marx’s term). Marx divides society into
an economic structure and a judicial and political superstructure. 
According to historical materialism, the economic structure of a
society is the real basis on which this superstructure is built and
determines the social outlook and beliefs held by society (Marx and
Engels 1848: 480). In other words, the mode of production of mate-
rial life sets the social, political and religious conditions in a society
(Marx 1859: 8–9; Marx 1978, section 1, footnote 33). Economy
thus has primacy in the Marxist worldview. Also, Marx’s theory
is decidedly structuralist. Economic structures govern society and
even individual actions, since the actions of a capitalist are only a
function of the needs and purposes ascribed to capital. The cap-
italist will internalize these functions, changing, for example, the
economic necessity of savings into the moral requirements of absti-
nence and frugality (Marx 1978: 457). In this way, the individual
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actor is governed by the laws of economic structures of its own
making. 
These structures also govern historical developments. As noted, 
according to Marx, the historical evolution of a society occurs on
the basis of the development of the contradictions within its mode
of production. That also means that other “revisionist” attempts
to change society, through political and social channels, are futile. 
As long as a mode of production has not entered a crisis of its own
making, resulting in the downfall of a particular division of labor, 
any solution or moderation of the conflict between laborers and
capitalists is impossible (Marx 1978: 373). 
The relation between culture and economy in Marx’s thinking
thus focusses on the economic. Culture, morality and religion are
internalized social relations that are economic in essence. In this
way, they support the economic substructure and help to oppress
labor by sustaining a mode of production and distribution of con-
trol over means of production. The connection with the notion
of Zivilisation  is clear: Zivilisation  also referred to artificial, man-made constraints and restrictions that prevent human beings from
their full actualization. In Marx’s thinking, the superstructure of
society has a similar effect. Morality, religion, social, legal and
political structures are not intrinsic to national, historically rooted
identities, as Roscher wants it, but are part of hegemonic systems of
oppression and class conflict. The main difference with the Zivilisa-

tion  concept is that the superstructure, according to Marx, is not an arbitrary set of rules and relations but a symptom of historical laws
as well. To Marx, however, that does not preclude an explicitly
critical stance. 
Such ideas have been worked out in various ways by followers of
Marx. Sometimes, historical materialism has been taken to denote
a uni-directional causal relationship from economy to culture. Such
views have been denounced by many others, however, branding
them as vulgar materialism, economism or economic determinism. 
For example, Brewer (1990) asserts that Marx’s doctrine of histor-
ical materialism never was supposed to mean that any real society
could be reduced to a single abstract mode of production. Rather
than that, modes of production should be seen “as basic forms of
organization which can be combined and elaborated in many ways
in different historical circumstances” (Brewer 1990: 14). What is
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more, the relation between economic structure and cultural super-
structure is dialectical rather than monocausal. Although the mode
of production is the primary driver of socio-cultural change, culture
also affects the economic structure. Engels (1888: 93), for exam-
ple, maintains that the rapid development of the United States has
in part been due to the American entrepreneurial spirit. That said, 
Marx shared with his predecessors the idea that the rational logic of
civilization (used more or less as a synonym for capitalism, accord-
ing to Brons 2005) would ultimately determine the direction of the
universal history of mankind. The logic of historical development
was thus in the end set by economic structure, not culture. 
One of the most important Marxist authors who did stress the
cultural side of the reciprocal relationship between superstructure
and structure was the Italian communist Antonio Gramsci. Gram-
sci sought a more nuanced and comprehensive understanding of
class conflict, which was less exclusively historically materialist. In
Gramsci’s view, class domination did not rest only on the formal
political system and institutions imposed and defended by the state; 
it also spread into social and cultural life, creating a system of ideas, 
habits, beliefs and social relations that actively supported the situ-
ation of repression and dominance by one class. Working classes
were not only oppressed by the formal relations of the capitalist
system of production, the state or its laws and institutions; their
oppression also had infiltrated ideas, beliefs, values and norms, 
which served to put them in a position of exploitation. The total
of all this material, intellectual and ideological dominance together
formed what Gramsci called hegemony (Gramsci 1980). Similar
ideas were later worked out in the context of developing societies
in Paolo Freire’s Pedagogy of the Oppressed (1972), in which he set
out a program for liberating poor classes in developing countries
from the mental oppression resulting from decades of colonial and
capitalist exploitation. 
It is debatable which of these views most closely resembles the
true position of Marx and even more so whether that question is
of any relevance or not. What these approaches share is a criti-
cal attitude toward culture and economic structures, questioning
the content of moral, ideological and social structures from the
perspective of political economy. This can be said to have been
Marx’s greatest contribution to economic and social science: his
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call for a reflective, critical stance that was almost lacking in polit-
ical economy until then. Such a critical attitude, which sees culture
as a political–economic, problematic structure, continues to inform
thinking about culture and economy today. 
In the nineteenth century, we thus have a dual understanding of
culture and its role in economic processes. On the one hand, there is
the view of culture as essentialized self-actualization, informing the German Historical School, among others. This was the way most people saw culture: as a set of characteristics inherent to a society’s identity and steering its development. On the other hand, there is the critical
view inspired by Marx, which challenges this meaning and function
of culture, seeing it as part of hegemony. In this critical perspective, culture was seen as a reflection of the political and economic order in
society, serving to legitimize and support this order. Rather than taking
over the way culture and economy were understood within and by soci-
ety, Marx and his followers sketched a different, counter-hegemonic
understanding of society, from which point of view issues such as cul-
ture, law and economy were critically addressed. It should be noted
that this view, being a critique, does not dispute that culture was  commonly understood within society as essential self-actualization. What
it challenged was that this was the way society ought  to be understood, seeking a critique rather than a reproduction of such understandings. 
It argued that although people generally see culture as an inherited set
of characteristics inherent to a society’s identity, it is in fact an ingredi-ent of hegemony, to be explained out of underlying political–economic
structures. 
This dual understanding of culture already bore the seeds of another, 
more methodological opposition that came into full prominence only
after the Second World War. Roscher and the German Historicists
were committed to studying economy and society as they were, using
the concepts and understandings available within the social system
itself. Marx, by contrast, considered that these concepts and under-
standings were products of the system and reflected its structures and
power relations. Therefore, any analysis making use of the concepts
and understandings present in the field could not lead to critical insights
into social and economic mechanisms. Marx sought to develop an
alternative framework, the meta-historical reality of class struggle, 
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which provided the structures on which critique could be grounded. In
other words, the German Historicists – like the classical economists, 
as Marx would have argued – analyzed society from the (subjective)
perspective of the insider, while Marx sought to develop an objective
point of view by creating an outsider position. This tension between
(alleged) insider and outsider positions continued to play a role in
debates about culture, and culture and economy. This tension became
even more challenging because imperialism affected the interpretation
of culture. 

2.2.4 The traditionalization of culture
The rapid changes which Europe faced in the latter part of the nine-
teenth century had an impact across the globe. What some people
labeled as the first wave of globalization ultimately challenged the
existing notions of culture and society as well. After all, the idea that
different societies were on different development paths, set by the
cultural characteristics of their nations, was primarily designed for
the understanding of Europe. However, the late nineteenth and early
twentieth centuries were also the epoch of imperialism and a limited
European focus did not suffice any more. 
Any country with any aspirations in Europe was active in building
itself an empire. This project was often not only political; increas-
ingly, it was felt that imperial power also brought a responsibility
toward the natives to educate and civilize them. Imperial powers
apparently not taking this responsibility were publicly denounced (for
example, Joseph Conrad’s Heart of Darkness  about Belgian Congo or
Multatuli’s “Max Havelaar” about the Dutch East Indies). Imperial-
ism thus created a partition of the world as civilized and “savage,” 
which also affected the understanding of culture. Within the Western
world, people like Roscher had discussed the differences between the
developments of various Western nations. In the global imperialistic
arena, however, all these nations could be classified together as civ-
ilized and as such opposed to the rest of the world. This ultimately
caused a change in the understanding of culture. 
As noted, the understanding of culture as essentialized self-
actualization was two-dimensional. From the Enlightenment stemmed
the notion of culture as something of which a society could have more
or less. A more “cultured” society had developed more fully and was at
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the forefront of technological, artistic, political and economic achieve-
ments. Culture in the sense of civilization was associated with the
triumph of reason and opposed to barbarism and irrational tradition-
ality. Simultaneously, under the influence of Romantic nationalism, 
the process of cultivation of a society had become something specific
to each society, so that each nation had its own development path. 
Cultural differences were not only differences of degree but differences
in kind as well. 
Under the influence of imperialism, these two dimensions began to
drift apart, starting to denote different concepts. In the paternalis-
tic context of the imperial powers, the idea of “culturedness” as the
result of progress and cultivation of inner qualities was applied to
the development and achievements of Western, “high” cultures. These
achievements were not particular to or typical of a specific develop-
ment path. Rather, they were the (desirable) fate shared by the whole
of humankind, being the endpoint of all development. To denote this
development, the term “culture” was gradually dropped in favor of
terms such as “civilization” and “modernity.” Only in the context of
arts and literature do we still find the term “culture” to mean the cul-
tivation of intellectual and aesthetic ideals that are characteristic for
the cultured person. 
The word culture, when applied to societies, thus came to denote
the differential dimension mainly. Since modernization was considered
to be a universal, homogenizing process, cultural differences existed
only where there had not been development yet. Culture – the par-
ticular, the specifically own – became the deviation from the mold of
modernization. From cultivation it turned into tradition, becoming the
opposite of the idea of modern development. Development indicated
progress and rationally designed change; culture, which still existed
only where development had not taken place, began to imply stabil-
ity, irrational tradition and changelessness. It was often opposed to
civilization and associated with less developed societies (Kroeber and
Kluckhohn 1963: 19–20). Development was a process that was the
same everywhere; culture entailed the specific deviations from it. And
perhaps most crucially, where civilization was modeled after the own, 
culture was a term reserved for The Other. The educated West was
modern, whereas the unenlightened peoples of the world – including, 
perhaps, the poor and less educated mob in the core societies – had
these irrational habits and remnants of the past called culture (Brons
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2005: 106–107).2 Thus, the use of the term “culture” came to reflect
and support the distribution of power in the world. Western powers
could legitimize their dominance by the fact that they portrayed the
rational, civilized type of behavior and thinking that was universally
desirable. They had the task of leading the “others” out of their partic-
ular cultural ways.3 Culture, in the world of imperialism, had become
something of the uneducated. It was something to get rid of. 
2.3 A history of culture vs. economics
The process described in the previous sections obviously affected
the thinking about culture and economy. Until the late nineteenth
century, the social sciences were not as differentiated in separated
disciplines to the extent that they are now. The political economy of
Smith and Marx was indeed political, not only economic, and included
analyses and topics that mainstream economists nowadays would not
consider to be part of the economic discipline. To Roscher, even more
so, economics was “a political science, a science concerned with the
evaluation and government of people . . . I don’t presume to know any-
thing unless I understand its relationship to the state, to the law, to
religion and art, to every aspect of a nation” (letter to Gervinus [1840], 
cited by Priddat 1997: 19). Max Weber, widely considered to be one of
the founding fathers of modern sociology, held a chair in economics. 

2.3.1 The emergence of economics as a cultureless science
The current boundaries between the social science disciplines took
a long time to establish. The line between sociology and economics
2 This tendency to see culture as something especially relevant in non-Western countries continues today. A search in ISI Web of Knowledge reveals that
studies about economy are more than twice as likely to address culture if they are also about the Third World. 
3 See, for example, the “benevolent assimilation proclamation” by President
William McKinley upon the colonizing of the Philippines by the US in 1898:
“The mission of the United States is one of the benevolent assimilation, 
substituting the mild sway of justice and right for arbitrary rule. In the
fulfilment of this high mission, supporting the temperate administration of
affairs for the greatest good of the governed, there must be sedulously
maintained the strong arm of authority, to repress disturbance and to overcome all obstacles to the bestowal of the blessings of good and stable government upon the people of the Philippine islands under the flag of the United States.” 
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in particular continued to be fuzzy for a long time, with soci-
ologists such as Weber and Durkheim dealing with many of the
same issues as apparent economists like Veblen. The origins of
the separation of social sciences lay in part in the so-called Methoden-

streit, in which the theoretical approach of marginalist economists
was opposed to the alleged descriptive empiricism of the historicists. 
Within economics, the marginalist approach eventually proved to be
victorious. It was a slow process, however, with institutionalists such
as Veblen and John R. Commons successfully resisting marginalist
dominance for a long time, so that it was not until after the Sec-
ond World War that the victory of economic orthodoxy was more or
less complete. The Methodenstreit  of the 1880s, centering upon the
opposition between the Historical Economist Gustav Schmoller and
the economist Carl Menger over the methodological course economic
science should take, was but a first step in the process. In this heated
debate, Menger (1969 [1883]) argued that at least for the purpose of
theory we ought to explain all external economic phenomena in terms
of internal economic orientation. In other words, economic activities, 
such as acts of production, saving and consumption, ought to be ana-
lyzed as outcomes of rational choice in the procurement and deferral
of pleasure (Bond 2006: 3). Other motives or factors that might inform
or influence economic actions are of no relevance to the economist, in
this reasoning. 
Whereas the historicists saw the profit-seeking, purposeful think-
ing of capitalist society as an historically specific form of behavior, 
Menger declared that such economic rationality was a universal trait
of behavior on which the science of economics should be founded. 
From the perception of the historicists, this meant that Menger was
taking out one historically constituted way of behaving and declaring
it the universal norm. In this view, the economist Francis Edgeworth
was an interesting transitory figure. Much like Menger, Edgeworth
sought to found economics on the assumption that all people are plea-
sure seekers. However, rather than translating this into a universal
model of behavior, Edgeworth argued that some were better pleasure
seekers than others; women and people of low birth were deemed less
well equipped to make the contemplatory efforts needed to maximize
pleasure. On the whole, due to the foolishness of those less capable
people, society underperformed when it came to maximizing pleasure
(Edgeworth 1879). To Edgeworth, therefore, utility maximization was
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not a universal trait of human behavior but something specific to edu-
cated white men. Still, the model was to be the foundation of the
science of economics, for it set the norm to which the world should
(and would) eventually adhere. In Edgeworth’s thinking, we see a
transformation from utility maximization as a desired behavior, as yet
portrayed only by educated, enlightened males, toward rational utility
maximization as an axiomatic model of behavior. At the end of this
process, rationality was not an objective any more but an assumption. 
This interpretation of what economics was about was not unani-
mously shared, however. Indeed, many authors, both historicists and
theoretical economists, felt that the abstract approach of neoclassi-
cism, reducing human motives to the margins of purposive rational
action, was too restrictive to understand economic phenomena in their
totality. In the first instance, the main adversaries of the approach
advocated by Menger were authors belonging to the Historical School. 
They were followed up by a new breed of economic scholars, seeking to
develop theories that covered the social, cultural and political aspects
of economic phenomena. Max Weber coined the term Sozial ökonomie
for this project; in Anglo-Saxon countries institutional economics  was more widespread. 
Max Weber
Max Weber (1864–1920) has become known as one of the founding
fathers of modern sociology. He was an important figure in the
intellectual climate of early twentieth-century Germany and has
had an enormous influence on the social sciences that is felt even
today. Within economics, however, his stature seems to have faded
somewhat, even though he spent much of his career studying socio-
economic subjects. His career might be divided into two phases. 
Weber’s early works were more downrightly socio-economic
in character. Inspired by the tradition of the German Historical
School, Weber studied specific economic historical subjects such as
the development of Roman land tenure, viewing such issues within
the entire social and historical context. In 1904–1905, Weber pub-
lished Die Protestantische Ethik und der Geist des Kapitalismus
in two parts in the Archiv f ür Sozialwissenschaft und Sozialpoli-

tik. The article set the stage for the rest of Weber’s work, which
increased in scope substantially. 
Downloaded from Cambridge Books Online by IP 14.139.43.12 on Sat Oct 06 08:32:55 BST 2012. 
http://dx.doi.org/10.1017/CBO9780511761539.003
Cambridge Books Online © Cambridge University Press, 2012

How culture disappeared from economics
39
In Die Protestantische Ethik, Weber sets out to trace the devel-
opment of Western capitalism, arguing that it had its roots in
the worldly asceticism associated with certain branches of Protes-
tantism (Calvinism, Puritanism, Pietism and Baptism). The argu-
ment is elaborate and consists of various steps. First, Weber argues
that the tendency of the capitalist to work hard seeking profit and
the propensity to save and invest should be seen as a moral phe-
nomenon, or an ethos. Importantly, Weber maintains that capital-
ism itself is of all times and places. However, a capitalist economic
action is simply “one which rests on the expectation of profit by
the utilization of opportunities for exchange, that is on (formally)
peaceful chances of profit,” thus differentiated from profit through
plunder or expropriation (Weber 1992 [1930]: 17–18). What sets
the Western economy apart from such universal capitalism, which
is but a form of organization, is a capitalist spirit. In the Western
economy, “man is dominated by the making of money, by acquisi-
tion as the ultimate purpose of his life. Economic acquisition is no
longer subordinated to man as the means for the satisfaction of his
material needs” (Weber 1992 [1930]: 53). It is this ethos or spirit
of capitalism which is the object of Weber’s inquiry. 
In the second step, Weber argues that the origins of this ethos
lie in the ethical principles of Protestantism. The inquiry of Die

Protestantische Ethik  is part of a wider project to study the influence of certain religious ideas on the economic spirit, which would
also cause him to study other world religions such as Confucian-
ism, Judaism and Hinduism (Weber 1989; Weber 2005). In his
study of Protestantism, Weber states that Calvinism promoted a
worldly asceticism. The doctrine of predestination maintained that
one either was elected or not, which was known to and decided by
God only. This implied that there was no “magical” control over
one’s fate, as was the case in Catholicism, in which good deeds
could cancel out wrongs done, or where holy sacraments had such
effects. Thus, the doctrine promoted rationalization. 
Rationalization, however, is a process requiring an object – there
needs to be something which is rationalized. This “something” 
Protestantism provided in the idea of calling. Although predestina-
tion meant that one’s ordeal was beyond one’s control, it was held to
be “an absolute duty to consider oneself chosen, and to combat all
doubts as temptations of the devil, since lack of self-confidence is the
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result of insufficient faith, hence of imperfect grace . . . on the other
hand, in order to attain that self-confidence intense worldly activity
is recommended as the most suitable means” (Weber 1992 [1930]:
111–112). This latter idea follows from a view of the world as a pur-
poseful system meant for the glorification of God. Intense worldly
activity in this view amounted to doing what God had required one
to do. Thus, asceticism, a tendency which had always been present
in Christianity, was translated into a serious and solemn focus on
one’s works in the world, rather than in the move away from the
world promoted by the hermit and monastic traditions of Catholi-
cism (and other religions). In this context, the idea of work as a
calling ( Beruf  in German or beroep  in Dutch) emerged. One had a duty to find one’s specific place within the organized, rational system of society and to fulfill the tasks to which one was called to the
utmost. This view required constant self-control and a deliberate
regulation of one’s life; it compelled the “methodical rationaliza-
tion of life” (Weber 1992 [1930]: 128). Thus, the Protestant ethic
promoted purposeful dedication to one’s task, stimulating division
of labor and capitalist economic action. 
The duty to engage in rational, intense, solemn worldly activ-
ity naturally led to wealth. Wealth, however, constituted a danger. 
On the one hand, Calvinists had argued that wealth was good
because it enhanced the prestige of the faithful, proving the pur-
posefulness of the creation. On the other hand, Puritans argued
that wealth and comforts all too easily could lure one into idleness. 
Not leisure and enjoyment, but activity served to increase God’s
glory (Weber 1992 [1930]: 157). As a result, a morality emerged
centering around rational conduct based upon the idea of a calling, 
in which intense, purposeful worldly activity was encouraged, but
the enjoyment of its fruits discouraged. In other words, riches were
not a problem; consumption was. Wealth had to be applied for
practical, purposeful causes. Naturally, such an attitude promoted
capital accumulation. To Weber, it is this set of moral ideas that
have shaped modern Western capitalism – even though nowadays
their religious basis has got lost. 
The importance of Die Protestantische Ethik  lay not only in this
message but also in the theoretical and methodological ideas under-
lying the work. Weber wrote the work in an academic context
characterized by the opposition between the Historical School of
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economics and Marxism. With both he shared an approach to study
economy in an historical perspective. However, Weber was decid-
edly more influenced by the former and Die Protestantische Ethik
in some ways could be read as a frontal attack against Marxist
Historical Materialism. The work firmly denounced the notion that
ideas could be reduced to material factors. However, Weber equally
challenged simplistic Idealism, which argued that ideal factors deter-
mined historical development, including the economy. Rather than
that, Weber’s work could be read as claiming that there is no unidi-
rectional relation between ideas and material factors and in general
that there are no laws of history (Giddens 1974: 33; 1992: xx). Cap-
italism, as a system of organizing economic action, could and had
emerged in any society. The form it acquired in Northwest Europe
and New England, however, was an historically specific product of
a particular set of circumstances. Neither the unlimited expansion
of capitalist economic action nor the form it acquired in the West
was the inevitable outcome of historical evolutionary principles. 
Just as Weber rejected the idea that certain developments were
inevitable because of laws of history, he also objected to claims
about the moral quality of social phenomena. Rationalization is
the main leitmotif in his historical research and Weber held there
was a logical distinction between ratio and morality. Social science
should and could refrain from moral statements, in his view. Ratio-
nalism is guided and informed by moral ideas, but rationalism itself
cannot judge moral ideas and objectives; these have another source. 
Because of this moral irrationality of the world, there are no more
or less rational ethical systems (Giddens 1974: 44). The Protestant
ethic, in Weber’s story, was thus an irrational moral force, upon
which a process of rationalization was based creating modern West-
ern capitalism. There is thus ultimately nothing rational or desirable
about Western capitalist society, or at least not in the sense that it
is more rational than the rationalization occurring on the basis of
Confucian principles in China, for example. 
The influence of these ideas on discussions about culture and
economy has been profound. On the more superficial level, it set
the stage for a focus on practical morality as the differential element
between societies, which would make itself felt up until the recent
cross-cultural values-studies literature. The concern with religion
as a source of such values has continued to influence debates as
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well, especially with regard to East Asian development. In his focus
on the Spirit ( Geist) of capitalism, Weber took another step in the
direction of separating material, behavioral structures on the one
hand and ideas and symbolic systems on the other. The Geist  of
capitalism refers to the system of thoughts, convictions and ideas
that underlie the capitalist behavior. It is this, rather than capitalist
actions themselves, that makes modern capitalism stand out. In this
sense, the notion of Geist  is somewhat similar to current notions of culture in economics: an ideational and symbolic system influencing
economic behavior. 
Weber’s most profound impact on the discussion, however, was
perhaps his renunciation of laws of history, claiming the moral
irrationality of the world. By this step, Weber’s work moved again
further away from ideas of culture as related to processes of cultiva-
tion. The values that set societies apart were themselves not subject
to rational inquiry and universal principles; Weber merely studied
the subsequent development on the basis of them. Thus, Weber’s
work could be interpreted as a framework of general development
(rationalization) on the basis of specific characteristics (moral val-
ues). In this respect, his work was an important source for the
modernization theorists of the 1950s and for the varieties of capi-
talist literature that have become popular more recently (although
in Weber’s case, it would probably be more appropriate to speak
of the “variety of rationalizations”). Moreover, by making his log-
ical distinction between rationality and morality, Weber played an
unintended but important role in the removal of issues of culture
from economics and the way the social sciences would become sep-
arated – economics studying rationality, sociology focussing on the
empirical study of specific values. 
With authors such as Max Weber in Germany, Marcel Mauss in
France and Thorstein Veblen on the other side of the Atlantic, eco-
nomics was not yet reduced to analysis in terms of marginal utility. 
They were part of a large branch of economists seeking to analyze
“capitalist behavior” as something historically specific that needed
to be explained. In this explanation, they did not limit themselves
to one set of human motives in the way neoclassical economics did. 
Rather, socio-economists and institutional economists argued that the
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behavioral and economic regularities that an economic science should
seek to uncover were emerging from sources other than just behavior
motivated by marginal utility. In Weber’s The Protestant Ethic and

the Spirit of Capitalism, for example, the ethical system gave explanations for the rise of capitalism and accumulation, seeing accumulation
as an outcome of ethical principles rather than as a hedonistic goal
achieved by purposive action. That is not to say that theory on the
basis of marginal utility was dismissed. It was only, as Weber put it, 
“subject to marginal utility” itself (Weber 1908) – one explanation
among others. 
Without going into the details of the various theories developed by
socio-economic and institutional economic authors, what is interesting
here is that over time they would be gradually pushed to the fringes
or removed completely from the body of economic thought (Morgan
and Rutherford 1998; Rutherford 2001). Menger’s position would
slowly grow to be the dominant view in economics. This process took
longer in some places than others. In England, the combination of the
hierarchically structured academic and cultural life and the dominance
of an important neoclassical economist such as Alfred Marshall caused
the English version of the Methodenstreit  to be cut short. Across the Atlantic, the marginalist approach also gained the upper hand early on, 
but it would not be before the Second World War that the challenge
put forth by historicism was subdued in the United States (Ross 1991). 
The end result, however, was the same everywhere: the neoclassical
interpretation of economics had become the dominant one. 
This process, initially evolving around the question of how to con-
duct economic science, eventually became a division of studies of the
economy into economics on the one hand and economic sociology and
economic anthropology on the other. The way Menger had defined
economic science, in terms of method rather than in terms of a clearly
delineated research object, implied that different approaches were per-
haps possible but were not economics. Economics was concerned with
those regularities in behavior that could be derived from the internal
economic orientation, i.e. rational choice. It was not about understand-
ing each and every aspect of economic phenomena from a comprehen-
sive range of perspectives (Bond 2006). This opposed economics to
the social or historical description and analysis of economic phenom-
ena. Joseph Schumpeter, in an attempt to resolve the Methodenstreit, first made this division of labor explicit. Schumpeter maintained that
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both sides in the Methodenstreit  were basically right, but they differed in their perspectives and “their interests in different problems” 
(Schumpeter 1908: 7). Economics aimed at “pure theory,” based on
individuals making marginal choices. The inputs for such decisions, 
such as the origins of preferences and institutional constraints, were
important but not for the “pure theory” of economics. For economics, 
“it is irrelevant why people demand certain goods” (Schumpeter 1909:
216). These questions are there for other social sciences to study. 
The evolution of economics as a science defined by a method rather
than a research object would eventually culminate in the famous def-
inition of economics that came to define the discipline: “economics is
the science which studies human behavior as a relationship between
given ends and scarce means which have alternative uses” (Robbins
1932: 16). Robbins’ definition takes the focus on the universal struc-
tures of rational choice even one step further than Menger’s approach
by placing differences in preferences outside the domain of economic
studies as well. In Robbins’ definition, economists focus purely on
the structure of rational choice; the explanation of all contextual and
individual differences is left to other sciences. 

2.3.2 The removal of context
As long as one believes that there is a specific field of phenomena that
are economic in nature, the idea that there are meaningful things to
be said about these phenomena from perspectives other than marginal
theory is unavoidable.4 Weber’s Sozial ökonomie, advocating a vision of economics in which all acts of value creation and consumption have
meanings that can be understood, is an example of such a rival view. 
The disregard for such other perspectives and factors within economic
science implied that the discipline “economics” was not equal any more
to “the study of economic phenomena.” Scientific studies of economic
phenomena were possible that were not economics. 
4 As we will describe in the next chapter, Chicago economist Gary Becker would later radicalize Robbins’ stance and abandon the idea of economics as a science studying economic phenomena altogether. Instead of viewing economics as
the science dealing with economic explanations of economic phenomena (thus
maintaining two understandings of what is economic), Becker took an
(arguably more consistent) approach of defining economics purely in terms
of a mode of explanation, in principle applicable to all phenomena. 
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A first step in this development was, ironically, the rise of institu-
tional economics in the United States, founded by Thorstein Veblen. 
This movement rejected neoclassical economic theory, seeking instead
a more comprehensive, historically and culturally contextualized
approach. Veblen was sharply aware of the de-historicized, de-
socialized character of neoclassical economics. In his 1898 seminal
paper “Why is economics not an evolutionary science?,” he singles
out the political economist Cairnes as an advocate of “pure theory,” 
arguing that such a “pure theory” is a “theory of the normal case” 
(Veblen 1998 [1898]: 409). Although being stripped of all moral con-
notations that the idea of the normal order of nature might have, 
neoclassical economic theory, according to Veblen, is still formulated
in terms of normality and natural law. It takes a certain conduct –
economic rationality – which, instead of being viewed as a particular
conduct in a certain time and place, is said to be the normal struc-
ture which all behavior universally tends towards. Such theories, in
Veblen’s eyes, are what set economics apart as relatively backward
among the social sciences. Whereas modern sciences are evolutionary, 
focussing on explanations of dynamic processes in terms of cause and
effect, economics clings to a metaphysical vision of the world in which
the world is the way it is simply because that is the normal, natural
order. 
It has been the subject of discussion whether Veblen intended to
develop a positive, evolutionary research program for economics to
replace neoclassical analysis. Although many of his predecessors have
interpreted him thus, there is also quite a lot going against such an
interpretation (Peukert 2001: 548). In the latter view, Veblen did not
level his criticism against the state of economic theory because he
thought that evolutionism was a better or more scientific program; 
rather, he saw the move toward evolutionary sciences as part of a gen-
eral historical development under the influence of industrialization and
mechanization, which induced people to think of the world in terms
of mechanistic, causal processes, without ulterior goals or meanings
(Tilman 2004: 157). Evolutionary sciences were thus not superior, they
were merely more modern (Peukert 2001: 548). Veblen can also very
well be read as proposing a positive, evolutionary research program. 
In 1896 he wrote in a letter to a former student that “economics is to
be brought in line with modern evolutionary science, which it has not
been hitherto. The point of departure of this rehabilitation, or rather
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the basis of it, will be the modern anthropological and psychological
sciences . . . (economics) is to shape itself into a science of the evolution of economic institutions” (quoted in Hodgson 2004: 135). The result
should be “an evolutionary economics (which) must be a theory of
a process of cultural growth as determined by the economic interest, 
a theory of a cumulative sequence of economic institutions stated in
terms of the process itself” (Veblen 1998 [1898]: 413). 
This explicit call for a grounding of economic theory in psychologi-
cal and anthropological insights eventually proved counterproductive
in stemming the tide against an interpretation of economics as “pure
theory” alongside other social sciences that more directly dealt with the
world “out there.” Economic theory was to be based on insights from
modern psychological theory; these ideas were an input, not part of
economic inquiry. Whereas former approaches had taken economics
as being about the analysis of human behavior, which automatically
included the analysis of human nature and the motives behind behav-
ior, explicitly building on psychology institutionalism reproduced the
notion that there was a realm for psychology and a realm for eco-
nomics. By focussing on the importance of irrationalities, Veblen con-
firmed rationality as a norm; by insisting on introducing psychology
into economics, he confirmed that the two were different things. Sim-
ilarly, whereas ideas, beliefs, morality and habits had been naturally
included in the interpretation of the economic of authors ranging from
Smith to Schmoller, Veblen considered it necessary to explicitly drag
them in. Claiming that modern capitalism was much more “primi-
tive” and “barbaric” than commonly presented, Veblen challenged the
conception of Western behavior as rational, but also reproduced the
opposition between rationality and barbarism, primitivity and cultural
traditionality. Before, culture had not been a term often mentioned
within economics, although many of the contributions by economists
in the preceding centuries would from our current perspective entail
studies in culture and the economy. Where previous authors, such as
Adam Smith, had felt that it went without saying that economic stud-
ies dealt with the progress of society as a whole, at this point in time
Veblen felt it necessary to point out that “in economics, the subject of
inquiry is the conduct of man in his dealings with the material means
of life, (so that) the science is necessarily an inquiry into the life-history of material civilization . . . like all human culture this material civilization is a scheme of institutions – institutional fabric and institutional
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growth” (Veblen 1909: 628). In his opposition to an economic analy-
sis cleansed of culture, institutions and psychology, Veblen reproduced
the notion that culture and psychology were no longer by definition
part of economic analysis – although they certainly had to be incor-
porated for economics to be useful. Emphasizing “cultural habit and
belief (institutions) in economic behaviour” he views economic inter-
ests and activities as “only ‘vaguely isolable’ from, the larger web of
cultural processes that make up individual lives and integrate social
relations and events,” but isolable nonetheless (Jennings 1998: 528). 
Culture had become something distinguishable from, though
extremely relevant to, economic behavior. Veblen thereby ironically
gave his opponents the ammunition to discharge his institutionalism
as being cultural science, sociology or psychology, but not economics. 
The distinction between cultural factors and economic phenomena was
a first step in the removal of context from economics. The second step
was the redefinition of non-orthodox authors as not really economists. 
Already in his obituary, his pupil Mitchell says of Veblen that “many
economists held that whatever his work may be, it is not economic
theory” (Mitchell 1929: 649). After the Second World War, Veblen
would enter economic textbooks only – if at all – as someone who
had studied some marginal peculiarities within the overall accepted
neoclassical economic theory.5
In a similar way, a scholar like Max Weber, analyzing the economy
in its totality and applying a range of explanations, of which the his-
torically specific focus on marginal utility was only one, would find
himself redefined as a sociologist rather than an economist in a few
decades. A prominent economist playing a crucial role in this process
was Joseph Schumpeter (Bond 2006). Although Schumpeter, who was
committed to the study of the economy from the perspective of util-
itarian motives, wrote about Weber in flattering terms, he also made
it clear that in his view, Weber was “a sociologist. It was only indi-
rectly and secondly that he was also an economist – although he was a
5 Added to the matter of scientific disciplines, Bartley and Bartley (2000) make the case that Veblen’s ideas, often quite unsympathetic to the dominant classes in society, led vested interests to seek to eliminate Veblen’s intellectual legacy. 
Veblen became the subject of a stigmatizing campaign, defaming his reputation. 
Veblen had already been subject to slander and this went on after his death. 
According to Bartley and Bartley (2000), a central role was played by his
biographer, Joseph Dorfman. This added to the marginalization of his legacy. 
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sociologist who focused primarily on economic phenomena” (Schum-
peter 1954 [1920]: 112–113). Later on, in his History of Economic

Analysis, Schumpeter (1955: 819) would go even further, arguing that Weber was not an economist at all. In Schumpeter’s view, Weber was
a scholar who was primarily interested in the understanding of histor-
ical meaning of actions and events. Although this was interesting, it
was not economic science.6 Thus, whereas Weber originally had been
concerned with the theoretical analysis of economic phenomena from
a plurality of perspectives, in their total historical, social and cultural
context, the increasingly tight grip of neoclassicism over economics
meant that his contributions came to be reinterpreted and reduced to
the analysis of contexts. Moreover, the context of neoclassical eco-
nomic theory was reinterpreted not as constituting economic rational-
ity but as intervening, limiting and distorting the universal patterns of
economic rationality. 
What had formerly been economics thus came to be divided into
a theoretical economics proper, focussed on the universal behavioral
principles of the rational individual, and an economic sociology meant
to complement this theory by adding the specific social–cultural con-
text of economic processes. The point was perhaps made most explic-
itly by someone who arguably could be seen as one of the found-
ing fathers of modern neoclassical economics: Vilfredo Pareto. Pareto
argued that a distinction ought to be made between strictly economic
behavior, being the outcome of “a series of logical reasonings,” and
behavior determined by what he called “custom” (Pareto 1972 [1906]:
29–30; Bourdieu 2005b: 209). The former belonged to economics, the
latter to the other social sciences. In this way, economic sociology
emerged as a complementary discipline to economics proper, study-
ing those peculiarities of economic phenomena that deviated from the
economic theoretical model. 
In the same way that an economic sociology came about as a com-
plement to economics, a sub-discipline called economic anthropology
6 Ironically, Schumpeter himself would go on to experience the same fate. In his short overview of the most important economic thinkers, first published in
1953, Robert Heilbroner devotes a highly approving chapter to Schumpeter. 
Yet, he asks of Schumpeter’s contributions: “Is this economics? Not by any of the conventional conceptions. It is better described as historical sociology” 
(Heilbroner 1999: 308). Almost needless to say, Weber does not even make it
into the book. 
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emerged. The difference was this: where economic sociology focussed
on those aspects of society  for which economic theory did not apply, economic anthropology was designated those societies  where economic theory was not relevant. Much like Weber and Veblen, an author like
Marcel Mauss, who had gained fame with the cross-cultural study of
economic processes (e.g. his famous The Gift, published in 1925), was thus interpreted out of economics into anthropology. Unlike economic
sociology, which came to be more or less reduced to the study of con-
text of economic behavior, economic anthropology was still concerned
with economic phenomena in their social totality, that is, the economic
as undivided from the social, normative, religious, etc. However, this
total, cultural approach to the study of economic phenomena over
time came to be considered of relevance only to non-Western, non-
developed societies. 

2.3.3 Universal rationality vs. specific culture
The finer details of the broad theoretical developments sketched above
are described in other works about the history of economic thought. 
What is of relevance for the place of culture in economics is that
economics became concerned with one universal aspect of human
behavior, in principle unlimited in scope, whereas disciplines such as
economic sociology focussed on the particular deviations from this
aspect; these non-economic approaches had the task of bridging the
gap between the economic G üterwelt (Durkheim and Fauconnet 1903:
487) and real-life situations.7 Economics was to be concerned with
“pure theory,” other social sciences with particular context. This idea
created an opposition between an economic logic, based on competi-
tion and efficiency, and a social logic, subject to socially constituted
norms, meanings and rules of fairness (Bourdieu 1998b). The distinc-
tion between universal, rational economic behavior on the one hand
and the specific, social–cultural behavior on the other was ultimately
7 This G üterwelt, to Durkheim, was a world that existed only in the minds of economists; it was “un monde isolé qui demeure à jamais identique à lui-même et au sein duquel les conflits entre des forces purement individuelles sont régis par des lois économiques immuables” (Durkheim and Fauconnet 1903:
487–88, in Swedberg 1994: 72). The economic world was separated from real
life by being subject to universal, immutable laws without deviations. Adding the deviations gave the real world. 
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retraceable to the distinction that had evolved in the nineteenth century
between civilization (culturedness) and culture (tradition). Economics
studied the rational aspect of society – civilization – while other disci-
plines studied culture (Brons 2005: 113). 
This division of the sciences, in a sense, reflected the dominance
of the way of life of Western educated elites over other social struc-
tures; neoclassical economics, emerging as the dominant party, was
concerned with the norm, the other social sciences with the deviations
from this norm. Culture – in the new interpretation of anti-rational
tradition – thus became the subject of the context-oriented social sci-
ences, being removed from the increasingly abstract models of eco-
nomics. It was in this context that culture ultimately disappeared from
the mainstream economic lexicon. Culture, as particular deviations, 
had no place in a science devoted to understanding these aspects of
behavior that were universal. Sure enough, institutional economists
such as Veblen and Commons continued to be prominent for a long
time. But one should note that even these authors, had they been start-
ing their careers a few decades later, would most likely have been
working in a social sciences department rather than been classified as
economists. The division of labor, in which neoclassical economists
studied a-contextual rational choice under scarcity and (economic)
sociologists studied the particular contexts, was thus upheld. The work
of old institutional economists was deemed not theoretical enough to
be real economics (Coase 1984: 230), even though it might have been
of minor interest when applying economic theory to real-life situations. 
Even an influential contemporary institutionalist such as Hodgson
actually advocates a return of the old institutionalist approach on
the basis of the impurity principle – the idea that there are always
sub-systems within capitalism (or any economic system) not organized
on that system’s basis (Hodgson 1995). In other words, the advantage
of an institutionalist approach above neoclassicism is deemed to be
that it adds specific context to the general model, thus reproducing the
existing dichotomies. 

2.3.4 Development economics: where culture and

economics still met
After the Second World War, the abstract, technical approach to eco-
nomic theory became increasingly dominant. Whereas in the 1930s, 
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economic theory had still been presented largely by way of verbal
expositions, in the 1950s this made way for the formal mathematical
method. Simultaneously, economics became decidedly less pluralist in
this period. The tradition of institutional economics had slowly disap-
peared or was removed from the economic to the sociologic. 
There are many reasons for this development, which have been dis-
cussed extensively in other works (e.g. Morgan and Rutherford 1998; 
Rutherford 2001). For now, the main interesting observation is that
the apparent consensus among economists should be seen in the light
of a common enemy: Marxism.8 After all, these were the heydays of
the Cold War, in which the communist and capitalist systems vied for
global dominance. In this context, deviations from teachings unam-
biguously supporting capitalism were suppressed. It paid to present
a theory underpinning the market model as established truth, so that
economic affairs became subject to technocratic debate only. The mes-
sage of this project was simple: the capitalist system was not only
superior in moral terms – because it guaranteed freedom – it could
also objectively be shown that it was good economics. 
That message was to be propagated especially in the arena where
much of the Cold War was actually fought, the Third World. In the
search for the dissemination of economic systems and securing larger
parts of the globe under one’s sphere of influence, a new branch of eco-
nomics came about, concerned with the development of the newly inde-
pendent former colonies. Authors such as Rosenstein-Rodan (1943)
and Rostow (1960) were (unintentionally) instrumental in providing
theoretical support for what was essentially a political project – secur-
ing the allegiance of Third World nations by sending them aid. As a
result, economics was (re-)discovering the less developed world. 
It is interesting in itself to note that the new concern with the eco-
nomic development of former colonies was thought to merit a special
development economics. After all, logically speaking, concern with
the Third World does not have to lead to a special theory for the
Third World – application of the existing theoretical concepts was
8 And, during the Second World War, fascism. The traumatic experience of the Second World War also created a deep distrust for scientific programs such as those envisaged by Roscher and the Historical School; ideas about intrinsic
national cultural character came to be eschewed, portraying all developed (!) societies as basically similar. This probably contributed further to the
universalism of neoclassical economics. 
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also an option.9 Yet, apparently, the Third World was considered to
be a place different enough from the developed world for it to be
subject to different economic principles and mechanisms. At the same
time, the entire Third World, essentially different as it was from the
developed world, was deemed homogenous enough itself to be cap-
tured by one development economics, with the same economic laws
applying whether in Korea, Senegal, Chile or Bhutan. What bound
all these diverse regions was their status of less-developedness. The
emergence of development economics as a sub-discipline of economics
thus reflected the division of the world in a developed, rational part, 
and a Third World that was defined largely in terms of opposition to
the Western model. The ideas that informed the assignment of culture
to anthropology and sociology, while maintaining the supposedly uni-
versal rational behavior as the domain of economics, were thus repro-
duced. The main difference was that economics now began to devote
attention to a part of the world that was previously the monopoly of
ethnology or anthropology. But in developing a special kind of eco-
nomics for this purpose, it approached the less developed world from
the same point of view that once excluded the colonies from its analysis
altogether. 
Naturally, therefore, development economics came to be the special
arena in which economics continued to be approached in a broader, 
more contextual manner than in the abstract models of the mainstream
core. The Third World was the one place where economics and culture
continued to meet. After all, an economics that was to be relevant in
a context governed by tradition had to take a more comprehensive
view. The Third World was and remained a place in which behav-
ior was subject to structural mechanisms, cultural ideas and customs. 
An approach focussing on rational individuals capable of independent
action and choice was not deemed applicable. Thus, at a time when cul-
ture disappeared from the scene in mainstream economics, it survived
within development economics. If one is looking for interesting work
about culture and economy stemming from this period, therefore, it
is to be found mainly in this direction, most notably modernization

theory. 
9 As neoclassicals began to argue in the late 1970s again, initiating the take-over of development economics by neoclassicals. 
Downloaded from Cambridge Books Online by IP 14.139.43.12 on Sat Oct 06 08:32:55 BST 2012. 
http://dx.doi.org/10.1017/CBO9780511761539.003
Cambridge Books Online © Cambridge University Press, 2012

How culture disappeared from economics
53
Modernization theory
Theories about development emerging in this period can by and
large be classified under the header modernization theory. Modern-
ization theory was concerned with the problems and possibilities
for turning the (former) colonies into prosperous, modern societies. 
Authors such as Rostow (1960), Hoselitz (1954, 1957), Eisenstadt
(1968), Nash (1964) and McClelland (1961) held the assumption –
often implicitly, sometimes explicitly – that “developedness” was a
single, objective state that was the endpoint for all societies (even
though lip service was paid to the possibility of a diversity of paths
toward it). Therefore, developed societies could function as exam-
ples for less developed countries. They were simply farther ahead on
the same line. Roscher’s idea of using historical knowledge to derive
the universal laws of development was adopted, but the knowledge
considered relevant was about the history of Western societies only; 
after all, these were the ones that had developed. A universal devel-
opment model was thus based on the historical evolution of Western
powers. Outside the Western world, development was taken to have
been absent. 
These ideas meant that, even though the economic situation
formed the initial inspiration for many of them, modernization
theorists were not concerned with economic growth only. Instead, 
they sought to replicate the way in which rich countries had grown
rich, because that was the only way they knew it could happen. 
This entailed economic development as simply an aspect of a much
broader process of social and cultural change called modernization. 
For example, to Manning Nash “modernity is the social, cultural, 
and psychological framework which facilitates the application of
science to the processes of production. And modernization is the
process of making societies, cultures, and individuals receptive to
growth of tested knowledge and its employment in the ordinary
business of daily living” (Nash 1964: 226). Such an application of
science to production amounted to the solution to poverty, in his
eyes. However, that “involves a value system conducive to the rela-
tively unhampered search for new knowledge, a positive approval of
innovation, and a high tolerance for ontological uncertainty. It also
requires a social structure where political and class groups are will-
ing to run the risks of innovation as these may affect the distribution
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of income and power. And it requires mobility of resources and
manpower: some assurance that effort and reward are linked in a
socially recognized and enforceable manner. It requires the kinds
of persons who will make innovations, apply them to the processes
of production, move to economic opportunities, and permit a good
part of social honor and prestige to be determined by success in
the economic sphere” (Nash 1964: 226). This citation is typical
of modernization theory in the way that it turns the condition of
the US of the 1950s into a universal prerequisite for development. 
Also, it betrays a strong belief and trust in modern technology and
science as solutions to underdevelopment. To Nash and many other
modernization theorists, poverty was ultimately a matter of lack of
science in production. By adopting superior Western technology, 
less developed nations would immediately reach Western standards
of living. On this basis, many aid projects had gone under way aimed
at disseminating modern technology in the Third World. It turned
out, however, that in spite of its unambiguous superiority, Western
technology was often resisted and not applied. This put theorists
on the look-out for all kinds of social, political and cultural obsta-
cles that prevented a smooth application of science to production, 
which needed to be addressed. The problem of development became
the problem of “adapting and communicating modern techniques
to less developed areas” (Hoselitz 1954). Modernization, in this
sense, had a strongly pedagogic tone. Societies had to change and
learn how to behave and to appreciate superior technology, which
required a certain social and cultural outlook. 
When it came to this wider social and cultural context of
development, McClelland’s book The Achieving Society (1961)
was especially influential. In it, McClelland proclaimed that eco-
nomic development and prosperity were dependent on “modern” 
entrepreneurial attitudes, which could be transferred through the
schooling system ( see  Chapter 6). Again, the message of such work
was that the free market with its entrepreneurial attitudes was the
right path to development, calling developing nations to cast aside
the traditions inhibiting them and modernize. In a way, it was an
attempt to create a world in a mirror image of the US. Culture, in
this story, was mainly presented as a problem. Developing nations
were constrained by cultural rules and customs that prevented
them from rational economic behavior, functioning markets and
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development. Thus, culture, as tradition, was something to aban-
don in order to develop. Only by a process of de-traditionalization
could a society really – in the words of Rostow (1960) – “take off” 
and fly on to modernity. 
Of course, there were dissenting voices to this one-size-fits-all
strategy to development which viewed culture only as an obsta-
cle. An important early critic of this development paradigm, Albert
Hirschman, argued that “the method consists in looking up the
history of one or several economically advanced countries, noting
certain situations that were present at about the time when devel-
opment was brought actively under way in one or several of these
countries, and then construing the absence of these situations as an
obstacle to development” (Hirschman 1965: 385–386). Hirschman
labels approaches such as this “ethnocentric.” 
In reaction, a slightly more nuanced view on the role of culture
in development emerged that focussed not only on obstacles but
also on the way in which some societies were able to overcome
their problematical traditions, and on traditions that could prove
to be assets to development (Eisenstadt 1968: 447). The possibility
was acknowledged that “traditional societies” had some valuable
cultural traits as well. Such “right” traditions – i.e. traditions that
were already in line with modernity – could be instrumental in mod-
ernization. In this way, Marion Levy Jr. argued that the different
development paths of China and Japan could be traced back to the
fact that individualism in China had been absent, whereas in Japan
it was not (Levy Jr. 1962). Japan had the right culture to develop
and therefore it had modernized more successfully. 
Modernization theory thus reserved a rather explicit role for cul-
ture. On the one hand, cultural change was an important aspect
of any development process. On the other hand, cultural charac-
teristics could facilitate or hinder modernization, so that cultural
differences between countries might be the source of their differen-
tial development records. Culture, in this thinking, was something
to abandon or exploit. 
We noted already that modernization theories reproduced much of
the thinking of earlier authors such as Roscher. Both Roscher and
modernization theorists shared a belief in the existence of universal
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developmental laws; both shared an approach in which these develop-
mental laws were to be derived from historical observation; and both
adopted a much broader perspective than an exclusively economic
one. In addition to these similarities, there is another strong parallel
between the two, what we have called a “methodological nationalism.” 
Roscher saw the nation with its culture and own history as the natu-
ral unit of analysis for studying development. Modernization theorists
did the same. Under the influence of trends in economic thought in
the developed world, economic development was deemed a project of
macro-economic policy. The newly independent national governments
saw it as their task to develop their countries economically and socially. 
Five-year plans were written in many countries. This approach was not
restricted to those countries in the communist sphere of influence, since
recipients of US aid such as South Korea or Taiwan also developed
through such plans and high levels of government interference. 
Contemporary versions of modernization theory have eliminated
some of the more problematic areas of earlier theories, such as the
stark opposition between traditional culture and modernity or the
extreme one-size-fits-all approach, while maintaining the general idea
of a universal development trend to be followed by all societies. A
modern sociologist/political scientist such as Ronald Inglehart (1977, 
1990, 1997) has suggested that several amendments are necessary if
researchers want to continue working with modernization theory. The
first amendment is that humankind has entered a new historical stage, 
that of post-modernity or post-industrialism. This new stage is not
only accompanied by new technological developments (information
and communication technology) and economic changes (globalization
of markets, flexibility of work), it also brings new values, particularly
post-materialistic rather than materialistic ones. The second amend-
ment is that we must not focus all our attention on long-term devel-
opments but also need to take into consideration short-term changes, 
such as the different phases of the business cycle, and short-term events, 
such as wars and revolutions. A third amendment is that we must
incorporate in modernization theory the theoretical notion of path
dependency. This implies that although the direction of change may
be common in various societies, each society develops according to its
own speed and in a distinctive way reflecting a society’s social–cultural
experiences and historical heritage. “Economic development tends to
push societies in a common direction, but rather than converging, they
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seem to move on parallel trajectories shaped by their cultural heritage” 
(Inglehart and Baker 2000: 49). 
Although Inglehart and Baker (2000) build on both modernization
and culturalist theory, they also react against the deterministic charac-
ter of these theories. Their central thesis is that economic development
has systematic, and to some extent predictable, cultural and political
consequences. These consequences are, however, not iron laws of his-
tory but probabilistic trends. In other words, the probability is high
that certain changes will occur as societies develop economically, but
the question of whether they occur, and if so, to what degree and in
which form, depends on the specific cultural and historical context of
the society in question. Economic development brings cultural changes, 
but a history of Catholic, Protestant, Orthodox, Islamic or any other
religious tradition gives rise to cultural zones that persist after con-
trolling for the effects of economic development (Inglehart and Baker
2000; Petterson 2006). 
2.4 Conclusion
This chapter has presented an overview of thinking about culture in the
context of (studies of) economic development and the economic sphere
throughout the ages. It has argued that culture, since its conception
as the cultivation of virtues and knowledge during the Renaissance, 
experienced quite a transformation until it came to acquire the mean-
ings that we usually give it today. The golden threads in this history
are summarized in Table 2.1. From individual cultivation, culture first
came to denote the progress of the universal cultivation of society. As
such, it was understood in the ideas of authors such as Adam Smith
or, in a different way, Karl Marx. Under the influence of Romantic
nationalism, the idea that culture ( Kultur) was not universal but specific to societies emerged. This shift inspired authors associated with
the German Historical School, including Max Weber. Eventually, cul-
ture came to be associated with static differences between societies, 
while the universal progress element was removed to the concept of
civilization. Economics, with its emphasis on the universal structures
of individual rational choice, inherited civilization. Culture was left to
other social sciences. 
It should be noted that this has been a – not the – history of culture and economy. As any writing of history is laying a structure over
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Table 2.1. A history of culture and economic thought

Time

Significant historical trends
MEANINGS OF CULTURE
ECONOMIC THOUGHT
Moral education

1500

Renaissance
Collective moral education

1700

Enlightenment

Idea of Progress
Stage of collective moral
Adam Smith
development

1800

Romanticism

Nationalism
Roscher
Type of collective moral
German Historicists
development
Weber

Imperialism

1900
Culture:
Civilization:
Veblen
specific
rational
Modernization theory
collective
conduct, 
Neoclassical economics

1960
identity
developedness
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events to connect them in a meaningful way, many other histories
could have been written on the topic. Since this chapter is part of a
book about current and future research on culture and economy, we
have focussed on a history of relevance to contemporary discussions. 
The chapter is not aiming to present a comprehensive overview of
the history of economic thought, historiography or the genealogy of
culture; the history presented here is the limited product of our focus on
certain themes throughout the development of the debate. We think
these themes are highly informative for assessing current theoretical
developments because they highlight problems and considerations that
are playing important roles now. 
The most important insight of this chapter is that the history of
the concept of culture and the history of economics are intertwined:
culture was part of economic thought (or, more accurately, the other
way around). It was only at the beginning of the twentieth century
that the interrelated evolution of the concept of culture, split up into
a “cultural” and a “cultured” meaning, and the establishment of the
boundaries between economics, sociology, history and anthropology, 
caused culture to disappear from economic thought. Culture came
to be constructed as opposed to the research object of economics. 
Whereas economics had grown to be the study of the universal, normal
and rational, culture had developed into a concept denoting particular
varieties, the irrational deviations of this economic model. In so far as
culture still entered economic thought, it tended to be at the fringes of
analysis. Culture was invoked to study the marginal peculiarities of our
behavior that could not be explained in terms of (bounded) rational
behavior by acting subjects any more, or of behavior as a whole in
marginalized, undeveloped societies. 
Given this opposition between culture and the economic that has
evolved over centuries, the question arises: why did economists never-
theless grow interested in employing culture again in recent decades? 
More importantly, how do they try to overcome opposition and bring
the two together again? These are the questions we turn to in the next
three chapters. 
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Explaining the rise of culture in

modern economics
3.1 Introduction
Where the previous chapter told the story of culture’s gradual disap-
pearance from economics, this chapter tells the story of its comeback. 
As argued, by 1950 culture had all but disappeared from economics. 
This was the result of a long process in which culture and the economic
had acquired almost opposite meanings. 
The contrast between cultural and economic perspectives that came
to characterize the state of thinking by 1950 is summarized in
Table 3.1. In this list of oppositions, one can still recognize the distinc-

tion between culture and civilization as it emerged in the nineteenth
century – economics inheriting the latter. Also, we see once again the
various elements of the definition of culture discussed in Chapter 1. 
Culture, being about patterns of thought and behavior that are deemed
inherited and unquestioned, is at odds with the economic model of the
social as constituted by rational agents, purposively designing out-
comes. Furthermore, culture focusses on collective, emergent prop-
erties, whereas economics looks at society from the perspective of
individual behavior. Finally, the idea of cultural diversity inspiring
different worldviews and patterns of behavior in different societies is
alien to the economic quest for universal principles. 
Given these rather fundamental oppositions, one would not expect
culture to enter economic thought ever again. Yet, from the last
decades of the twentieth century onwards, we can observe a steady
rise of economic studies into culture, most of them applying quanti-
tative methods to pin down the effects of cultural differences on eco-
nomic outcomes (Barro and McCleary 2003; Fernandez 2007, 2008; 
Franke, Hofstede and Harris Bond 1991; Guiso, Sapienza and Zingales
2006, 2009; Granato, Inglehart and Leblang 1996; Harrison 1992; 
Luttmer and Singhal 2008; Noland 2005; Pryor 2005; Swank 1996; 
60
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Table 3.1. Culture vs. economics
Economic
Culture is:
Cultural perspective:
perspective:
Inherited and unquestioned
Exogenous structures
Rational agents
Related to collective identity
Collectives
Individuals
Worldviews influencing
Context-specific
Universal
behavior
insights
principles
Tabellini 2007a, 2007b, to name a few). Other studies take a more
historical approach, focussing on differences in culture, institutions
and their effects on long-run development (Clark 1988; Greif 1994, 
2006; Kuran 2003, 2009; Landes 1998). Culture has also featured in
theoretical work (Heydemann 2008; North 1990, 2005; Williamson
2000). 
The question is, what accounts for the sudden return of interest in
culture among economists? In this chapter, we argue that the come-
back of culture is part of broader trends in and outside economics (cf. 
Roland 2004). On the one hand, the success of the version of eco-
nomics that prevailed after the Second World War led it to transgress
into areas it had hitherto left to other sciences, thereby encountering
issues that were more usually linked to cultural analysis (e.g. Becker
1973; Becker and Murphy 2000; Levitt and Dubner 2005). On the
other hand, from the 1970s onwards, important developments in eco-
nomic research and economic reality brought questions to the fore
that standard economic theory was not capable of answering satisfac-
torily. An explosion of experimental research, taking off in the early
1970s, eroded the trust in models assuming full rationality and effi-
cient markets (Camerer and Fehr 2006; Conlisk 1996; Kahneman and
Tversky 1979; Thaler 1992, 2000). The financial crisis of 2008 seems
to have finalized this ( The Economist  2009; Hodgson 2009). Other
developments include a growing awareness of long-run differences in
economic practices and outcomes between societies, triggered by the
spectacular rise of East Asia in recent decades and the relative lack of
development in Africa. The lack of satisfactory economic explanations
for this inspired an expanding literature on the “deep” determinants
of economic development, for which culture could enter as a candidate
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Jones 1999; Landes 1998; La Porta et al. 2008; Rodrik et al. 2004). 
The rise of East Asia also had the (temporary) effect of introducing
the idea that there may be more than one way to look at economics
and issues of development, thus challenging the idea of one theory
for all. Communism’s demise played a role here as well – where the
communism–capitalism stand-off had hitherto masked much of the
variety among capitalist societies, its disappearance suddenly sensi-
tized researchers to differences between market economies for which
they had no explanation. 
Developments such as these invited economists to look beyond
the traditional boundaries of their discipline. Some turned toward
cognitive sciences and psychology for improvements to the rational-
ity postulate, seeking a paradigm that is better grounded in empiri-
cal observation and capable of explaining more (Denzau and North
1994; Kahnemann 2003; Thaler 1991, 1993, 2005); others decided to
focus on the historical and social contexts in which economic processes
take place. The so-called New Institutional Economics, associated with
authors such as Douglass North, Oliver Williamson and Avner Greif, is
an example of the latter. The varieties-of-capitalism approach provides
another (Albert 1991; Hampden-Turner 1994; Hall and Soskice 2001). 
When economists thus ventured beyond their traditional paradigms, 
culture – defined as the opposite of what economics used to be
about – naturally came into the picture. 
Developments in other disciplines have made this step toward
culture easier for economists. The emergence of cross-cultural datasets, 
as developed by Inglehart (1977, 1997a), Hofstede (2001) and
Schwartz (1994, 2006), and projects such as the Chinese Culture
Connection and GLOBE (Chinese Culture Connection 1987; Harris
Bond 1988; House et al. 2004) enabled researchers to study culture
using quantitative methods. In political science, culture became a topic
of interest with the works of Huntington (1993, 1996; Harrison and
Huntington 2000), and a literature on the effects of cultural differences
emerged (Jackman and Miller 1996; Lane and Ersson 2005). Finally, 
anthropology, the place where culture was studied traditionally, began
to move away from interpretive and postmodernist extremes toward a
more dynamic, if not strategic, view on culture that is easier to recon-
cile with the economic perspective (Fine 2002). 
These are the stories this chapter will tell. The account of culture’s
comeback begins where the story of the separation of culture and
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economics ends: the mid-twentieth century. Discussing the period from
the Second World War onward allows us to trace the slow advance of
culture in economics, up to its present relative popularity. 
3.2 Modern economics: the cultureless science
After the Second World War, economics had scant attention for cul-
ture. To some extent, this neglect of culture set it apart from other
social sciences. However, it also reflected a more general trend. Cul-
ture – and especially national culture – as a research topic met with
hesitation within social sciences at the time. The comparative study of
national cultures (within economics exemplified by the German His-
torical School) had been popular ever since the nineteenth century and
even earlier, resulting in diverse works such as Voltaire’s Essai sur les
moeurs et l’esprit des nations (1963), Wilhelm Wundt’s ten-volume
book series on V ölkerpsychologie (1911–1920), or Ruth Benedict’s

Patterns of Culture (2005). 
By 1950, however, something had changed. On the political side, 
the developments of the 1930s and 1940s had caused people to be
extremely wary about claims about national characters. The devastat-
ing impact of political nationalism, culminating in two world wars, 
had made the attribution of specific characteristics, ideas, values and
identities to any nation or people highly suspect. Much – though not
all – of what had been published as scientific studies of national char-
acter was exposed as having been little more than a pseudo-scientific, 
thin veil for nationalist myths and racial stereotypes. But not only the
increased wariness of all that reeked of nationalism and racism made
people hesitant toward studies of national culture – a growing dis-
enchantment with colonialism also had its effect. Arguments about a
nation’s or people’s cultural character had not been made only about
the nations of the developed world; ideas about the cultural propen-
sity toward laziness of various peoples, or the incompatibility of peo-
ples’ cultures with things such as rational thought or democracy, had
been legitimizing the colonial project all along. With de-colonization, 
more and more people started to see through such mechanisms. Colo-
nial prejudices came under attack, dealing another blow to national
character studies (e.g. McGowan and Purkitt 1979). Although stud-
ies into the culture of non-developed countries had a brief moment
of popularity on the waves of modernization theory (most notably
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McClelland 1961), such endeavors were increasingly criticized as well
(Hirschman 1965). Studies into national cultures had been corrupted
by nationalism, racism and colonialism, it was widely felt. In cultural
anthropology – where culture was unavoidable as a topic – authors
responded by developing theories stressing the commonalities and
rationality of various cultures (e.g. Levi-Strauss 1980, 1966) or by
taking an interpretive turn, focussing on the insider’s perspective (e.g. 
Geertz). These approaches generally abandoned the nation as the unit
where culture resided. National culture had become a minefield few
people still dared to tread on and most authors turned their back to it, 
at least until research methods would become available that avoided
the pitfall of stereotypes and would result in more reliable knowledge
(Hofstede 2001: 13). 
On top of this general trend, neoclassical economics had a few spe-
cific problems of its own with culture. Its firm adherence to the self-
interest axiom and its focus on methodological individualism made
it especially problematic to take in culture (Blaug 1992; Hermann-
Pillath 2006). Culture was often perceived as a coherent and compre-
hensive whole, to the extent that individuals almost vanish. Popular
ideas about “the Japanese culture” or “the African culture” illustrate
this. The “atomistic” approach of neoclassical economics obviously
has difficulty coping with such a concept (Hermann-Pillath 2006). If
the behavior of each and every one of “the Japanese” is reducible to
something called “Japanese culture,” what role is there still to play
for a theory about individual decision-making? What is more, if such
cultures are deemed inherited and given to individual agents, how can
we reconcile them with the idea of rational agents designing outcomes
purposively? Finally, the idea of cultural variety determining behav-
ior conflicts with economics’ adherence to self-interest as a universal
motivation among people. By focussing on the universal elements of
human behavior, economics almost automatically excludes cultural
differences. 
All this led to culture being neglected within the social sciences, and
even more so among economists. It is only a little bit of a caricature to
describe post-Second World War economics as a hard, technical sci-
ence, employing formal analytical models that focussed exclusively on
rationality and self-interest. Yet, it was in this economics that culture
would go on to slowly gain a place for itself. 
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3.3 Culture’s comeback
The return of economics to “soft issues” took place in two phases. The
first was one of expansion of economic thought. In this phase, eco-
nomic theory began to be applied to an increasing number of research
areas traditionally left to other disciplines, and other social sciences
started to incorporate elements of the economic rational choice model. 
The second phase was something of a backlash against this trend. The
application of economic principles to many areas made people more
aware of the limitations of the economic model. In response, economics
began to devote more attention to insights from psychology, sociology
and cultural sciences to complement its analysis. 

3.3.1 The expansion of economic thought
Whereas economics and other social sciences for a long time co-existed
(as we discussed in the previous chapter), from the late 1970s onward
they found themselves increasingly competing for the same domain. 
This had much to do with the interpretation of the subject of eco-
nomics, formulated by Lionel Robbins in 1932, that became dominant
after the Second World War. Robbins (1932) had defined economics as
“the science which studies human behavior as a relationship between
ends and scarce means that have alternative uses.” Economics, accord-
ing to this definition, focusses on only one aspect or type of actions, 
which is by no means all there is to social behavior. In this sense, 
Robbins’ definition clearly demarcates the field of interest for eco-
nomics. However, it may be noted that economics in Robbins’ per-
ception does not have a specific domain of the world as its subject, 
in the way that psychology studies the mind, anthropology studies
non-Western societies and business studies focusses on the behavior of
companies. Although limiting economic analysis to one class of behav-
ior, Robbins’ definition allows economics to turn towards all these
things. Usually, economists had refrained from applying their analyses
beyond the marketplace or economic planning agencies, but the the-
ory was not principally limited to such domains. Indeed, in the early
1970s, Chicago economists led by Gary Becker began to apply eco-
nomic analysis to spheres traditionally left aside by economists, such as
marriage and the family (Becker 1973; Cochrane 1975; Schultz 1975). 
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They argued that these spheres were equally subject to the principles
of economic rationality and could be analysed from the same point
of view as consumption and trade. A clear expression of this line of
thinking can be found in Stigler and Becker’s 1977 article titled “De
Gustibus non est Disputandum,” in which they wrote that “tastes
neither change capriciously nor differ importantly between people. 
On this interpretation one does not argue over tastes for the same
reason that one does not argue over the Rocky Mountains – both
are there, will be there next year, too, and are the same to all men” 
(p. 76) and “all  changes in behavior are explained by changes in prices and income, precisely the variables that organize and give power to
economic analysis” (p. 89, emphasis in original). 
A similar process was under way in development economics, led
by, among others, Ian Little, Bela Balassa, Anne Krueger and Deepak
Lal. These authors argued for a return to basic market principles in
development theory and practice, or rather, for a dissolving of devel-
opment economics as a separate theory from standard economics (e.g. 
Lal 1985). Here, too, the message was that no spheres existed that were
subject to mechanisms different from the economic and that market
principles could and should be applied in the context of developing
countries as well. It led to the situation in which “development eco-
nomics today is mainstream economics applied to poor countries” 
(Kanbur 2002). 
All these developments amounted to the same message: whereas up
until then economics had left certain issues to sociologists, psycholo-
gists and anthropologists, the approach advocated by the new breed
of neoclassical authors questioned the raison d’être  of other social sciences. If economic rationality applied in all spheres, separate disciplines
for the study of developing economies, sexual relationships, religious
dogmas or the appreciation of art were unnecessary; the standard eco-
nomic model sufficed. This message amounted to a reinventing of the
whole world as a market and went a long way toward dissolving the
divisions between economics and sociology. However, it did so by a
process that could be called the economization of sociology. Subjects previously assigned to sociology now were claimed by economic theory, until eventually rational choice came to be accepted as the basis
for social theory within sociology as well. The rise to prominence of
rational choice sociologists such as Coleman (1990) can be seen as the
continuation of this trend, partly initiated by Becker. 
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This expansive tendency of the economic model was linked to the
social–political developments at the same time, as the “neoliberalism” 
that spoke from it had a major impact on policy practices. With regard
to development, for example, the neoclassical revival was reinforced
by the increasing role and leverage of the International Monetary Fund
(IMF), as many developing countries had to apply for assistance in the
early 1980s. As a condition for such assistance, the IMF demanded
market-style reforms. Eventually, the so-called Washington Consen-
sus emerged, focussing on economic growth, to be brought about
by structural adjustment: reforms including “sound” exchange rates, 
financial openness, trade liberalization, privatization, deregulation and
balanced budgets. 
More or less the same prescriptions were applied to all develop-
ing countries in need of assistance or aid. This “blueprint” approach
was informed by a view of economics as a stock of objective knowl-
edge, representing universal, inevitable principles. When many of the
structural adjustment programs proved to have serious social costs in
the short term, this was seen as an unfortunate but unavoidable price
for economically necessary measures (often referred to as dynamic
adjustment costs). Specific contexts did not matter; the same market
principles applied anywhere. 

3.3.2 The limitations of the market model
The second phase of integration of culture and economy came as a
reaction to this creeping advancement of economistic ideas into spheres
not considered to be subject to economic principles. Cracks in the
Washington Consensus view began to emerge from the late 1980s, with
critics pointing at the dismal effects of structural adjustment programs
in many developing countries. It would take at least another ten years, 
however, for this critique to reach the inner circles of the World Bank
and the IMF. The assumption of the position of Chief Economist
and Senior Vice President of the World Bank by Joseph Stiglitz in
1997 signaled a growing awareness of the limits of the neoliberal
model in development and poverty reduction. The “mixed successes” 
of structural adjustment programs were only one source of inspiration
for this turnaround; another important development was the collapse
of the communist bloc in 1989 and the associated introduction of the
free market model in the former Soviet states. 
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The fall of the “Second World” was of importance not only for polit-
ical realities – it was an important event for economic thought as well. 
Initially, many liberal thinkers celebrated it as the victory of the liberal-democratic market model, some even going as far as to announce
the end of history (The Economist, December 26: 1992; Fukuyama
1992). It was perhaps the culmination of the neoliberal project that
sought the universal dissemination of market principles. However, this
claim of ultimate victory triggered reactions. For one thing, the reshap-
ing of formerly communist countries in a capitalist vein soon proved
much more difficult than had been previously acknowledged. Rad-
ical liberalization wreaked havoc in many post-communist societies, 
where living standards fell substantially upon the transition to a market
economy. Here, the blueprint neoliberal reform recipes often proved
to be problematic, causing a collapse of all kinds of social security
mechanisms, rising unemployment and a tendency toward corruption
and plutocracy. As a result, economists grew more aware that the
implicit idea behind many of these reforms – that one could bring
about a functioning market economy by simply removing the state –
was too simplistic. Increasing attention came to be devoted to the role
of institutions in the economy and to the particular problems and chal-
lenges arising from the social context in which economic policies were
implemented. 
At the same time, the disappearance of the common enemy of com-
munism created a sudden awareness of the differences within the camp
of market economies, perhaps born out of a craving for some form of
counterweight against the strict, neoliberal interpretation of capital-
ism. Thus, a literature emerged devoted to the analysis of the varieties
of capitalism, calling attention to contextual differences of institutions and culture (e.g. Albert 1991; Hampden-Turner and Trompenaars
1994; Hodgson 1995; Dore et al.  1999; Hall and Soskice 2001). Albert (1991), who played a major role in starting the debate, announced
a new opposition between “le modèle néo-américain,” focussing on
short-term profit and individual endeavor, and “le model rhénan,” 
focussing on collective performance, consensus and the long term. 
The argument was that differences in values, institutions and cultural
context allowed for other forms of capitalism than the Anglo-Saxon
type. 
This branch of literature, often focussing on the firm level, was com-
plemented by a reinvigorated enthusiasm for empirical, cross-cultural
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comparative studies. Whereas after the Second World War investiga-
tions into national identities had come to be distrusted as unscientific
prejudices, by now large cross-cultural datasets had become available, 
providing a more solid ground for studying cultural differences. Exam-
ples include the European and World Values Surveys (Inglehart 1977, 
1981, 1997), the datasets developed by Hofstede (2001) and Schwartz
(1994, 2006) and other projects such as the Chinese Culture Con-
nection and GLOBE (Chinese Culture Connection 1987; House et al. 
2004). ( See  Chapter 5 for a detailed discussion.)
In economic statistics, important new data sources became avail-
able as well. Since 1968, the United Nations had been sponsoring the
International Comparison of Prices Program, which was intended to
provide internationally comparable statistics about the economic con-
ditions of countries. This project eventually resulted in the Summers–
Heston dataset (otherwise known as the Penn World Tables), published
in 1991 (Summers and Heston 1991). The availability of comparable
economic data triggered a mushrooming pile of publications dealing
with the empirics of economic growth, in which economic performance
was explained by an ever expanding set of variables, culminating in
Sala-i-Martin’s (1997) ominously titled paper “I just ran four million
regressions.” In combination with the new values surveys datasets, the
Summers–Heston data facilitated the emergence of a vast literature
about culture and economic performance, all of it using cross-cultural
comparative methods. A not nearly exhaustive sample includes Franke

et al. (1991), Dieckmann (1996) and Granato et al. (1996), regressing economic growth on cultural variables. Others have related culture to
central bank independence and price stability (De Jong 2002), innova-
tion (Shane 1993), and entrepreneurship, redistribution and national
savings (Guiso et al. 2006). Barro and McCleary (2003), Guiso et al. 
(2003) and McCleary and Barro (2006) all set out to establish a rela-
tionship between religion and economic growth, while still others focus
on the influence of trust and per capita growth (Knack and Keefer
1997) ( see  Part II for more details). 
Although this reinvigorated interest in different forms of capitalism
was stirred by the increasing dominance of capitalist systems after
1989, it was certainly not the only source of inspiration – the awareness
of differences between capitalist countries had also received a huge
boost from an older trend in international economics: the economic
rise of Japan and the East Asian Tigers in its train. 
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3.3.3 The Asian Values debate
The spectacular rise of a group of East Asian countries was a riddle to
many observers. It is quite telling that a 1993 publication by the World
Bank, analyzing the economic development of Korea, Taiwan, Hong
Kong, Singapore, Malaysia, Thailand and Indonesia, was entitled “The
East Asian Miracle” (World Bank 1993). To many economists, accus-
tomed to stories of development failures and stagnation, the economic
history of these East Asian countries was nothing short of miracu-
lous. The search for a convincing explanation for East Asian economic
growth triggered all sorts of hypotheses. Among these, a prominent
theory was the proposition that something called “Asian Values” had
been responsible for the success. 
Early contributions relating economic growth in Asia to culture were
generally dealing with Japan and focussed on the role of the Confucian
heritage (Dore 1967; Kahn 1979; Levy Jr. 1962). With development
taking off in other parts of East and Southeast Asia as well, the debate
intensified in the late 1980s and early 1990s (Dore 1990; Dore and
Whittaker 2001; Levy Jr. 1992; Harris Bond 1988; Harrison 1992; 
Hitchcock 1994; Lodge and Vogel 1987; Nuyen 1999; Patten 1996; 
Chinese Culture Connection 1987). In general, the stress on the Con-
fucian element decreased, with the more neutral term Asian Values
rising in prominence.1 According to the Asian Values thesis, Asian
culture encouraged thrift, work and investment in education. Apart
from values directly affecting the economy, Asian Values also included
filial piety, collectivism, consensus-seeking, discipline and respect for
authority. These values were indirectly assumed to be responsible for
1 The inclusion of predominantly Islamic countries such as Malaysia and
Indonesia in the Asian Miracle made the link with Confucianism problematic. 
However, also in an allegedly Confucianist place like Singapore, Confucianism was less prominent than authors in the Asian Values tradition often presumed. 
The evolution of Singapore’s religious education program in secondary schools in the early 1980s illustrates this. Confucianism did not feature at all in the initial outline of the program (in contrast to Buddhism, Hinduism, Islam, Bible Studies and World Religion studies). When it was eventually added, Singapore had to import teachers from abroad to lecture in Confucian Ethics, as the
expertise was lacking at home. Finally, very few students were opting for
Confucianism, with the majority of Chinese students picking Buddhism instead (Hill 2000: 19–20). A second reason for downplaying religious heritage in the Asian Values discussion was the fact that governments saw religion as
potentially stirring up ethnic divisions (Hill and Lian 1995: 205–210; Maseland and Peil 2008). 
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the Asian Miracle by nurturing rational, capable and insulated bureau-
cracies willing to bring about economic development for society as a
whole (Dore and Whittaker 2001).2
The emergence of this thesis was not surprising. Culture had always
been the one thing developing countries were considered to be rich in. 
Not coincidentally, the only field in economics in which culture and
social context had continued to play a significant role after the Second
World War was development economics. In fact, the very idea of a
separate economics for developing countries had been informed by a
tendency to think of the world dichotomously, opposing traditional, 
irrational developing countries to the modern, developed world. Devel-
opment, in the modernization theory of the 1950s and 1960s, meant
to become more like developed countries. Simultaneously, however, 
the development debate was informed by an opposition between East
and West, in which “the West” stood for the developed, European and
North American modern societies and “the East” for traditional, mys-
tic, agricultural societies. These dichotomies overlapped, as the com-
mon use of the term the West for rich, developed countries illustrates. 
East vs. West, traditional vs. modern and undeveloped vs. developed
were all binary oppositions that partitioned the world along more or
less the same lines. 
For a long time one problem with such a division of the world
into a developed, rational part and a less advanced, traditional part
had persisted: Japan. Here was a country that was at the same time
developed and non-Western. As such, it did not fit into the simple
dichotomy of modernization, and it attracted much scholarly attention
(e.g. Levy Jr. 1962; see also  Hodgson 1995: 582). Japan was a “them” 
that somehow had become an “us” at the same time.3 The problem
worsened when “the Asian anomaly” spread to other countries and
regions, such as Korea, Taiwan, Hong Kong, Singapore, Malaysia and
Thailand. Interest in this Asian Miracle increased accordingly. 
2 This part of the thesis invited a critical literature challenging the link between Asian culture and modes of government and governance (e.g. Barr 1999; Khoo
2002). A particularly contentious issue was the compatibility of the alleged Asian respect for authority and collectivist orientation with democratic rights and principles (Bae 2008; Kim 1994; Li 1997). 
3 A telling illustration of this ambiguous status of Japan is the fact that the Dutch Central Bureau for Statistics (CBS) classifies Japanese immigrants officially as
“western immigrants” (CBS 2004). 
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The culturalist turn in the debate about Asian development was
therefore perhaps unsurprising. After all, we were still dealing with
a part of the world that was supposed to be the opposite of modern
rationality, a cultural place steeped in tradition – the fact that the
dichotomy developed–undeveloped had to be altered was no reason
to let go of the other oppositions. Thus, we find Ronald Dore et al. 
proclaiming that “Japan and Germany remain very different. Japan’s
economic institutions are deeply socially embedded” (Dore et al. 1999: 117), or Donald Katzner arguing that “[T]here is little justification
for introducing self-interest or rationality as a major assumption in
explanations of Japanese economic behavior” (Katzner 2008: 25). The
message is clear: when the East develops, that development must be
rooted in its traditions. 
Even when talk about Asian Values decreased after the Asian finan-
cial crisis of 1997, by then it had already provided a major impetus for
the revival of culturalism in economics in general. The simultaneous
rise of culturalism in the debate about East Asia and the increasing
attention to East Asia in the economic debate in general had worked
together to make paying attention to culture acceptable in economics. It
was on the waves of the Asian Values debate, therefore, that economic
historical works promoting the idea that culture had been responsible
for the rise of the West also began to re-emerge. The most prominent
of these have been David Landes’ The Wealth and Poverty of Nations
(1998) and the collection by Harrison and Huntington (2000). Cul-
ture, still a decidedly oddball topic in the 1980s, became a force to be
reckoned with. 

3.3.4 Culture hits the mainstream: New Institutional

Economics and behavioral economics
As we have argued, the increasing connections between economics
and other social sciences over the past decades developed in two ways. 
First, there was what one might call an economization of social science, represented by the upturn of rational choice sociology and the rising
dominance of the Chicago School. This movement was carried by influ-
ential authors such as Gary Becker and James Coleman. Rather than
genuine integration of different views, this process could more accu-
rately be understood as the annexation (sometimes also referred to as
colonization) by neoclassical economic analysis of spheres previously
Downloaded from Cambridge Books Online by IP 14.139.43.12 on Sat Oct 06 08:32:59 BST 2012. 
http://dx.doi.org/10.1017/CBO9780511761539.004
Cambridge Books Online © Cambridge University Press, 2012

Explaining the rise of culture in modern economics
73
ascribed to other disciplines. The neoclassical counterrevolution in
development economics, led by authors such as Deepak Lal, Anne
Krueger, Ian Little and Bela Balassa, also fitted this movement. 
Second, in part as a reaction to this “annexation,” attention to the
complementary context of economic behavior began to increase from
the late 1980s. As a result, what one might dub a sociologization of

economics  took place, in which economics was imputed with more
realism and practical relevance by taking into account the impact
of other, “softer” factors. The varieties of capitalism approach, the
explosion of empirical literature on the basis of datasets provided by
Inglehart, Hofstede and the like, as well as the Asian Values literature, 
are all examples of this trend. 
Whereas the second class of approaches certainly had been on the
rise from the 1980s, this still did not touch the theoretical core of
economics. They were in principle empirical approaches, not so much
attacking economic theory as complementing it. Even the economic
historical work of someone like Landes (1998) did not specifically
address economic theory. All that changed with the advent of New
Institutional Economics (NIE), which was essentially a theoretical
project. Carried by authors such as Douglass North, Ronald Coase
and Oliver Williamson, New Institutional Economics was perhaps the
most important new line of thought combining economics with the
subjects of other social sciences. It derived this status from manag-
ing to combine the two trends discussed above. It was born out of
an insight that inclusion of the complementary context was necessary
for any meaningful description or analysis of reality, but insisted that
these complementary factors should be approached from the perspec-
tive and with the tools provided by economic theory. In other words, 
social context mattered, but it was economic theory that was needed
to analyze this context. This integrative approach can be found in the
work of Douglass North. 
Douglass North
Douglass North (1920–) started his career as an economic histo-
rian, working on the subject of US economic growth, studying it
from a neoclassical perspective. In the early 1970s, he turned to the
economic history of Europe, which involved questions about deep
structural transformations in society and economic system. North
Downloaded from Cambridge Books Online by IP 14.139.43.12 on Sat Oct 06 08:32:59 BST 2012. 
http://dx.doi.org/10.1017/CBO9780511761539.004
Cambridge Books Online © Cambridge University Press, 2012
74

Culture in Economics
soon found that to analyze such transformations, neoclassical tools
were unsatisfactory. He therefore sought to develop an institution-
ally focussed analysis, resulting in a series of books, starting with

The Rise of the Western World (1973), Structure and Change in

Economic History (1981), Institutions, Institutional Change and

Economic Performance (1990) and, most recently, Understanding

the Process of Economic Change (2005). Each of these removed
North further from the standard neoclassical framework, although
he always maintained its core arguments about market exchange
and scarcity as the basis for his work. 
Institutions, to North, are the rules of the game. Analyzed from
a neoclassical perspective, such social rules and norms develop
through reactions to changes in prices and opportunities. In the
neoclassical framework, such market processes would in principle
lead to an efficient equilibrium. In the real world, though, insti-
tutions are not always efficient. Moreover, inefficient institutions
not only exist, they also persist. History shows divergent paths of
development. This provided a puzzle to North, which he attempted
to solve in Institutions, Institutional Change and Economic Perfor-

mance (1990), arguably his most important work. 
His basic argument is that neoclassical economics is mistaken in
assuming perfectly informed, rational individuals taking decisions
in a world without transaction costs. If information is costly and
people are henceforth only boundedly rational, they tend to con-
struct institutions – norms, values, rules of behavior – that will
make decision-making easier, more predictable and less uncertain. 
However, these institutions – being inflexibilities in behavior, as
it were – result in transaction costs. The level of these transac-
tion costs differs and this is what determines the relative efficiency
of a society’s institutions and the performance of its economic
system. 
Institutions can change because of individual behavior in reac-
tion to variations in prices and perceived opportunities. However, 
the adaptability of institutions is limited because they are rooted
in deeper lying institutions, such as socially held convictions and
beliefs, religions and culture. Although these levels are subject to
evolution, the impact of individual action on them is unknown to
the individual actor, which tends to take this culture, religion, etc. as
given characteristics of its environment. This embeddedness creates
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transaction costs that prevent radical changes in the institutional
structure, allowing only incremental change in institutions. Thus, 
differences in development paths between societies are explained:
societies do not simply learn and copy successful strategies of others. 
What we see here is a concern with extending the neoclassical
framework to make it more realistic. Thus, transaction costs are
invoked and assumptions of perfect rationality are loosened. At the
same time, the emergence and development of these deviations from
the neoclassical model are analyzed with more or less neoclassical
tools. In later work, such as Denzau and North (1994) and North
(2005), North seeks to substantiate the concept of bounded ratio-
nality by going more deeply into cognitive science. The aim here
is to understand the way in which the mind and brain work and
how that relates to the way in which people make choices and the
belief systems that they have. Here we see the same concern with
developing a more realistic model of human decision-making and
action, in order to understand global historical processes. Still, the
focus on individual decision-making, market exchange and some
form or degree of economic rationality is maintained. 
New Institutional Economics, in its attempt to incorporate what
previously were considered to be side issues into an adapted economic
core model, could be seen as an attempt at genuine integration of the
study of economy and “soft issues” such as culture and institutions. 
This was not to be an “economics-plus.” Rather, NIE strived to offer
a more comprehensive, realistic economic theory that could cover a
wider range of issues and developments. It is debatable whether new
institutionalism has been successful in this respect (more about this in
Chapter 4), but the ambition is important. 
Parallel and partly complementary to the development of NIE, 
important methodological developments have taken place in micro-
economics with the development of behavioral economics, specifi-
cally game theory. Using traditional game-theoretical methods, (micro)
economists have accumulated a large body of evidence over the
past three decades showing that “many people violate the rational-
ity and preference assumptions that are routinely made in economics” 
(Conlisk 1996: 674; Camerer and Fehr 2006: 47). Although many
of these insights into human behavior were already acknowledged and
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vividly described by Adam Smith ( see  Ashraf et al. 2005), this literature spanning micro-economics and psychology has shown that “people do
not frequently form rational beliefs, objectively irrelevant details affect
their behavior in systematic ways, they prefer to be treated fairly and
resist unfair outcomes, and they do not always choose what seems to
be in their best interest” (Camerer and Fehr 2006: 47).4 And as a result
of both behavioral heterogeneity and versatility, small differences in
institutional starting points have major effects in outcomes (Bowles
2004). The relationship between interacting individuals with hetero-
geneous preferences and aggregate outcomes is at the top of the agenda
of many behavioral economists. 
Perhaps starting with Kahneman and Tversky’s 1979 seminal

Econometrica  article on prospect theory, the publication of Advances
in Behavioral Economics  by Camerer, Loewenstein and Rabin in 2003
marks and summarizes this development of research on the psycho-
logical underpinnings of (micro) economic decisions ( see  DellaVigna (2009), Earl (2005) and Lewin (1996) for classical overviews of
research in psychology and economics). The claim of behavioral
economists is that the assumptions underlying their models are more
realistic than in the neoclassical model. Criticism of the method
employed in behavioral economics is scarce given its current popu-
larity, but that does not mean that everyone shares the added value of
this new (latest) wave of research in economics. For example, Rubin-
stein (2006) claims that the psychology and economics literature has
replaced the “dead parrot” of full rationality with one that is equally
dead, and points to the equally unrealistic assumptions made in this
newly emerging field. 
Although many researchers in this area use experiments, behavioral
economists are methodological eclectics (Camerer and Loewenstein
2003) and have started using a range of methods, including com-
puter simulations and brain scans, leading to a new sub-field called
neuro-economics (e.g. Camerer et al. 2005). In a way, one defining
aspect of current research in behavioral economics is the attention for
4 Note that this does not imply that outcomes in line with the standard economic model cannot occur. Depending on the structure of agent heterogeneity and the structure of social interactions, collective outcomes close to the predictions generated by the model based on Economic Man are realistic (Camerer and
Fehr 2006). 
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context. Instead of treating context as a nuisance variable (e.g. as in
experimental economics), behavioral economists (or better, social sci-
entists, because the scholars involved are not solely economists and
include psychologists as well, e.g. the 2002 Nobel Prize winner in
economics was the psychologist Daniel Kahneman) are specifically
interested in these context effects and see them as “treatment effects” 
(Camerer and Loewenstein 2003). Phenomena such as framing effects, 
anchoring and preference reversal all imply that preferences are not the
pre-defined exogenous sets of indifference curves as found in micro-
economics textbooks (DellaVigna 2009; Guiso 2008). 
It is clear that both NIE and behavioral economics signaled a broad-
ening of economic theory which made it attentive to social context and
created a theoretical environment in which culture could reside. As a
result, culture started to attract attention from what might be called
“serious” economists working outside the new institutional school (e.g. 
Lal 1998; Barro and McCleary 2003). In early twenty-first-century
economic thought, culture definitely matters. 
3.4 Meanwhile, in cultural sciences

3.4.1 An interpretative development
Around the same time that economics began to look more closely at
culture as a factor of interest, other disciplines, most notably anthro-
pology, began to raise serious doubts about the concept. These doubts
had to do with the origins of anthropology, which descended from
colonial studies of indigenous peoples. The study of other cultures
had originally been developed as an instrument of colonial administra-
tion. After de-colonization, cultural anthropology became increasingly
aware of this historical burden. However, despite repeated efforts, it
turned out that it was rather difficult to get rid of this legacy completely. 
Eventually, the concepts of culture and cultural studies themselves were
suspected of being affected. 
A first step in the project to eliminate the colonial burden was to
break with the study of other cultures from the perspective of the
outsider, as colonial administration as well as modernization theo-
rists had done. Outsiders were commonly Westerners, and describing
other cultures from their point of view usually resulted in little more
than distorted comparisons with Western conceptions and experiences. 
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Cultures had to be described from the perspective of the native
rather than that of the Western visitor. A more interpretive, subjective
approach to studying cultures and societies was advocated by ethnog-
raphers such as Clifford Geertz ( see  Chapter 4). 
The move toward an interpretive anthropology, while addressing
some of the more profound problems of ethnocentrism, was in the
first instance concerned with finding better, more authentic knowledge
rather than with the problem of colonial legacies. The awareness that
these two issues were intertwined, since colonialism had caused dis-
tortions that went deeper than commonly thought, hit the debate in
full force with the publication of the groundbreaking Orientalism  by Edward Said in 1978. 
Edward Said’s Orientalism
In 1978, Edward Said published Orientalism, in which he traced
the depiction of something called “the Orient” in European writing
throughout the ages. It became a hugely influential work, inspir-
ing an arguably new literature that could be called post-colonial
theory, dealing with issues of power, knowledge and, amongst oth-
ers, economic dominance (Ghandi 1998: 64). This canonical status
of Orientalism  is perhaps surprising to the economically inclined
reader. How could a work that dealt principally with books and
literary analysis have such an impact on theories about colonial-
ism, power and social reality? After all, was it not concerned with
texts rather than the political–economic reality? The answer to
these questions is that, to Said, texts are always worldly, i.e. they
are events that are part of the social world which they help to
reproduce.5 They reveal and encode the prevailing structures of
attitude, reference and preoccupation of the world around them. 
In this sense, textual “discourse analysis” is inseparable from the
project of social science (Ghandi 1998: 68). 
In Orientalism, Said argues that in European literature, science
and popular myth, the Orient and Orientals as concepts have
been created as mirror images of the West. The binary opposition
5 To some extent, there is a parallel with the way in which McClelland (1961) uses texts to uncover core ideas about achievement and entrepreneurship in
societies. We discuss this literature in Chapter 6. 
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between East and West, or Orient and Occident, in which the West
always had the upper hand, created a consistent, paradigmatical
image of the Orient, a “region” that as a conceptual unity existed
mainly in the heads and books of Europeans, but whose geograph-
ical boundaries were considered to lie between Morocco and the
Eastern shores of Indonesia. “Orientalism was ultimately a political
vision of reality whose structure promoted the difference between
the familiar (Europe, the West, ‘us’) and the strange (the Orient, 
the East, ‘them’). This vision in a sense created and then served the
two worlds thus conceived . . . A certain freedom of intercourse
was always the Westerner’s privilege; because his was the stronger
culture, he could penetrate, he could wrestle with, he could give
shape and meaning to the great Asiatic mystery, as Disraeli once
called it” (Said 1995: 44). This Orientalist discourse reflected the
power distribution in the world, or as Said argues, it is “fundamen-
tally a political doctrine willed over the Orient because the Orient
was weaker than the West, which elided the Orient’s difference
with its weakness” (Said 1995: 204). Orientalism, i.e. the project
of studying, teaching and writing about the Orient, was informed
by and created the notion that traditional and despotically inclined
Orientals required domination and being led by rational, purposive
action-oriented Westerners, thus constituting an essential cognitive
accompaniment of Europe’s imperialism (Ghandi 1998: 67). The
consequence of the inequality between West and East in the Orien-
talist discourse is that the Oriental is always represented, without
being given the opportunity to present him/herself. The result is not
so much that a distorted image of the Orient has come about – since
“the methodological failures of Orientalism cannot be accounted
for either by saying that the real Orient is different from Orientalist
portraits of it, or by saying that since Orientalists are Westerners
for the most part, they cannot be expected to have an inner sense
of what the Orient is all about – but that ‘the Orient’ is itself a
constituted entity, and that the notion that there are geographical
spaces with indigenous, radically ‘different’ inhabitants who can
be defined on the basis of some religion, culture, or racial essence
proper to that geographical space is equally a highly debatable
idea” (Said 1995: 322). “The Orient” is a constructed “anti” of
what European society aspired or considered itself to be, fitted in
a geographical framework; those things “we” are not and do not
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want to be, are Eastern. This role of the Orient as the opposite
of the West meant that “Orientalist ideas could enter into alliance
with general philosophical theories (such as those about the history
of mankind and civilization) and diffuse world-hypotheses” (Said
1995: 204). This way, the Orient not only became the opposite of
the West, it also became the model of a “backward,” “traditional” 
society. Where the West was rational, modern, liberal, progres-
sive and strong, the East was mystical, traditional, despotic, static
and weak. Being Oriental came to be an immobilized or unproduc-
tive quality; hence, even when the Orient is being approved, it is
through such phrases as “the wisdom of the East” (Said 1995: 208)
pointing at an altogether unpractical metaphysical wisdom rooted
in ancient traditional values and beliefs, which has been acquired
simply through being around for millennia rather than through
conscious efforts. 
The importance of Said’s work was that it made clear that the way
in which we write about “the Orient” is inextricably connected to
the political context in which we write. Even more strongly, Orien-

talism  showed that the very idea of the Oriental as a research object and a category different from ourselves was already informed by
such political relations. The work thereby highlighted the necessity
for awareness of these contexts and for a reflexive approach that
takes into account the political content of texts. Social science could
no longer pretend to be merely concerned with truth or authenticity, 
since claims to either of them were inevitably tainted with partial-
ity. Rather, the project of social sciences consisted of texts that
were social acts in themselves and thereby had social and political
consequences, on the basis of which they needed to be assessed. 
In Orientalism, Said argued that European thought and writings
over the centuries had created an opposition between East and West, 
in which the East came to be a synonym for everything that the West
aimed not to be. Moreover, the book showed that such conceptions, 
reflecting the colonial distribution of power, are still present in contem-
porary writing. The Asian Values debate, for instance, is an example
of how the idea of Asia as an irrational, mystic and traditional place
continues to affect contemporary economic analysis. Orientalism  was a wake-up call for those who believed that colonial prejudices and
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dispositions in academic writing had ended with de-colonization. It
triggered a round of intense introspection in anthropology, culminat-
ing in the (in)famous “writing culture”  debate (Clifford and Marcus 1986). The insight about the East as the dichotomous opposite of the
West was applied to “other” societies in general. It was argued that
ethnography divided the world in two parts: one part that was writing
and one that was being written about.6 The part that was writing –
“us” – was monopolizing the right to produce knowledge, denying the
other part – “them” – the right to present itself. This situation reflected
and reproduced the distribution of power in the world. Thus, accord-
ing to the writing culture argument, the very nature of ethnography
itself was imbued with political–economic inequalities. 
The story of the radicalization of such reflections on postmodern
anthropology is interesting, but beyond the scope of this book ( see, for example, Clifford 1989; Fernandez 1986; Roth 1989). The postmodern shift in anthropology makes the discipline probably too unpalat-
able to economists to be of direct relevance to the debate about culture
in economics. The importance of the anthropological debate for eco-
nomics lies primarily in its acute awareness of cultural bias and the
insight that this problem is rooted deeply in cultural research. Also, 
the criticism hitting anthropology triggered a move away from its pre-
vious focus on other cultures as comprehensive, static systems. To
describe people in terms of the strange cultural systems they lived
in was to ignore the fact that people in “other” cultures were also
thinking, consciously making choices and actively shaping their lives
and environments. The focus on the strangeness of the other culture
blocked one’s view to the kind of choices and actions that all people
have to make. In order to avert all this, anthropology began to develop
a view of the world in which agents were actively involved in shaping
and negotiating their identities. Social structures and beliefs came to
be seen as dynamic, fluid and contested. This dynamic view of cul-
ture is characteristic of contemporary anthropology; it is not limited
6 The phrase “writing culture” had an intentionally dual meaning. On the one hand, it referred to the actions of students of culture, who were in the business of writing about culture. Writing culture thus meant “the writing of culture.” 
On the other hand, it denoted the fact that the writing of culture itself was a culture shared by ethnographers. Here, writing culture was understood as a
“culture of writing (about the other),” which was to be subjected to analysis and reflection. 
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to its postmodern influenced versions but shared by other schools in
the discipline. 

3.4.2 A functionalist development
Of course, the interpretive development discussed above has not been
the only movement in the field of cultural studies. From the 1970s, a
functionalist movement went directly against the postmodern trend in
anthropology. Rather than focussing on the particular and the insider
perspective, this school placed itself in the tradition of social science
that sought to develop cross-cultural objective schemas to categorize
and explain different cultural beliefs. The work of Mary Douglas
stands out in this respect. Douglas is most famous for her grid/group
model, which she uses to classify societies along two dimensions. Grid
is about behavior and indicates the degree to which people are con-
strained by rules; group is about identity and focusses on the strength
of group ties (Douglas 1973). The underlying argument is that grid and
group refer to fundamental problems which every society faces, so that
they form universally valid categories. Douglas uses this classification
to show that these two basic, universal features of social relations –
the extent to which we are constrained by rules and the importance of
group ties – generate cultural biases and are replicated in people’s cos-
mological beliefs, values and preferences. Cultural beliefs mirror social
relations and serve to validate them, thus preserving the social order
and its power distribution (Douglas 1973). In other words, thought
modes can be explained by their functionality for the social order
(Douglas 1986). 
Its focus on cross-cultural regularities and functional explanations
for cultures directly positions this work opposite to the dominant
stream in anthropology at the time. Although Douglas attracted a
group of devoted scholars, her work may actually be more popular
outside anthropology than within the field ( see  Beidelman 1993 for an anthropologist’s perspective on Douglas’ work). Especially in political
sciences, the framework has been extensively used. Examples include
theories of political preference formation (Wildavsky 1987), policy
analysis (Schwarz and Thompson 1990) and studies of perception
of environmental pollution and risk (Douglas and Wildavsky 1982). 
Douglas’ work is also closely related to contemporary innovations
in cross-cultural psychology led by Geert Hofstede and Shalom
Schwartz, who also came to develop a system of dimensions to classify
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societies and cultures, partly motivated by functional explanations ( see Chapter 5 for an extensive discussion of this work). Cultural dimensions of this kind have regularly been employed in economic work
studying the impact of culture, though application of the grid/group
framework itself to economic issues is relatively rare (exceptions
include Caulkins and Peters 2002; Douglas and Isherwood 1979; 
Linsley and Shrives 2009). 
A reason might be that economists are usually primarily interested
in the consequences of cultural differences (Tabellini 2008a), whereas
Douglas’ framework is first and foremost designed to explain them. 
The logic runs from social relations to “cosmologies,” i.e. beliefs, val-
ues and ideas justifying the social order, not the other way around. The
grid/group system seeks to classify social relations, which lead (though
not deterministically) to cultural biases. It is explicitly not a system for classifying cultural biases determining social relations and institutions
(Douglas, letter October 1983, cited in Spickard 1989: note 12). What
is more, in line with the general developments in anthropology, this
school of thought is strongly focussed on the dynamics of culture, espe-
cially in its later versions (Douglas 1999; Thompson et al. 1990). The argument here is that all types of cultural bias are always potentially
present in any group of people and are always vying for dominance. 
In this conflict, individuals constantly (re)negotiate, move around and
change allegiances, thus continuously changing the cultural landscape. 
The awareness of cultural bias and the dynamic perspective of cul-
ture which can be found throughout current anthropology make it
possible to escape the pitfall of cultural determinism that always looms
in studies of culture in economics. What is more, it opens up the way
for an analysis of the origins and evolution of culture rather than just
its impact. Theoretically, the enhanced focus on agency is in principle
closer to the methodological premises of economics than conceptual-
izations of culture in terms of encompassing, inherited systems. All this
makes contemporary anthropology potentially relevant to discussions
about culture in economics. We discuss this potential more fully in the
next chapter. 
3.5 Conclusion
In this chapter, we have discussed the various sources of what we
argue is a revival of culture in economics. It has been shown that
the economization of social science by economists such as Becker and
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Krueger, the sociologization of economics by authors such as Ingle-
hart, Barro and Albert, and the people involved in the Asian Values
debate all came together to create a renewed interest in culture in
economics. New Institutional Economics and behavioral economics, 
meanwhile, offered the directions for a theoretical foundation of such
a project. However, so far, the literature about culture and economics
stands out as a loose collection of ideas, united mainly by a sense
of serious differences between societies and a perception that there is
more between heaven and earth than rational choice and self-interest. 
It is not precisely clear how new institutionalism can be reconciled
with the variety of capitalisms approach, or how the Asian Values the-
sis relates to cross-country comparisons, especially given the former’s
demise after the Asian financial crisis of 1997. The main conclusion
that can be drawn when looking at this diverse literature is that there is
a strong revival of interest in culture in economics. Culture is back and
culture matters. Beyond that, we still have little clue of how culture can
be related to the economy. Culture matters for economics, but how? 
This is the question we take up in the next chapter. 
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4.1 Introduction
In Chapter 2 we have seen how culture and economy got separated the-
oretically, resulting in the disappearance of culture from the economic
lexicon by the mid-twentieth century. Chapter 3 provided reasons for
the return of interest among economists in the role of culture in recent
times. In this chapter we continue this discussion by assessing the var-
ious ways in which culture may enter economics. 
Attempts at integration of culture and economics broadly fall into
four categories, as illustrated in Table 4.1. 
First, there is a literature in which the economic model of behav-
ior is basically maintained, with culture being added as an exogenous
factor explaining what the economic model by itself cannot. We refer
to these approaches as “Economy and Culture.” We discuss this lit-
erature in Section 4.2. Second, there is a literature which can be said
to bring together culture and economics by analyzing both economy
and culture from a cultural perspective. Many people have argued, 
for example, that economic rationality is an historically and culturally
specific phenomenon, rather than a universal behavioral structure. In
this interpretation, a society’s economy is just one of many aspects
of the overall culture of that society. If the economy is a manifesta-
tion of culture, it follows that it is to be analyzed by cultural sciences
rather than that it requires a discipline of its own. This line of thought, 
which we denote “Economy as Culture,” we will discuss in Section 4.3. 
Third, a literature exists making exactly the opposite claim: rather than
subjecting the economy to a cultural analysis, it argues that culture is
to be analyzed by economics. Gary Becker did so when he declared
all areas of social life subject to economic analysis, thus denying the
existence of a separate realm of culture to which economics was not
applicable ( see  Chapter 3). We denote this approach “Culture as Economics” and discuss it in Section 4.4. The fourth category of literature
85
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Table 4.1. Structure of Chapter 4
Combination
Integration
Reflection
Culture and
Economy
Culture as
The culture of economics and
economy
as culture
economics
economists
is of a higher order, focussing on the practice of economics itself. 
Authors in this category, which we discuss in Section 4.5, have ana-
lyzed what might be called the “Culture of Economics.” The argument
here is that economists as members of the economic community share
certain beliefs, orientations, meanings and dispositions, which can be
interpreted from a cultural perspective. The chapter ends with a short
summary and conclusion. 
4.2 Economy and culture
The fact that, within modern economics, culture has largely been
defined as opposite to the economic does not mean that it is impos-
sible to add culture to economics. The opposition allows culture to
be seen as entirely exogenous to the economic. That means that the
several exogenous factors present in the model can serve as inroads for
culture. 
The economic model of behavior in such a view can be summa-
rized as follows: an individual actor having certain preferences is con-
fronted with a scarcity of means and decides upon an outcome on
the basis of the confrontation of these two. In the orthodox neoclas-
sical version, such a decision is purely economically rational. More
recent developments often replace pure rationality by what is called
bounded rationality, denoting the point that individuals are plagued
by a lack of information and uncertainty about outcomes of actions
(Conlisk 1996). The importance of such developments notwithstand-
ing, the basic structure of the behavioral model has not been altered. 
This structure is given in Figure 4.1. 
Individual
+
Constraints
=
Outcomes
Preferences
Figure 4.1. Structure of economic model of behavior
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Given this model, culture can enter as an exogenous factor in three
ways. First, it can enter as preferences, or a source of preferences. 
Second, it can enter as a source of scarcity: constraints. Third, it can
enter as deviations from the model, that is, culture explains those
outcomes that have come about in ways other than the economic
model suggests. For each of these possible inroads, it is possible to find
authors having taken them. 

4.2.1 Culture as (source of) preferences
Neoclassical economics, while studying choice on the basis of indi-
vidual preferences, has always explicitly left the formation of prefer-
ences outside its analysis. Instead, it has preferred to deal with individ-
ual choices, given  certain preferences. Underneath this lies a view in which morality and rationality are separated, which we can also find
in Weber’s position about the world’s “moral irrationality.” The basic
argument here is that rational social science can analyze and discuss
matters of the ratio, but that it is impossible to come to rational assess-
ments of morality. To Weber, there are no rational ethical systems; 
rationalization, in which he was primarily interested, occurred on the

basis of  morality, which is itself irrational (Giddens 1974: 44). Rationality is a process of confronting means and ends efficiently, and/or
deciding upon action on the basis of effectiveness with regard to certain
values. In both cases, ends and values are the object of rationalization, 
while not subject to rational evaluations themselves. Similarly, neo-
classical economics focussed on the rationality of individual choices
on the basis of “moral” preferences, which it refrained from express-
ing verdicts about. It was concerned only with the efficiency of these
choices, but left the formation of preferences to the individual. This, 
of course, was also a political stance: rather than making explicitly
political claims about which preferences individuals ought to have, 
neoclassicism held on to the liberal principle of self-determination. It
thereby deviated from Marxian economics, for example, which argued
that material structures determined people’s beliefs and preferences, 
implying that these could be (mis)guided. Value formation was an
entirely exogenous affair and something occurring prior to the eco-
nomic model. 
With preferences and values being exogenous inputs to the economic
model of behavior, they form a convenient route for adding culture to
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the model. In this case, culture enters “as the basis for individual pref-
erences (goals) and beliefs” (Chai 1997: 45). Thus, having established
culture as (a source of) preferences allows us to fill in the formal mod-
els of neoclassicism substantially. This is the line – at least implicitly
and indirectly – taken by the many recent empirical studies of culture
and the economy on the basis of large-scale, cross-country survey data, 
such as Barro and McCleary (2003), Granato, Inglehart and Leblang
(1996), Hampden-Turner and Trompenaars (1993), McCleary and
Barro (2006) or Shane (1993). The argument in such studies runs that, 
for example, if people are risk averse, they will choose risk-reducing
social arrangements such as bank credit, whereas risk-loving people
will opt for stock markets to finance their investments. If the Dutch
like leisure more than the Americans, the Dutch will work less, even
when controlled for differences in real wages and tax effects. If we
are able to establish such differences in preferences between various
cultures, we should, on the basis of economic theory, be able to predict
outcomes and explain certain differences between countries. Although
such research is conducive to answering many specific questions, such
as why stock markets are more developed in society A, the use of this
approach, in the end, is limited. 
Perhaps the main drawback of taking the route of preferences for
adding culture to the economic model is the fact that it does not
develop or alter the economic model, but merely fills it in. Whereas
the neoclassical model of choice and behavior describes only abstract
structures of behavior, the culture-as-preferences approach translates
the model’s abstract predictions to concrete, substantial decisions. In a
sense, the approach is similar to market research: we can predict which
“product” people will choose on the basis of their preferences we have
studied ( see, for example, de Mooij and Hofstede (2002), in which
cultural differences are invoked to explain variations in consumption
patterns across countries). Theoretically, however, the approach is not
likely to push forward any theoretical boundaries; its main use lies in
filling in the existing theoretical model and answering specific empirical
questions. 
To incorporate culture through the route of preferences requires a
specification of the kind of preferences that are deemed to be cultural
and a theory about how they relate to other types of preferences. 
Not all preferences are cultural; otherwise, it would not be clear what
the added value of talking about culture would be. One intuitively
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plausible way to distinguish cultural preferences from others is to argue
that culture is produced by collective social processes, whereas other
preferences are exogenous givens at the individual level. However, if
cultural preferences are the outcome of social processes, it follows that
their formation is subject to analysis. Seen from this perspective, only
when combined with an elaborate theory about the nature, emergence
and development of cultural preferences, adding culture as a source of
preferences could fundamentally contribute to our understanding of
the economy and economic decision-making. 
Unfortunately, little theory has been developed in this direction so
far ( see  Chapter 5 for a fuller account). The work of Mary Douglas
and her followers, discussed in the previous chapter, and Wildavsky’s
(1987) analysis of preference formation in particular, forms an impor-
tant exception. Here, the argument is that preferences are generated
by social relations and reflect the way society is organized. Another
partial exception is Tabellini (2008a), who develops a model of prefer-
ence evolution on the basis of parents optimally choosing what values
to pass on to their children. Much like Wildavsky (1987), Tabellini
(2008a) concludes that differences in institutions and technology in
the end determine differences in values. For example, the presence
of well-functioning legal institutions makes the transmission of gen-
eralized values optimal, since the more distant transactions such val-
ues foster are successfully enforced by these institutions. It should
be noted that employing functionalist explanations such as these to
complement the culture-as-preferences approach results in a two-way
causality. If preferences are generated by the way we organize soci-
ety, and societal organizations are in turn determined by our pref-
erences, the result is that society ends up along a self-reinforcing
path. 
A different approach is taken by Mark Casson (e.g. 1993; Casson
and Godley 2000), who argues that culture (in economics) can be seen
as collective subjectivity. More concretely, culture denotes the subjec-
tive preferences and subjective beliefs about probabilities shared by
a collective. The latter takes us toward a view of culture as defining
the (perceived) means in choices; the former is in line with addressing
culture as preferences. However, Casson (1993) goes beyond much
of the literature in this category by setting out to develop a theory
of the emergence of the kind of collective subjectivities he calls cul-
ture. He argues that if we take preferences and beliefs to be malleable
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rather than fixed, collective subjectivity will emerge on the basis of
dominance by leaders, imposing their preferences and beliefs on to
others through force and manipulation. Although this leaves many
loose ends (for example, why culture apparently has a stability and
closedness that mere imposed preferences by a leader are not likely
to have), the attempt at taking the debate about culture and eco-
nomics into a more constructive sphere by developing theory about
cultural development, as well as the attention for the role of power in
such processes, is an important step forward. Analyzing the formation
of cultural preferences from a political–economic perspective, Casson
(1993) moves away from a “culture and economy” approach toward a
“culture as economy” approach, in the tradition of Becker. Economic
analysis provides the final answer, as culture becomes something that
economic theory can explain. 

4.2.2 Culture as (source of) constraints
An alternative route to including culture in the economic model of
behavior other than through exogenous preferences is by presenting
culture as (a source of) constraints in the rational choice model. This
is the way culture is approached in NIE, which treats culture as a
constraint for institutional development. 
The core idea of NIE is that individuals do not possess perfect
information but are coping with uncertainty. To deal with uncertainty
(North (2005) refers to this as a non-ergodic world), institutions are
invented; social rules and norms of behavior that make social reality
more predictable. Channeling human actions into fixed patterns and
reducing the range of possible courses of behavior which one has to
take into account, institutions have a dampening effect on uncertainty
and the costs associated with that. However, while on the one
hand reducing uncertainty about outcomes and behavior of others, 
institutions also “define and limit the set of choices of individuals” 
(North 1990: 4). In other words, institutions – the “rules of the game” 
as they are defined by North ( ibid. ) – pose constraints for individual choices. As a consequence, by making some things unnegotiable, they
cause inefficiencies, rigidities and market imperfections. Although
institutions are necessary for facilitating cooperation and interaction, 
they do so while bringing about transaction costs. The degree of these
costs is, however, dependent on the quality of institutions. To North
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(1990), herein lies the answer to the question of global economic
divergence: economic divergence is a consequence of differences in
institutional quality. 
Such an argument logically leads to the question of why such diver-
gence would persist. If societies know that their institutions are rel-
atively inefficient compared with the institutions of others, why do
they not throw out their own institutions and copy those institutions
of more “successful” economies? In the new institutional argument, 
institutions enter as human-made constraints that are more or less
rational (if not consciously designed) answers to problems of infor-
mation shortages and uncertainty. However, when institutions are
human-made, they should in principle be alterable as well, so one
would expect institutional (and therefore, indirectly, economic) con-
vergence to take place. More fundamentally, viewing institutions as
adaptable puts their function as persistent constraints in a problematic
position. Institutions can constrain only if people are bound by them, 
not when they are contingent agreements that can be adapted at will. 
It is at this point that culture comes in. There are two closely related
arguments in NIE explaining why institutions are not adapted at will
and redesigned after more successful examples. The first argument is
that institutional development itself is constrained by history, so that
institutional evolution is path-dependent. Choices in the past define the range of possible institutional developments in the present, so
that institutions cannot be overhauled suddenly. The second argu-
ment states that institutions are embedded, in this case meaning that there are informal constraints such as norms, values and beliefs, in
which institutions are nested and which limit the extent to which insti-
tutions can be changed (North 1990: 83). Changes in formal rules
that go beyond the informal institutions of a society are unlikely to be
effective because, due to enforcement costs, efficacy requires people to
believe formal rules to be just (North 1992: 478). Stability, then, “is
accomplished by a complex set of constraints that include formal rules
nested in a hierarchy, where each level is more costly to change than
the previous one” (North 1990: 83). Therefore, even revolutions and
discontinuous changes tend to portray a high level of continuity, in
spite of possible initial appearances. The reason for this is that “for-
mal rules change, but the informal constraints do not” (North 1990:
91). In other words, culture is added as a constraint for institutional
evolution. 
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Table 4.2. Economics of institutions according to Williamson (2000)
Level
Frequency
Purpose
Embeddedness: informal
102 to 103
Often noncalculative; 
institutions, customs, 
spontaneous
traditions, norms, religion
Institutional environment:
10 to 102
Get the institutional
formal rules of the game –
environment right. 
esp. property (polity, 
First-order
judiciary, bureaucracy)
economizing
Governance: play of the game –
1 to 10
Get the governance
esp. contract (aligning
structures right. 
governance structures with
Second-order
transactions)
economizing
Resource allocation and
Continuous
Get the marginal
employment (prices and
conditions right. 
quantities; incentive
Third-order
alignment)
economizing
Other new institutional authors such as Williamson and Lal have
expanded the argument of cultural constraints. Both Williamson
(2000) and Lal (1998) sketch the economy as a system of several
levels, from the level of specific allocation on to the levels of legisla-
tion, culture and those such as evolutionary biological constraints and
material natural constraint. Each higher level sets the limits for adap-
tations on the level beneath it, because higher levels typically change
more slowly. In Williamson’s version, specific timetables for various
levels are even set (Table 4.2). 
In all these ideas, culture is added as the ultimate source of con-
straints. It is because institutions can be changed to only a limited
extent that they can serve as institutions, channeling human behav-
ior into more predictable patterns. The reason that institutions can
be changed to only a limited extent in the end is that they are hier-
archically nested with culture on top. Culture, in this line of think-
ing, changes only slowly and, moreover, not according to consciously
intended design (Roland 2004). It is thus that culture can serve as the
ultimate source of constraints in the model. 
Although the inclusion of culture in the new institutional model
of the economy is promising, it begs many of the more interesting
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questions. As in the culture-as-preferences approach, a substantive the-
ory about what culture is and how it evolves is lacking. To their credit, 
most of the authors involved acknowledge this. North, for example, 
argues that “cultural evolutionary theory is in its infancy and is not
of much immediate value in analyzing changing specific informal con-
straints” (North 1990: 87). Williamson (2000) calls for more research
on the level of embeddedness; economic sociologists Smelser and Swed-
berg do the same (1994: 18). If one is to assess the theory, for this
reason, the question should perhaps not be whether NIE is currently
providing meaningful insights about the role of culture in economy but
whether it can reasonably be expected to do so in the future. In this
respect, there are two obstacles that the theory needs to confront. 
First, it should be noted that the idea of culture as a source of con-
straints depends on the evolution of culture as an unintended, incre-
mental process. If culture were subject to conscious, rational design, 
it would not be serving as a source of constraints because it could be
changed at will by the actors bound by it. Culture, in other words, 
develops by following mechanisms and processes unknown to eco-
nomic actors; they fail to see or predict the effect of their actions
on their cultural environment. When cultural evolution is a process
that cannot be known completely by economic actors, however, it
logically follows that there are limits to the knowledge economists
can develop about it as well. The idea of culture as a source of con-
straints thus depends on the vision of cultural evolution as a black
box, insensitive to conscious design. The model makes the develop-
ment of a substantive theory about culture and cultural evolution
problematic. 
In fact, the main substantive statement about cultural evolution in
this line of thinking is that culture evolves slowly and incrementally. 
It is in this respect, however, that the culture-as-constraint approach
treads on thin ice. Recall from the previous chapter that contempo-
rary anthropology argues that culture ought to be approached as a
dynamic and constantly in the making rather than as a static set of
traditions. It has been shown that cultural change is possible and in
fact is occurring everywhere. Moreover, post-colonial authors have
argued that much of what nowadays is viewed as the static cultural
heritage of less developed societies can often be traced back to colo-
nial policies. By contrast, new institutional economics (in so far as
it turned toward culture) has tended to approach national cultures
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as static, or at least very slowly adapting givens. Arguments for this
proposition are mostly lacking. In Williamson (2000), it is not very
clear where the differences in adaptive speed come from or how the
specific timetable is derived. Moreover, Lal (1998), although mimick-
ing much of Williamson’s argument, comes up with entirely different
time frames. In his view, the forces working toward market equilibria
adapt constantly, whereas equilibrating forces of material beliefs work
within the lifetime of a generation and deeper-rooted cosmological
beliefs exhibit equilibria that take at least two generations to change. 
Again, arguments beyond intuitive appeal for these time frames are
lacking. 
Second, invoking culture as a source of constraints for institutional
development triggers the question as to why we are not dealing with
institutions directly. This concern is aggravated by the lack of substan-
tive theory and definitions of culture ( see  Chapter 1). The way North delineates culture is illuminating in this respect. Culture – the intergenerational transmission of factors that influences behavior (North
1990: 37) – comes into play as a source of constraining factors, but
is not analyzed, or even defined directly. Culture is addressed as a
black box resulting in constraints for institutional change. However, 
if we are not ready to define and theorize culture beyond its impact on
institutions, invoking culture becomes merely a more complex way of
assuming that institutions change only incrementally. In short, the role
ascribed to culture in new institutional economics is as yet both quite
fundamental and marginal. It is a necessary prerequisite for the theory
to hold (at least partly), but apart from this purpose, little attention
is paid to it. Theoretically, it has not yet evolved into a theory about
culture and its evolution. As a consequence, the danger exists that cul-
ture serves mainly as a stop-gap needed to maintain the choice-under-
constraints model. The inclusion of culture in economics through the
route of constraints requires more theoretical work in order to deliver
a fundamental contribution. 

4.2.3 Culture as deviation from the model
In addition to introducing culture as a source of preferences or con-
straints, it can be introduced as a deviation from the model. In this
case, the inclusion of culture is not meant to enhance the explana-
tory power of the economic model itself, but is put forward as an
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explanation of those outcomes that the model fails to explain. One
can find this approach in the work of Coleman, among others, treat-
ing culture as “norms that mandate action that is not in one’s own
interest or proscribe behavior that is” (DiMaggio 1994: 29). Clark
(1988) finds that differences in work pace between countries cannot be
explained by differences in training, experience, education, nutrition, 
incentives, management and labor organization alone. This breach of
economic theory leads him to conclude that cultural differences must
be a factor. However, he is unusually critical of his own approach, 
arguing that incorporating culture as a residual is not going to get
economics anywhere – the search is for factors underpinning these
observed differences. 
Many other authors are not as reflective, unfortunately. The
approach to incorporate culture as residual has been especially pop-
ular among descriptive studies of economically successful societies. 
High savings rates, entrepreneurial behavior, economic performance
and long-term employment systems in Asian countries that cannot be
explained by “normal” economic theory are often “explained” by call-
ing them cultural (e.g. Daly 1998; Dore 1990). Lincoln et al. (1978) reveal a cultural effect on organizational structures by showing that
firms with a high number of Japanese employees tend to behave differ-
ently from American-dominated firms. The cultural savings thesis has
been tested more systematically by Carrol et al. (1994), focussing on differences in savings rates between countries as evidence of cultural
differences. 
A more recent example of the culture-as-deviation perspective is the
“epidemiological approach,” mostly associated with Raquel Fernan-
dez (2007, 2008; Fernandez and Fogli 2005, 2006). Fernandez shows
that immigrants tend to portray behavior that is in many ways some-
where in between behavior observable in the country of origin and
that portrayed by the population of the host country. After controlling
for competing explanations, the author infers from the observation
of these behavioral differences that there are cultural differences and
that cultural differences matter. Luttmer and Singhal (2008) follow
the same approach to study cultural determinants of redistribution, 
although they do not compare only actual behaviors (voting) but also
the preferences for redistribution of various immigrant groups. Algan
and Cahuc (2010) study migrants’ inherited social structures in the
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all observed differences that cannot be explained otherwise are dubbed
cultural in origin, which is deemed to explain them. 
Some cross-cultural experiments, such as G ächter and Hermann
(2009), Henrich et al. (2006) or Herrmann et al. (2008), make a similar argument. Observed differences in behavior between pre-defined
groups are provided as evidence for the role of culture in human behav-
ior. For example, Henrich et al. (2006) show that the willingness to administer costly punishment in games is correlated with the group
to which one belongs. They conclude that “different groups arrive at
different ‘cultural’ equilibria” (Henrich et al. 2006: 1770). In all these instances, the observation of inter-group differences in behavior that
cannot be explained otherwise is taken to be proof that culture matters. 
Historically, it is not terribly surprising to find such an approach
in the literature about culture and economics. To a large extent, of
course, it fits the ideas and delineations on the basis of which the divi-
sion between economics and sociology had been finalized in the early
twentieth century. The evolution of the concept of culture as the par-
ticular, static context put it in natural opposition to economic theory, 
as has been argued in previous chapters. The growing awareness of
the limits to the economic model implied that people increasingly went
looking for approaches that could fill the gap. It was almost inevitable
that they would stumble upon culture in this quest. After all, the way
in which the social sciences had been divided had created a situation
in which culture began where economics stopped. Under these circum-
stances, showing the limits to the economic approach became more or
less synonymous with showing that culture was important. 
Basically, this sub-field maintains the division of sciences devoted
to culture and sciences devoted to economic structures and behavior. 
From the point of view of theory development, it is therefore not very
promising. A characteristic feature of this literature is the relative lack
of attention for a well-crafted definition of culture, being more or
less understood as “that which lies beyond the limits of the economic
approach” or, more generally “those behavioural differences that are
not explained by individual factors.” Although the insight that the
economic model has its limits in itself is important, calling what lies
beyond these limits culture has little added value when this culture is
not properly theorized subsequently. The effect of such lack of the-
orization and definition is that culture is often reduced to a residual
factor, discouraging further scientific inquiry rather than stimulating
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it. This is explicitly recognized by Clark (1988), who acknowledges
that if culture remains only an unexplained anomaly, it will be able
to explain anything. Calling high savings rates cultural might pose as
an explanation for a while, but upon closer scrutiny it turns out to
conceal rather than answer questions. 
4.3 Economy as culture
Thus far, we have discussed approaches to culture and economics
that have tried to address culture while maintaining the economic
model. Alternatively, there have been approaches seeking to replace
the situation of a separate economic theory and theory of culture
by one, unifying, comprehensive theory, which covers both economy
and culture. Such approaches address the economy and culture from
the perspective of a common framework, instead of maintaining a
theoretical boundary between cultural and economic analysis. 
Given the division of social sciences, such theories come in two basic
flavors. First, a wide array of ethnographers, anthropologists and his-
torical sociologists have approached economic behavior as a cultural
phenomenon. In this perspective, human behavior can be understood
only in its cultural and historical context, which covers every sphere
of life, including what we might call the economy. Authors as diverse
as Clifford Geertz and Karl Polanyi are examples of this economy-as-
culture approach. Second, there are those authors who have sought to
extend the economic framework to cover all social and cultural phe-
nomena. This approach, associated most strongly with Gary Becker
and the Chicago School, approaches culture as part of, and governed
by, the economy. We will discuss this latter approach in the next
section. 

4.3.1 The cultural context of the market economy
The study of economic behavior as a social activity, to be analyzed
from the same theoretical and methodological perspective as other
types of behavior, was obviously most widespread in the period before
and around the separation of economics and sociology. In the pre-
vious chapters, we have encountered the approaches of authors such
as Roscher, Schmoller and Mauss, analyzing economic phenomena
from a perspective of social and cultural analysis. Adam Smith and
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Max Weber highlighted the moral foundations of market economies, 
implying that a certain system of norms and values was required before

the modern market economy could come about. 
Although – as has been argued – such work went into decline after
the Second World War, with authors increasingly being assigned to
either economics or social/cultural sciences rather than both,1 there
have always been some noteworthy exceptions continuing an approach
to economics as an historical and cultural science. Probably the most
prominent in the post-war period was Karl Polanyi. 
Karl Polanyi
Karl Polanyi, born in Vienna in 1886 and raised in Budapest, was an
economic journalist turned historian, whose various works consis-
tently defy the trend of specialization in the social sciences. His main
work, The Great Transformation (1975, first published in 1944), 
offers an insightful and critical story of the origins and development
of capitalism. Other works, such as Trade and Market in the Early

Empires (1957) and the unfinished The Livelihood of Man (published posthumously in 1977), extrapolate the themes addressed in

The Great Transformation, the latter attempting to translate them
into a grand framework for understanding “the” economy. 
The quotation marks in “the” economy are there for a purpose. 
To Polanyi, there is no “the” economy; each society has its own way
of organizing production and consumption. Polanyi rejects Rob-
bins’ definition of economics as the science devoted to the study of
choices under scarcity. Instead, he defines economics substantively, 
as the science that deals with the various ways in which human
beings interact with their physical and social environment in order
to survive and reproduce (Polanyi 1977: 19–34). The objective of
this science is not to discover universal economic laws and principles
but to understand how different societies deal with the challenge of
material survival and reproduction. 
1 In the case of Adam Smith, this was obviously not the case. However, the idea that commerce was a civilizing force, creating a morality that was necessary to restrain the relentless pursuit of self-interest, seemed to get lost in the popular reading of Smith, only to resume from the 1980s (e.g. Hodgson 1988; Peil
1999; Buchan 2006). 
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A major focus within this quest is on the relation between
the organization of material reproduction and the rest of society. 
Polanyi argues that the organization of the provision of economic
needs usually occurs by the same social structures that govern the
rest of society. The norms and roles governing social and political
relations in medieval societies, for example, were the same as those
which governed its economic life. Being a blacksmith in a medieval
city was not just a profession, it also denoted a political status
(free citizen) and social identity. Over the past centuries, however, 
Polanyi sees a great transformation occurring, in which a separate
economic sphere has been created, dis-embedded of its social con-
text. Economic relations are separated and governed by different
institutions than the rest of society. In Polanyi’s words, “a self-
regulating market demands nothing less than the institutional sepa-
ration of society into an economic and political sphere . . . normally, 
the economic order is merely a function of the social, in which it is
contained . . . nineteenth century society, in which economic activ-
ity was isolated and imputed to a distinctive economic motive, was, 
indeed, a singular departure” (Polanyi 1975 [1944]: 71). This trans-
formation is the essence of the ascent of the market system, in which
the economy is placed outside society, even replacing society eventu-
ally while following only its own logic. This logic, in Polanyi’s story, 
is then not the set of universal principles of neoclassical “formal” 
economics but an historically situated, ideologically motivated con-
struction of social relations governing production and interaction –
the subject of “substantive” economics. 
Central in Polanyi’s story stands the observation that the market
is but one of various ways of economic organization. To Polanyi, 
economies can be classified according to the form of integration
dominant in them. Integration is present in the economic process to
the extent that the movements of goods and persons, which over-
come the effect of space, time and occupational differentials, are
institutionalized so as to create interdependence among the move-
ments (Polanyi 1977: 35). It is, one might say, the corollary to any
division of labor. There are three main forms of such integration, 
namely reciprocity, redistribution and exchange. In modern capital-
ism, exchange based on markets and focussed on prices is dominant, 
but at other times in history reciprocity and redistribution have had
a much more central place in society. Pre-capitalist societies had
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no separate economic sphere with a distinct and explicit set of
motives and functions (Stanfield 1998: 367). All this is not to say
that markets themselves are recent phenomena; “the institution of
the market was fairly common since the later Stone Age,” as Polanyi
argues, but “its role was no more than incidental to economic life” 
(Polanyi 1975 [1944]: 43). 
The advent of modern capitalism, however, brought supremacy
of the market. The uncontrolled economic system of the market
economy, heedless of all human needs but profit, rapidly replaced
the social-economic orders that were in place, in which economic
action had been embedded in social life. Thus, labor became a com-
modity, to be traded and used as input for production. The idea of
labor as a social act performed by and inextricably connected with
the entire lives of human beings disappeared. Hence, with society
being governed increasingly solely by the economic logic of the mar-
kets, social relations and valuations came under threat. About the
market economy, he writes: “Instead of economy being embedded
in social relations, social relations are embedded in the economic
system . . . for once the economic system is organized in separate
institutions, based on specific motives and conferring a special sta-
tus, society must be shaped in such a manner as to allow that system
to function according to its own laws. This is the meaning of the
familiar assertion that a market economy can only function in a
market society” (Polanyi 1975 [1944]: 57). 
Polanyi, however, also observes a countermovement, in the
form of a “protective response” to this onslaught of markets. 
Governments have introduced legislation to protect labor; central
banks, trade unions and various social movements have emerged, 
both progressive and conservative – all initiatives to counter the
self-regulatory market. This opposition between the expansion-
ary, disembedded market system and the declining mechanisms of
reciprocity and redistribution supports the instability of modern
capitalist society, in Polanyi’s view. The tension between growing
“market monopoly,” so to speak, and protective responses was
what created crises. 
In many ways, Polanyi’s work is based upon the opposition
between the economic and social–cultural context dwelled upon in
the second chapter. However, instead of unwittingly reproducing
this opposition, he considers it a crucial historical phenomenon, to
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be analyzed, explained and – the social activist in him – countered. 
The good society is one in which the roles of reciprocity and redis-
tribution are again recognized and all has not been left to self-
regulating markets. The neglect by economic theory of factors such
as culture and society, to Polanyi, is part of the ideological construc-
tion of the market system. He dismisses formal economic theory not
so much on the grounds that it is wrong but on the ground that
its formalism is ethnocentric, the theory being a cultural artefact
of modern market society. At best, neoclassicism could be seen as
analysis of the economic system as it is. By assuming the principles
governing this economic system to be universal, neoclassical theory
ignores important questions such as how the market society has
come about and why it did so. More to the point, however, is the
interpretation of economic theory as the ideological motivation and
justification of the self-regulating market economy. Polanyi, in other
words, saw the elimination of the social and cultural in economics
as a phenomenon inextricably intertwined with the emergence of
the market economy, being the theoretical equivalent of the disem-
beddedness of the market system. 
In the work of economic historians like Polanyi, the system of eco-
nomic organization that we have come to call the market is interpreted
as a particular, contextual social construction. Other forms of eco-
nomic organization are possible and actually turn out to be ubiquitous
throughout history. A similar approach and argument can be found
in the works of Robert Heilbroner. Heilbroner argues that any society
needs to find its particular answers to three basic questions: mobi-
lization, allocation and distribution (Heilbroner 1999; Heilbroner and
Milberg 2002). Three basic categories of answers are the market, com-
mand or tradition. The parallel with Polanyi’s trinity of exchange, 
redistribution and reciprocity is evident. What these works have in
common is that they see each form of economic organization – whether
it is the market, hierarchy or traditions – as historically and contex-
tually determined. They reject the orthodox economic view that the
model of individuals pursuing self-interest within a market economy
captures a universal structure of behavior, arguing that the market
economy as we know it is a phenomenon that was specific to a time
and place instead. 
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The idea that a market economy is historically and culturally specific
has also been put forward by other authors. We have already discussed
Weber and Smith in this respect. More recently, anthropologists and
historians have also argued that the rational, purposeful individual
pursuing self-interest is a modern Western construct rather than a uni-
versal structure of behavior (e.g. Sahlins 1976). Landes (1998) argues
that the Western conception of time, which after the invention of the
mechanical clock was measured in regular intervals rather than as a
continuum, allowed the emergence of the notion of progress that was
necessary for the modern capitalist economy. Whitrow (1988) adds to
this that the Western, and more in particular the Puritan, conception
of time as an objective constraint, separated from nature, underpins
ideas of causality, purposeful behavior and scarcity that are essential
to the type of behavior expected in the market economy. 
Some authors move beyond the historical and contextual specificity
of “the” market economy to discuss culturally and historically specific
forms of market economies. The sociologist Richard Sennett describes
how the so-called new economy, with its flexibility, unstable institu-
tions and global orientation, is accompanied by a culture that supports
it. In this “culture of the new capitalism,” as Sennett calls it, individuals are oriented toward short-term change, focussed on potential ability
rather than accomplishment and attuned to “singular events, one-off
transactions” rather than continuous structures and sustained rela-
tionships that can be directed toward collective progress (Sennett 2006:
178). The economic organization that we see in our (post)modern cap-
italist societies, in this perception, is not simply a (pure or not) market
economy, as neoclassical theory would maintain, it is an entire, histor-
ically specific system of economic organization which includes certain
institutions, a certain work ethic and certain behavior and beliefs. 
The “varieties of capitalism” and new economic sociology
approaches have taken the same tack (Hall and Soskice 2001; Nee
and Swedberg 2005). The basic proposition in these approaches is
that there is no such thing as “the” market economy, but that each
and every market economy is different, based on different institutions. 
This institutional context is socially and historically specific and needs
to be analyzed as such. Comparative research is therefore necessary in
this view. 
What these approaches have in common is a view of market
economies as historical phenomena, specific to the time and place
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in which they have emerged and flourished. Whereas neoclassical eco-
nomics provides insights into the workings of the market economy
(and then only about those parts of any real-life economy that is
actually governed by markets), it cannot say anything about the mar-
ket economy’s emergence. Substantive, historical economics is there-
fore needed in the perspective of the economy as a social–historical
phenomenon. In other words, it is not economy plus social–cultural
context that is addressed in these approaches, it is a view of the
economy, i.e. a sphere of life in which we behave more or less in
line with economic theory, as an historical and cultural construction
itself. 

4.3.2 Economy as system of meaning:

anthropological approaches
The economy-as-culture approach can also be found in anthropol-
ogy as it emerged after the Second World War. Anthropologists like
Clifford Geertz shifted from the “scientistic” analysis approach to
social studies, which applied analytical categories to societies in order
to establish general patterns and relations, toward an interpretive view. 
The objective of social science, in this view, was to uncover the system
of meanings attached to social phenomena by members of a society
themselves. Since this approach focussed on the life-worlds, mean-
ings and knowledge societies had developed, it avoided an a priori
categorization of societies in a cultural, social and economic sector. 
Culture – the system of meanings attached to society – naturally
included the economy. 
This trend in anthropology must be seen as a reaction against the
approaches to the study of “less developed” societies popular at the
time, most notably modernization theory. As we have seen in the pre-
vious chapters, modernization theory could be criticized for being
ethnocentric. The unidimensional, unidirectional, evolutionary view
of development it exhibited was still essentially a colonial project; 
it made clear which societies were on top of the ladder and which
on the bottom. Less developed societies, thereby, were sentenced to
a “comparative existence.” The very idea of describing Third World
societies in terms of what they were not – i.e. modern, or developed –
denied these societies an identity in their own terms. They (theoreti-
cally) existed only in comparison to the norm of developedness and
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were reduced to objects governed by structural processes and relations
that had been formulated by Western scholars and inspired by Western
historical modes of development. Such theories turned “less developed
societies” into objects of the actions of the developed West, denying
them the capacity for autonomous action. 
This critique bit especially hard in anthropology, because of its roots
in studies in service of colonial administration. The story of cultural
anthropology in the last half-century is one of a discipline trying to
come to terms with its historical background as colonial science, lead-
ing to a lengthy period of intense self-reflection, eventually radicalizing
in the works of Edward Said (1995) and Clifford and Marcus (1986). 
The way social sciences approached culture came under heavy fire. The
interpretive shift advocated by the likes of Geertz can be seen as a first
step in this process. In the end, the concept of culture itself even came
into question. 
Interpretive anthropology hovered around the practice of ethnogra-
phy, the (qualitative) description of societies and the social phenomena
therein. It was more wary of ethnology, the practice of deriving general
laws from the study of societies. Rather than constructing an elabo-
rate taxonomy of culture or finding universal laws of cultural devel-
opment, which always involved applying an external categorization
to social reality, interpretive anthropology aimed to present knowl-
edge that was authentic. This required comparative research2 or grand theoretization to be replaced by an in-depth, thick description  of one society at a time from the inside out. 
The difference between this thick-description approach of ethnogra-
phers such as Geertz and the approach associated with modernization
theory can be elucidated by introducing the difference between the emic
and etic  perspectives. In this distinction, originating in linguistics, emic indicates the perspective of the insider, whereas etic refers to that of the outside observer. Geertz, focussing on the intrinsic cultural distinctions
that are meaningful to the members of the society itself, is concerned
with the emic. Modernization theory, understanding “other” soc-
ieties in terms of their imperfect fit with the capitalist model, including
2 At least, comparative research in the traditional sense of the word. One could argue that ethnography itself is comparative research, making the ethnographer more aware and reflective of their own culture by experiencing comparison
during fieldwork. 
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entrepreneurship, scientific “attitudes” and other ideas borrowed from
the condition of Western modernity, is an example of etics. 
Clifford Geertz
Ethnographer Clifford Geertz (1926–) is perhaps the most impor-
tant anthropologist of his generation, a status only underlined by
his being a main target of criticism by later generations of ethnog-
raphers ( see  next section). Geertz has been concerned with exam-
ining the meaning of cultural behaviors through interpretation. He
argued that people shape patterns of behavior and attach mean-
ing to their experience, and these meanings should be the object of
inquiry for social sciences. Because each culture is unique in this
respect, any attempt at finding universal laws is flawed. To Geertz, 
the project to describe and understand a society or a culture in
terms alien to that culture is fundamentally misguided. Such an
approach is not deemed capable of providing an authentic account
of a culture; in order to do so, one should describe a culture in its
own terms. This invalidates grand, overarching theorization about
culture and societies, such as the one developed by modernization
theory. As Geertz has noted, “though those with what they take to
be one big idea are still among us, calls for a ‘general theory’ of
just about anything social sound increasingly hollow, and claims to
have one megalomanic” (Geertz 1983: 4). 
To Geertz, culture is essentially a semiotic concept. He argues
that “man is suspended in webs of significance he himself spun,” 
so that he takes “culture to be those webs, and the analysis of it
to be therefore not an experimental science in search of law but
an interpretive one in search of meaning” (Geertz 1973: 5). The
analysis of culture, in this perspective, is the study of meanings
given by people to the world around them. In this approach, Geertz
sought to move the social sciences away from emulation of the
natural sciences and toward a connection with humanities. Rather
than studying generalized structures and seeking causal laws, social
science should focus on locally interpreted experience and meaning. 
In Geertz’ line of thinking, an etic perspective, introducing all
kinds of categories and concepts that have meaning only to the
observer, is of limited value and by itself cannot lead to authentic
knowledge of culture; it is at best a first step. The approach of
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thick description, by contrast, is thought to lead to idiosyncratic
knowledge – knowledge that is “true” locally, i.e. in the meanings
and interpretations that are given within the local culture. General, 
nomothetic causal laws are deemed impossible in the social sciences, 
since there are no universal principles and structures that could
be known objectively; everything is always interpreted locally. It
is the task of the social scientist to study this locally interpreted
world. Such an effort is always frustrated by the problem that the
scholar’s knowledge is itself an interpretation, making it difficult
to truly grasp the genuine native’s perspective. In this respect, the
interpretive approach is heavily informed by relativism. Arguing
that “culture is context,” Geertz maintains that in so far as there
are generalities a social science can study, they are to be found only
within a culture because they are created by it and hence do not
exist cross-culturally. 
Thick description is concerned with observing and writing down in
full detail rather than categorizing and structuring in pre-conceived
analytical categories, which would cause biases and blind spots in
observation. The idea is that any action, however small, is informed
by, and therefore refers to, a wider web of meanings, which can be
studied through a focus on these specific actions. Actions are sym-
bolic “texts” referring to the system of meaning that is a culture. 
Through observation and description of actions, one can approximate
the native’s point of view. Only such an approach of thick description
of societies in their own terms and meanings, it is argued, can result in
knowledge of culture that is authentic. 
For the study of culture and economy, this approach means that the
two are inseparable. If culture is the web of meanings and significance
spun by humans, then that includes the meanings and interpretations
of economic activity. What is more, since culture is the system of mean-
ings created by society according to this approach, no single aspect of
it can be understood independent of its position within the entire web
of meaning. This leads to a study of economic phenomena focussing on
their meaning, provided by their context. In this spirit, Kopytoff (1986)
argues for a cultural biography of commodities, in which the mean-
ings attributed to a commodity in the various stages of its life-cycle and
various contexts it enters are studied. An excellent example of such a
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study is Ziegler (2007), who analyzes the international flower trade, 
assessing the different cultural meanings of flowers and trade relations
along the commodity chain. Studies like these cover economic phe-
nomena, but focus exclusively on their cultural content. Rather than
adding to it, cultural analysis replaces the economic framework. 
4.4 Culture as economics
In the same way that economic behavior can be studied as a cultural
phenomenon, it is possible to analyze culture from an economic per-
spective. After all, as we noted in the previous chapter, Lionel Robbins’
formal definition of economics in principle allows economic analysis
to be applied to every sphere of life.3

4.4.1 The Chicago School
In the previous chapter, we showed how authors of the so-called
Chicago School began to unlock this potential in the 1970s. Economic
analysis came to be applied to topics that traditionally had been left
to other social sciences ( see  Lazear 2000 and Fine 2002 for overviews of this trend). The economist who probably did the most to expand
the boundaries of economics into the other social sciences was Gary
Becker, who transgressed into fields as diverse as racial discrimina-
tion, crime, drug addiction and marriage and divorce, all from the
perspective of rational, utility-maximizing individuals. Perhaps even
more important for our purpose is his work on modeling tastes. Rather
than taking tastes as exogenous input into the rational choice model, 
Becker sought to make them endogenous. In order to do so, he did not
go out to borrow insights into the formation of tastes from psychology
or sociology, as one might perhaps expect. Instead, Becker assumed
tastes to be identical across individuals, while recasting consumption
as production so that changes in prices and in income became the driv-
ing forces in understanding behavior (Becker 1965; Stigler and Becker
3 We use “formal” here in the sense in which Polanyi uses the word. Polanyi
contrasts the formal definition of economics – referring to a form of behavior, namely economizing – with his own substantive definition, delineating
economics as the science that deals with that part of society that we call
“the economy” (Polanyi 1977). 
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1977). Equally bold is Becker’s analysis of social interactions. Reject-
ing the idea that economic rationality automatically implies selfishness, 
he shows that by defining utility functions appropriately, economic
analysis can take into account “concern for the actions of others” 
(Becker 1976; Becker and Murphy 2000). Thus, one can explain col-
lective processes such as fashions and other dynamic structures. In a
similar vein, economists have also transgressed into the domain of reli-
gion, analyzing church attendance as an investment under uncertainty
(the uncertainty being whether one is rewarded in the afterlife) (Azzi
and Ehrenberg 1975; Mangeloja 2005), and specific religious norms
and rules as mechanisms to raise the costs of exit (Iannacone 1992b; 
Iannacone and Berman 2006). Lazear (1999) applies economic analy-
sis to questions of multiculturalism and cultural assimilation, showing
that small minorities are more likely to assimilate than larger ones
because the incentives are stronger. 
Apart from the latter, none of this addresses culture explicitly, 
though the analysis of social interactions and the emergence of collec-
tive tastes, fashions and religious norms comes close. In fact, economic
imperialism, as the approach has been called by its critics (e.g. Fine
2002) and, approvingly, by some of its advocates (e.g. Lazear 2000), 
can be said to negate the existence of a sphere called culture, which
refers to collective processes beyond the scope of individual rational
choice. When nothing lies beyond the scope of individual rational
choice any more, culture becomes an empty concept.4 Meanwhile, 
various elements that we usually think of as belonging to the realm
of culture – tastes, religion – are subjected to economic analysis. In
this sense, the Chicago School can be said to constitute a culture-as-
economy approach.5
4 The only way in which Lazear (1999) invokes culture is as a “thing” which
individuals may choose to acquire or not. This decision is operationalized as the choice to study a language. Culture is effectively stripped of its meaning, turning it into a good of which the consumption is subject to economic
principles. Although in name about culture, Lazear’s analysis could, without many amendments, be applied to membership of tennis clubs or the decision
to buy a car to visit another town. 
5 Economic imperialism has always been controversial. The model of the homo
oeconomicus  that it puts forward has been considered as exposing a bleak, miserable view on humanity. It is not hard to see why. In a review of micro-economic models of fertility, Cochrane (1975) identifies models in which
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4.4.2 Cultural materialism
In an entirely different part of the academic world, anthropolo-
gists have also been working on economic interpretations of culture, 
although in ways that are far removed from those of the Chicago
School. Seeking to develop a scientific theory about the emergence of
cultural practices and beliefs, Marxist-inspired anthropologists have
argued that traditions, customs and beliefs could be traced back to
practical, material problems which the society in question faced. Cul-
tural materialism, as this approach is called, holds that “human social
life is a response to the practical problems of earthly existence” (Harris
1979: ix). The name most readily associated with this movement is
Marvin Harris. Borrowing from Marx and Engels, Harris claims that
all social arrangements and symbols follow from the “infrastructure” 
of a society: the way in which society solves the material problems of
meeting subsistence requirements and reproduction. For this reason, 
Harris assigns priority to the study of the material conditions of socio-
cultural life, as these determine societal practices. He argues that simi-
lar technologies, applied to similar environments, will result in similar
socio-cultural arrangements. Infrastructure is determined in part by
natural circumstances, as it “is the principal interface between culture
and nature, the boundary across which the ecological, chemical, and
physical restraints to which human action is subject interact with the
principal socio-cultural practices aimed at overcoming or modifying
those restraints” (Harris 1979: 57). 
A famous example of Harris’ cultural materialism is his analysis of
the sacredness of cows in India. To some, this might seem an irrational
religious belief in a country with both more cows and more malnour-
ished people than any other place in the world. Harris, however, argues
that religion is not the source of the norm; indeed, “religion has affected
India’s foodways, but India’s foodways have affected India’s religion
even more” (Harris 1985: 51). Instead, Harris claims that the religious
they enter as investment goods, and models in which children are consumer
goods, whose utility has to be weighed against the utility of other consumer goods forgone by having children. Few real-life parents would consider their family choices in these terms and would be prone to dismiss such theories as irrelevant. In its defence, the economic approach to social issues has been able to expose some structures underlying behavior, while – in the more modest
versions – not claiming that these structures are all there is to human social activity. 
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prohibition on killing cows is a response to the need for plow animals. 
Stray cows are not nobody’s property, in this perspective; they are a
form of communal property, owned by the poorest of India’s farmers
whose farms are too small to keep any plow animals (or, nowadays, 
tractors) of their own. 
A problem of cultural materialism is that it has difficulty accounting
for strong, enduring differences in economic performance. If cultural
evolution is in the end governed by an economic logic, we should expect
cultural forces restricting economic life to be adapted or abandoned, 
at least in societies close to the margin of subsistence (Clark 1988). 
Social norms that reduce material output per person will literally die
out, as those evading them have a higher chance of surviving. This
kind of economic logic implies that all societies in the long run should
tend toward economically successful cultures. 
On a theoretical level, cultural materialism (like economic imperi-
alism) has been charged with reductionism by critics, as it is alleged to
bring down the richness of human culture and society to a few material
principles. Its focus on etic research aimed at discovering general laws
brought cultural materialism into conflict with those seeing in anthro-
pology as a humanistic discipline rather than a scientific one (e.g. 
Clifford Geertz, Edward Evans-Pritchard). At the same time, the work
of Harris and his followers offers a research program and perspective
that provides interesting points of contact with economics. In fact, cul-
tural materialism, while resoundingly Marxist in orientation, is in a lot
of ways remarkably similar to Douglass North’s or Oliver Williamson’s
new institutional economics. Both approaches claim that institutions
and conventions should be seen as (remnants of) answers to economic
challenges (whether subsistence, reproduction or uncertainty). 

4.4.3 Strategic identity and the economics of

identity construction
A further step along the “culture as economics” line is what might
be called the strategic identity perspective. In this approach, it is not
so much the content of specific cultural customs that is explained
economically as the use of the categories “culture” and “ethnicity.” 
Ethnography has not been limited to the approach of authors such
as Geertz, viewing ethnic and cultural identity as following from sub-
jective feelings of belonging based on shared primordial attachments. 
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Another tradition exists which, building on Gramsci, traces ethnic and
cultural identity to instrumental manipulation in service of collective
political–economic interests (e.g. Wallerstein 1960). Ethnic and cul-
tural identity, in the latter view, is seen as a way of masking divergent
interests, thus serving as an instrument of exploitation. Also, culture
and ethnicity have been argued to be means for mass mobilization or
for legitimization of nationalist ideologies of states. 
This “instrumentalist” tradition (Young 1983) has been criticized
for its overemphasis of structure at the expense of the role of the
individual agent. By ignoring the emotive and psychological aspect of
group identity, it begged the question why people would feel attached
or committed to any cultural group identity in the first place. In
response, attention began to shift away from explanations of the ori-
gins of cultural categories toward an analysis of how identities are
constructed in practice. The answer to this question was sought in
the strategic and tactical employment of cultural and ethnic identities
(Bentley 1987; Lyman and Douglass 1973; Yelvington 1991). It was
recognized that (cultural) identities are optional as people can usually
draw from several sources of identity. Ethnicity and culture are nego-
tiated by individuals in their daily activities and social encounters, on
the basis of their interest. The emphasis of choices between multiple
potential identities makes the strategic identity perspective especially
relevant in the context of multiculturalism and migrant communities
(Kahani-Hopkins and Hopkins 2002; Stanczak 2006). D ávila (2001)
and Sunderland et al. (2004), for example, show how Hispanic identity in the United States has been shaped by marketing processes by companies targetting “the Hispanic market” and consumers responding to
such strategies. 
Whereas on first sight all this probably smacks too much of social
constructivism to be very attractive to mainstream economics, the shift
away from a holistic vision of culture toward a focus on the way cul-
ture and ethnicity are constructed in individual practices actually offers
interesting openings for economic analysis or business studies. In con-
trast to the interpretive approach advocated by Geertz, the strategic
identity perspective shares with economics a view of human action
as rationally oriented toward practical goals. The focus on individual
practices and choice is much easier to reconcile with the economic
framework than the focus on cultures as comprehensive systems of
meanings. In the combination of economic analysis and the strategic
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identity perspective lies a very interesting field of research, which might
be called the “economics of identity construction.” Crude first attempts
in this direction include Akerlow and Kranton (2000) and Lazear
(1999), who develop formal models in which they analyze identity and
cultural assimilation respectively as choices made by rational agents. 
These contributions still take cultures and identities as fixed, given
things between which agents can choose. A further step would be to
analyze the evolution of culture from the point of view of purpose-
ful individuals invoking and giving shape to identities on the basis
of their economic objectives. Early examples of such analyses include
Maseland (2006) and Maseland and Peil (2008), who show how an
Asian identity in which the Asian economic model was rooted has
been actively constructed by agents pursuing their political–economic
interests. 
The strategic identity perspective is perhaps of more relevance for the
future of the debate about culture in economics than any of the other
perspectives discussed in the last two sections. All these approaches
put forward a common framework that is applicable to study virtu-
ally all aspects of social reality. In the culture-as-economy approaches, 
everything is reducible to economic principles. In Geertz’ economy-as-
culture perspective, every aspect of social reality is seen as an indis-
pensable part of the totality that we call culture. Whereas to Becker
or Harris everything is economic, one could say that in Geertz’ under-
standing of culture, everything is culture. Each of these approaches
achieves the objective of a unitary framework for studying culture and
economy only by negating the other. Usurpation is the keyword here, 
not integration. In this sense, one could say that advocates from both
camps take positions at ends of a continuum. The opposition between
economics and cultural sciences is maintained; it is just denied that the
other perspective has anything useful to offer. The strategic identity
perspective, with its focus on purposive action of subjects constructing
and renegotiating structures of meaning and identity, has the poten-
tial to escape from this opposition – it offers an area of study where
economics and anthropology may meet. 
4.5 The culture of economics
So far, we have discussed approaches that maintained the opposition
between culture and the economic (Section 4.2), as well as approaches
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that advocated either an exclusively cultural or an exclusively eco-
nomic analysis (Sections 4.3 and 4.4 respectively). Another class of
approaches operates on a meta-level, subjecting economic and cultural
sciences to analysis themselves. 
Such reflexive approaches come in two flavors. First, one could see
scientific research as an economic phenomenon, subjecting it to eco-
nomic analysis. Economists have demarcated a research field called the
“economics of science” (Heukelom and Maseland 2010; Sent 2005)
and arguments based on such reflexivity have been made (Davis and
Klaes 2003). Economic thought can be seen as the product of a pro-
cess of weighing costs and benefits, rather than as “scientific truth.”6
Although this literature is interesting, the study of the economics of
economic thought lies beyond the scope of this book. In this section, 
we will limit ourselves to the second variety: the analysis of the culture
of economics. 

4.5.1 Economics and hegemony
The idea to include economic thought in an analysis of historical cul-
ture can in some form already be found in the work of Karl Polanyi. 
As we discussed before, Polanyi argued that the way of organizing the
economy is socially and historically embedded. Polanyi went further
than this, however, arguing that the thinking about economic processes
is socially and historically specific as well. Economic theory reflects and
shapes the construction of the economy in a society. Within Polanyi’s
ideas about the emergence of the market economy, the development
of economic thought played an important role. The construction of an
economic sphere separated from society, in his view, was supported
by the emergence of neoclassical theory, with its thoroughly formal
interpretation of economics. The removal of social context from eco-
nomic rationality in theory and the disembedding of the economy from
society in practice were two sides of the same coin. 
In this sense, the science of economics can be seen as a cultural arte-
fact of modern capitalist society. Such arguments can be taken further, 
6 In this respect, McCloskey (1983) argues that economists in possession of true knowledge about the economy rendering them able to make accurate
predictions would, if they behaved according to economic theory, not publish or disseminate such knowledge. Rather, they would keep it to themselves and
act upon it, since that is the more profitable behavior. 
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so that economic theory is interpreted not only as constituted by the
“culture of capitalism” but also as justification and underpinning of
the market system, evoking parallels with Gramscian studies about
hegemony ( see  Chapter 2). Already in 1899, US economist Edward
Seligman had argued that classical economic theory was nothing but
the ideology of the dominant classes and that as such it was instru-
mental in maintaining the status quo (American Economic Association
1899). More recently, these elements have come back in the works of
Bourdieu. Like Polanyi and the approaches of economic sociologists, 
Bourdieu (2005a, 2005b) argues that economic reason should be seen
as historically and socially constituted. To simply assume economic
rationality as a universal, a-contextual structure of human behavior, 
as neoclassical theory does, is to be rejected. In Bourdieu’s view, eco-
nomic structures are not universal givens but are created by agents. In
turn, economic structures determine these agents, that is, they influ-
ence who they are, how they are prone to act and what they believe. 
Because of this mutual dependence of disposition and structure, ideas
about how the economy works can be self-validating. In particular, 
economic theory has the peculiar propensity for “making itself true” 
because it orients “the economic choices of those who dominate eco-
nomic relationships” (Bourdieu 1998a). The economic structures and
dispositions that are described by economic theory are actually cre-
ated by agents in practice because they base their decisions on eco-
nomic theory. What is more, these choices and the structures they
create are imbued with the symbolic force of economic theory. The
way economic decisions are made by the economically powerful is not
a matter of decisions one can agree or disagree with; they are presented
as inevitable. The way our economy is organized mirroring the world
of economic theory follows from the universal mechanisms described
in the de-historicized and de-socialized truth of economic theory. In
this perspective, whether one likes it or not, this is the way the econ-
omy works. Only people without sufficient knowledge of economics
would make different decisions than the ones in accordance with eco-
nomic theory. Such “economistic fatalism” can be found in neolib-
eralism, which Bourdieu describes as “a powerful economic theory
whose strictly symbolic strength, combined with the effect of theory, 
redoubles the force of economic realities it is supposed to express. 
It ratifies the spontaneous philosophy of the people who run large
multi-nationals and of the agents of high finance” (Bourdieu 1998b:
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126). Economics, in this view, amounts to a set of beliefs, inspiring
a project that seeks to recreate the world in the mirror image of eco-
nomic thought; a world without collectives in which individual pursuit
of self-interest is all that matters. 
It might be noted that Bourdieu’s point has a strong similarity with
that of Richard Sennett, whom we discussed before. Like Sennett, 
Bourdieu maintains that a new system of capitalism is under way, 
which has a systemic and cultural component. The new capitalism is
about flexibility, short-term pursuit of self-interest and the marginal-
ized role of collectives. It affects work ethic, identities and social ties. 
Like Sennett, Bourdieu is highly critical of this development. However, 
Bourdieu goes a step further than Sennett in arguing that economic
theory – which in his view is a moral, ideological project – plays a
central role in bringing about this new capitalism. Instead of simply
casting aside economic theory in favor of a sociological analysis, as
the “economy as culture” literature is prone to do, Bourdieu makes
economic thought the subject of his analysis. Thus, by questioning it, 
he is able to surpass the opposition between culture and the economic. 

4.5.2 The culture of economists
One does not need to succumb to such a radical perspective in order to
analyze economics as a cultural phenomenon. In a well-documented
study, Dorothy Ross (1991) shows how the version of economics that
came to be dominant in the twentieth century was shaped by the
specific US cultural context in which it was developed. This context
favored an economics that was modeled on natural rather than histori-
cal sciences and was deeply imbedded in the classical ideology of liberal
individualism. The upshot of this is that the culture of economists is
to a large extent US culture. A step further along this line one can
interpret economic thought not only as representative of a cultural
setting but as a cultural system itself. The culture of economics, in
that case, is seen as the culture built around the identity of being an
economist. It has been shown that the community of economists has its
own distinctive system of meanings, symbols and norms. McCloskey
(1983, 1998) has highlighted some of these symbols, metaphors and
norms employed by economists in debate, arguing that our economic
knowledge is built on the shared usage of these devices (rather than
on modernist scientific methods, as many an economist is prone to
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believe). More recently, Yonay and Breslau (2006) have taken this
point further, producing a fascinating ethnography of the culture of
mathematical economics. They argue that the economist’s practice of
building economic models is informed by a shared, unique understand-
ing of how to mediate between reality and an analytical model. Models
are based on a distinctive set of simplifications and assumptions that
is deemed conventional and acceptable within the community. There
are also shared beliefs about the meaning and purpose of economic
models, as well as distinctive criteria regarding simplicity, elegance
and motivation. All in all, economists hold a distinct set of views, 
practices, symbols and methods, guiding and giving meaning to their
work. 
Contributions such as these from McCloskey (1983, 1998) and
Yonay and Breslau (2006) point at a distinctive culture of the com-
munity of economists. Others have exposed the distinctive behavioral
patterns, norms and beliefs of economists through experiments. Mar-
well and Ames, in a paper with the revealing title “Economists free
ride, does anyone else?” show that economics students differ signifi-
cantly from others in actually behaving in accordance with economic
theory (Marwell and Ames 1981). More specifically, they show that
economic students are more prone to free-riding behavior than other
students, have different, less clear ideas of what fairness entails, and
are less likely to invoke fairness in their investment decisions. Colander
and Klamer (1987) show that it takes a significant process of social-
ization to bring about these differences and make economists out of
new students. On the basis of these studies, one might conclude that

homo oeconomicus  might in fact exist, but they are bound to be an
economist. 
What all these approaches have in common is that they all view eco-
nomic thought as a social activity worthy of analysis itself. Economic
thought is not only a description of the economy, it is also the product
of activities of the community of economists within their social context. 
Moreover, these activities, being part of the social environment, also
shape this environment. The norms, symbols and meanings that set out
the culture of economics are therefore of interest to the social scien-
tist. Studies like these show that, alongside the economy-and-culture, 
economy-as-culture and culture-as-economics perspectives, economics
itself also has, and is part of, a culture. 
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Table 4.3. Typology of approaches to culture in economics
Combination
Integration
Reflection

The culture

Economy

Culture as

of

Culture and economy

as culture

economics

economics
Preferences Constraints Deviating
Geertz
Becker
Bourdieu
outcomes
Polanyi
Harris
McCloskey
Yonay and
Breslau
Inglehart

NIE

Asian
Barro
North

Exceptionalism
Williamson
Fernandez
4.6 Conclusion
In this chapter, we have discussed the various routes along which
the connection between culture and economy can be studied. This
has led to a categorization for discussing contributions to the culture
and economy literature (Table 4.3). We have distinguished four cat-
egories of approaches. The culture-and-economy approach seeks to
add culture to economic theory as it is, without trying to adapt either
our conception of what economics is or our conception of culture. 
The economy-as-culture and culture-as-economics approaches go a
step further by seeking to develop a single, integrative framework for
studying culture in economy. The economy-as-culture perspective does
so by rejecting economic theory altogether and analyzing everything
from an exclusively cultural perspective. By contrast, the culture-as-
economics approach of Gary Becker and, in a different way, Marvin
Harris sees everything as reducible to economic principles. Finally, we
identify a fourth position, which focuses on the practice of economics
itself, reflecting upon it from a cultural perspective. 
As we will discuss extensively in Part II, the current way main-
stream economics has decided to include culture in economics resem-
bles the economy-and-culture approach. As such this is not surprising, 
since the simple addition of culture to economic thinking requires
the least adaptation of theory or methodology for economists. By
contrast, the economy-as-culture approach, although popular among
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ethnographers and historians, tends to be too far removed from eco-
nomic thought to still make a meaningful connection. The culture-
as-economics perspective, from the other side, is, of course, easy to
reconcile with economic theory, but does not address the very motiva-
tion for the resurgence of culture in economics: the widespread feeling
that orthodox economic theory, while useful, has its limits. Studying
the culture of economics, finally, offers interesting insights and is useful in making economists aware of some of their subconscious assumptions and dispositions, but is not a route towards new insights about
culture and economy. 
In the remainder of the book, we therefore limit ourselves to a
discussion of approaches that broadly falls within the economy-and-
culture approach. This literature makes up the bulk of contributions
to the current debate about culture in economics and is therefore the
most relevant in our discussion. However, despite the fact that con-
temporary economic research on culture includes culture mostly as an
exogenous factor, the broader questions in the field as a whole also
relate to the issues discussed in the other approaches. We are convinced
that it is important to study the new cultural economics against this
broader background. This chapter has positioned the current debate in
economics in this broader framework. In order to complete our under-
standing of the role of culture in economics, the historical, conceptual
and theoretical discussion in this chapter and the previous ones needs to
be complemented with a closer discussion of associated methodologies. 
The next chapter discusses these different methodological approaches. 
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A methodological perspective on

culture in economics
5.1 Introduction
In this chapter, we discuss the main methodological issues associated
with research into culture in economics. In this discussion, we limit
ourselves to those topics that are specific to research into culture in
economics, or at least those that play a larger role in this particu-
lar field. As in any type of social scientific inquiry, we have to find
answers to questions about ontology and epistemology. Also, we face
issues such as internal and external validity, and we have to deal with
decisions about what kind of data to use or how to analyze them. 
None of these issues, however, is specific to research into culture and
economics. For students interested in the arguments for and against
the various positions, we refer therefore to more appropriate volumes
discussing methodology in general. 
In addition to methodology, this chapter reviews the most common
methods to study the impact of cultural differences on economic per-
formance: values surveys and cross-cultural experiments. Again, this
is not to say that by discussing only these we have covered the whole
range of methods used in cultural economic research. A brief look
shows numerous examples of case studies, discourse analysis, historical
analysis and even casual observation in the literature (e.g. Morishima
1982; D’Iribarne 1989; Maseland 2006; Landes 1998; Fallows 1994; 
Etounga-Manguelle 2000). However, none of these methods is typical
for the study of culture in economics, as they are widely used elsewhere. 
For this reason, we do not discuss them here. 
What kind of specific methodological problems do researchers of
culture in economics face? On the basis of the previous discussion, 
we can identify at least three closely related key issues. First of
all, culture deals with structures that are deemed given to the indi-
vidual. Economists work from a model of reality in which behav-
ioral patterns and outcomes are retraceable to individual, purposeful
119
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decision-making. As a result, economists studying culture face a chal-
lenge of aligning cultural structures to economic agency. Second, we
note that the concept of culture refers to properties at the collective, 
macro-level while most economic theory operates at the level of the
individual or is derived from the micro-economic behavior of individ-
ual agents (Hodgson 2007a, 2007b).1 Hence, research into culture in
economics encounters a problem in realigning the micro- and macro-
level. These two problems are closely connected and we discuss them
simultaneously in this chapter. 
The third problem is of a slightly different nature, referring to the
kind of knowledge that we, as economists, seek by conducting research
into culture. Economists’ focus on establishing universal insights and
principles creates tensions with the idea of a diversity in cultural logics
and perceptions of reality. This context specificity is hard to align
with this basic assumption of universalistic behavior, because if, for
example, rationality may be universal but the outcome of the rational
decision-making differs in different cultures, the universal model of
economic decision-making raises a methodological challenge. 
This tension between universalistic and particularistic is related to
the phenomenon of a cultural bias. Whereas this is a problem for all
(social) scientific research, it is more apparent for studies into culture in economics. The pitfall of having one’s cultural background dominating
the analysis always looms large in economic studies of culture. In
part, this problem is aggravated by the history of the field; as we
have argued, the lines along which culture and the economic became
separated fell to a large extent together with the division between
“us” and “them.” From this perspective, the very distinction between
the economic – referring to allegedly universal structures of behavior
modeled on West European and US self-images – and culture – referring
to that which deviates from these structures – is already informed by
an ethnocentric bias. If people’s cultural background is deemed to be
important for their behavior, this also goes for the cultural background
1 Hodgson (2007a, 2007b) clearly shows that two interpretations of
methodological individualism exist: (i) social phenomena should be explained entirely in terms of individuals alone, and (ii) social phenomena should be
explained in terms of individuals plus relations between individuals. Hodgson suggests that both approaches should not be labeled as methodological
individualism and he suggests thinking in terms of individuals and social
structures. 
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of researchers. Researchers, like everyone else, have been conditioned
to act and think in ways determined by their culture. In this sense, to
a certain extent research is culturally specific and researchers have to
deal with this fact in one way or the other. 
The reason we believe these issues to be especially relevant for
research into culture in economics should be obvious by now. These
three challenges are in fact nothing but the methodological manifesta-
tions of the oppositions between the cultural and the economic perspec-
tives summarized in Table 3.1. They follow directly from the elements
of a culture definition discussed in Chapter 1. The structure–agency
challenge follows from our understanding of culture both as an inher-
ited, unquestioned given and as human-made. The aggregation chal-
lenge follows from applying economic analysis, approaching society
from the perspective of individuals, to culture, conceived as having
something to do with collective identity. The particularistic notion of
culture implies that there are multiple ways to look at reality, eroding
the confidence in objective, universal statements and unique optimal
solutions. 
Researchers of culture in economics have had to find ways to deal
with these challenges. In the first section of this chapter, various
responses to these methodological issues are discussed. It is up to
us to decide how successful they are and, in cases where we decide
they are not, how much we hold it against the research in question. 
The second section of this chapter deals with research methods. Here
we discuss the advantages and problems of values surveys and cross-
cultural experiments. The discussion of contemporary applications in
the next part of this book serves as further illustration and in-depth
study of these methodological challenges. 
5.2 Methodological challenges when including
culture in economics

5.2.1 From micro-agency to macro-structures and back
In the previous chapters, we have noted that researchers of culture
in economics face the challenge of realigning two concepts that have
become disconnected over time. A methodological aspect of the divide
between the economic and the cultural is the fact that economic anal-
ysis starts out from individual decision-making, whereas culture is
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deemed to refer to collective structures, existing beyond the conscious
actions of individuals but nevertheless informing and framing them
(Licht 2008). Whereas economic theory confronts social phenomena
as products of individual actions, the idea of culture as “that which
is not economically rational” suggests a domain in which social struc-
tures autonomously determine the actions of individuals. The method-
ological individualism characterizing economic theory is at odds with
the structuralism that seems to be implied in the notion of culture
(at least, in much economic thinking about culture). Thus, we have
a methodological problem of realigning structure and agency, or at a
more practical, methodical level, how to connect analyses at the micro-
and macro-levels. 
To align micro- and macro-level at the theoretical level, three cat-
egories of answers have been given, analogous to the various ways
in which authors have sought to realign culture and the economic. 
First, some researchers have approached all behavior as determined by
structures. Theoretically, this corresponds to the economy-as-culture
strategy for integrating culture and economy. Second, other researchers
approach culture as a result of actions by individuals. In the approach
of Gary Becker and others in the culture-as-economy group of litera-
ture, all social phenomena can be reduced to individual economic deci-
sions. Third, there is a category of literature that does not really resolve this tension between structure and agency that dogs the study of culture
in economics, but tries to bring the two together into a single theo-
retical model (corresponding to the culture-and-economics approach). 
The new institutional economics of Douglass North is a good example. 
Institutions and cultures, in this approach, are not products of con-
scious design by individuals but enter the model as structures which
have a life of their own ( see also  Greif 2006 and Bowles 2004). They are nevertheless influenced by the unintended consequences of individual
actions, just as they provide the structural background against which
individuals can make decisions. At the theoretical level such a com-
promise between structure and agency might be satisfactory enough. 
However, the problem resurfaces when researchers stop theorizing and
move on to “actual” empirical research. 
Since our thinking about economics and culture operates at the
individual and collective levels respectively, the question is what our
level of analysis ought to be (Hodgson 2007b). In general, the level of
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data ought to conform to the level of theory; otherwise, analysis and
interpretation of these data in accordance with the level of theory leads
to erroneous conclusions (Robinson 1950; Klein et al. 1994). In this case, however, we have two levels of theory. If cultural theory implies
we have to measure culture at the collective level, and economic theory
implies we have to study economic behavior at the individual level, 
relating culture to economic behavior requires the translation of either
one to the level of the other. To do this, there are basically two options. 
The first one is to go from macro to micro and translate the collective
variable of culture to a factor in individual economic decision-making. 
For example, we can include the cultural background of an individual
as a factor in the labor supply decisions of that individual. The second
option is to do the opposite: we can aggregate and average findings
and insights about economic behavior of individuals in order to come
to characteristics of societies as a whole. An example of this is the
use of national cultures as determinants in regression analyses of gross
domestic product (GDP) growth rates. 
For each route, methodological pitfalls lurk along the way. The
main problem is that the level of analysis does not correspond to
the level of theory and conceptualization of culture (in the case of
option 1) or the level of theory and conceptualization of the economic
(in the case of option 2). In the first case, in which we translate the
variable at collective level – culture – into a variable at individual
level, there is a so-called ecological fallacy, the mistake of inferring individual behavior from aggregate data (Robinson 1950). If one finds
that Mexican society is Catholic, for example, it does not follow from
this that each and every Mexican is Catholic. As long as the collective
is not homogeneous, the translation of macro-characteristics to the
micro-level is problematic. To assume that characteristics of individual
members of a group are the same as the average characteristics of
the group as a whole is to ignore the diversity within collectives and
does no justice to the heterogeneity of agents.2 Generally speaking, 
2 Note that even the alternative statement that every Mexican is living in a Catholic society is false, since many Mexicans are living in non-Catholic
societies outside Mexico, and Mexico may consist of various sub-national
regions, some of which might not be Catholic. The mistake is the same: one
incorrectly attributes characteristics of Mexican society as a whole to individual Mexicans. 
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researchers of culture have long been aware of this problem and are
seeking to avoid the error (e.g. Hofstede 1980; Sekaran 1983), usually
by looking at relations at the collective level only. 
Thus, we end up on the second route, translating economic variables
to the collective level at which culture is conceptualized. Here, prob-
lems associated with aggregation come into play. The leap from micro
to macro by simply aggregating individual data may not be legitimate
if the aggregation procedure is affected by interaction effects between
individuals ( see  Chapter 7 for a discussion of this problem with regard to the trust literature). Given that the behavior of individuals is dependent on the behavior of the group, this constitutes a problem for aggre-
gation (Manski 2000). Even if the theoretical relation at the individual
level holds, the collective might behave not in accordance with the
theory, because the behaviors of individuals depend on each other as
well. As Hofstede puts it: “Culture is no king size personality; cultures
are formed through the interactions of different personalities, both
conflicting and complementary, which create a whole which is more
than the sum of its parts” (Hofstede 2001: 463). 
The problems involved in moving from micro- to macro-level and
vice versa are not easily solved, and we return to this issue in the
final chapter. Tensions around methodological issues such as aggre-
gation, ecological correlations and conceptual topics such as structure
and agency have always provoked fierce debate among social scientists
and will probably continue to do so. For the debate about culture in
economics this implies that as long as culture and the economic are
conceptualized as operating at two different levels, we have to live and
deal with these tensions. Only those approaches which do not concep-
tualize culture and the economic at different levels – such as the inter-
pretive approach or Becker’s “everything is economics” approach – can
manage to escape this discussion. 

5.2.2 Universal vs. particular: idiographic and

nomothetic approaches
A second class of methodological problems that is perhaps not spe-
cific to research about culture in economics but certainly plays a
prominent role in this field revolves around the notion of univer-
sality vs. that of the particular. Adler (1983) has provided a help-
ful typology of management studies involving culture, which can be
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extended to studies of culture in economics (Table 5.1). This typol-
ogy is based on the ways in which studies deal with their cultural
perspective vis- à-vis other cultural perspectives. A key distinction that
we make is that between idiographic and nomothetic research designs. 
Whereas the former studies economic behavior in its specific contexts
only, the latter approach assumes that universal behavior exists or
that universal dimensions of behavior exist (but societies may dif-
fer in their scores on these dimensions). The idiographic cluster con-
sists of parochial, ethnocentric and polycentric approaches, differing
in their research focus but sharing the practice of studying cultures
on a case-by-case basis. The nomothetic cluster consists of compara-
tive, geocentric and synergistic approaches. In contrast with the idio-
graphic cluster, they share an assumption of universal structures of
behavior, but differ in the way universality comes into being. Uni-
versality can be achieved by denying a role for culture at all (geo-
centric), by assuming that universal dimensions of culture exist and
matter (comparative), or by focussing on the role of cultural differences
and assuming that universal ways exist to deal with these differences
(synergistic). 
Idiographic approaches
First of all, there is research that simply does not take into account any
role of cultural background. Researcher, research subject and audience
all share the same cultural background, so that there is no strong
awareness of the implications of cultural difference. As a consequence, 
research insights are often deemed applicable regardless of context, 
in spite of the fact that they have been developed in one cultural
setting only. Such parochial research, as Adler calls it, thus assumes universality. The label of parochial research might be applied to much
economic theory. Economic theory claims to deal with behavior and
mechanisms that are universal even when it has mainly been a product
of and applied to North American and European contexts. 
The second category, ethnocentric research, transcends cultural
boundaries, but only with respect to the research subject. It is acknowl-
edged that there are different cultural settings and these are the object
of study, but it is denied that they require different theories and per-
spectives. The perspective from which other cultures are addressed is
the one developed in the researcher’s own culture, which is deemed
applicable regardless of context. Whereas researcher and audience
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Table 5.1. Overview of methodologies to study culture (adapted from Adler 1983)
Approach to
similarity and Approach to
Cultural
Title
Culture
difference
universality
Type of study
backgrounds Primary question

Idiographic  PAROCHIAL

Home culture Assumed

Universality

Domestic

Researcher, 

What is the economic

research
RESEARCH

studies

similarity

is not

studies of

audience & 

behavior of people and

considered

economic

research

firms like? Study is

behavior

subject of

applicable in only one

culture 1

culture and yet it is

implicitly motivated by

the assumption that it is

applicable in many

cultures
ETHNOCENTRIC Host culture

Search for

Questioned

Application in Researcher

Are behaviors and
RESEARCH

studies

similarity

universality

foreign

and audience institutions in other

cultures of

of culture 1, 

cultures fitting

home-grown

research

home-country theories? 

insights

subject of

culture 2
POLYCENTRIC

Studies in

Assumed

Denied

Individual

Researcher, 

How do economic
RESEARCH

many cultures difference

universality

studies of

audience and agents behave and what

behavior in

research

do institutions look like

specific foreign subject of

in society X? 

cultures

culture 2

Nomothetic  COMPARATIVE

Studies

Search for

Emergent

Studies

Researcher, 

How are economic

research
RESEARCH

contrasting

both

universality

comparing

audience and behaviors and

and

similarity and

economic

research

institutions similar and

comparing

difference

behavior in

subject of

different across

many cultures

many foreign

culture 1

cultures? 

cultures

and 2
GEOCENTRIC

Culture

Assumed

Assumed and E.g. 

Researcher

What is the economic
RESEARCH

deemed

similarity

extended

international

and audience behavior of people and

irrelevant

universality

trade theory

of culture 1, 

firms like? 

research

subject of

culture 1

and 2
SYNERGISTIC

Intercultural

Use of

Created

Studies of

All above

What are the universal
RESEARCH

economic

similarities

universality

universal

variants

effects of cultural

studies

and

patterns of

possible

differences on

differences

economic

international economic

behavior

relations? 

across cultures
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share the same cultural background, the difference with parochial
research is that other cultures are under study. 
An obvious variant of ethnocentric research is studies dealing with
the question as to whether insights developed in culture A are valid
within culture B as well. Popkin (1979), for example, seeks to show
that Vietnamese peasants are behaving in an economically rational
manner when choosing crops. Although the researcher does not just
assume people in the other culture to behave “rationally,” it is assumed
that economic rationality is a relevant yardstick for investigating other
cultures. In other words, the question is framed in terms of the theoret-
ical perspective developed in the own cultural setting. It is, “Are they
behaving like us?” instead of the more open, “What is their behavior
like?” The same thing happens when we do the opposite: describing
behavior in other cultures as dissimilar to the behavior described by
the (culturally specific) theory. Popkin’s attempt to show that ratio-
nal choice can be extended to Vietnamese peasants can be seen as an
attack of the (then) popular notion that people in developing societies
are traditional beings to whom rational choice would not apply.3 As
in Popkin’s research, this notion sets rational choice as the standard
from which other cultures are assessed. 
In general, applying single-culture standards to other cultures is an
elusive and pervasive form of ethnocentrism in studies about culture
in economics. While acknowledging the role of cultural differences in
economic behavior and outcomes is arguably a way forward, many
economists have a tendency to analyze differences between societies as
differences in the degree to which each society corresponds to a theo-
retical benchmark. The attention for differences in institutions such as
property rights has sensitized economists to cultural variation. How-
ever, in practice, institutional economics usually interprets property
rights as unidimensional issues; variation is limited to the fact that
they can be better or worse, or that a society can have more or less
of them (e.g. Rodrik et al. 2004; Dollar and Kraay 2003). A single
yardstick, based on a theory that has been formulated within a specific
cultural context, is applied to all societies and there is scant attention
3 In this sense, it fits within the more general movement in development
economics at that time, in which it was argued that neoclassical economic
insights were applicable in developing societies just as well (e.g. Lal 1983). 
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for differences in types  of property rights between cultures. The danger in such an analysis is that one ends up comparing other societies on the
basis of the degree to which they have the same institutions as one’s
own. Thus, the second culture is measured against the first rather than
being described in its own terms. 
Moving down in Table 5.1, we come to approaches that take cul-
tural differences more seriously and acknowledge the potential cultural
specificity of theories developed in one cultural setting. Rather than
assuming universality in general, these approaches seek to establish
which elements of behavior and institutions are culturally specific, and
describe these in terms of their own culture while developing more gen-
eral theory about the elements that are presents in all cultures. Poly-

centric research  takes up one extreme position on the dimension of
cultural uniqueness–universality. In polycentric research, institutions, 
behavior and meanings thereof are viewed as understandable only in
terms of their own culture. Researchers seek to avoid ethnocentrism
by limiting the domain of applicability of their statements solely to
the context in which they have been developed. Hence, studies are
written as if audience, research subject and – ideally – researcher are
culturally the same in each case; we take inside views from within each
culture. 
Once one adopts this extreme position of cultural uniqueness, it
becomes impossible to say anything transcending the culture under
study. Cross-cultural comparative research of behavior and institutions
is ruled out. Since each culture is fundamentally different from any
other, there are no shared, universal structures or principles on the
basis of which we can compare cultures. Not all researchers take such
an extreme position, however. Many dispute the claim that there is
absolutely no shared element of behavior among cultures, arguing that
the polycentric view creates overly strict boundaries between cultures. 
While there are differences between cultures, there are also similarities. 
Some things are particular to a single culture ( emic), others are alike in all cultures ( etic). Therefore, analysis need not be limited to idiographic
research, which describes only the uniqueness of one case, but can also take the form of nomothetic research, which seeks to establish general laws and principles about human behavior. Cross-cultural analyses and
comparisons of human behavior and institutions are possible according
to this argument. 
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Nomothetic approaches
One approach that specifically studies the general laws and principles
of human behavior is comparative research. It is assumed that universal dimensions of human behavior exist and that cultural differences
translate into different positions or “scores” on a dimension. How-
ever, this approach, developing insights about more than one culture, 
has to tread carefully if it is to avoid falling back into ethnocentrism. 
Any comparative research project is looking for both differences and
similarities between cultures. Even if it is mainly looking for differences
between culture A and culture B, in order to compare meaningfully it
has to establish a common perspective on the basis of which one can
compare. In establishing this common perspective, ethnocentrism is a
real danger. 
Let us take a closer look at what a cross-cultural comparison
entails. A meaningful investigation into cultural differences requires
two things. First, in order to identify cultural differences, we need to
have a scale on which comparisons can be made, which has to be rele-
vant to all the cultures in the study. Second, we need comparable units
of culture. 
To start with the latter, comparative research usually focusses on
states as comparable units of culture. When we say we are compar-
ing cultures, we are most of the time in effect comparing states (e.g. 
Hofstede 1980, 2001; Inglehart 1997; House et al. 2004; Guiso et al. 
2006; Knack and Keefer 1997). Yet, a state has primarily geographical
boundaries, not cultural ones. In order to be able to use states as com-
parable units in cultural research, we therefore have to assume that
the geographical boundaries of a state coincide with cultural bound-
aries of a cultural community: one state, one culture. This is a rather
strong assumption. Other units of culture could be constructed, such
as language communities, ethnicity or religious communities. None of
these, it should be noted, falls together with the borders of states.4
In the light of the discussion above, we might note that the concep-
tion of a state falling together with one culture entails the idea of
the nation-state, which has historical and cultural roots in nineteenth-
century Europe. Taking states as comparable units of culture is thus
potentially problematic, since (a) it might not be the most relevant
4 To illustrate this, try to think of one European state within whose borders only one language is spoken that is not spoken in another European state. 
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unit of culture and (b) it suffers from a slight ethnocentric bias. How-
ever, we might note that these potential problems are a consequence of
the comparative method rather than of the focus on states. Although
research focussing on the nation level has been strongly criticized (e.g. 
McSweeney 2002a, 2002b), it is not clear how focussing on alternative
units of culture would prevent the potential problems outlined here. 
In the search for scales relevant to all cultures under study, the dan-
ger of ethnocentric bias is also present. Often, researchers have created
categorizations of cultures and simply assumed these to be appropri-
ate and relevant in other cultural settings. Religion, language, colonial
heritage and family structure, for example, have all been used as cat-
egories on the basis of which to classify and rank cultures (e.g. Stulz
and Williamson 2003; Lane and Ersson 2005; Todd 1985). While the
universality of many of these categories may seem plausible on first
sight, problems still crop up. Studies using religion as the source for
categorization, for example, start out from the premise that religions
are zero-sum variables: to belong to one religious community is to not
belong to another. While this may be true (in principle) in the monothe-
istic Abrahamic tradition (Judaism, Islam and Christianity) in which
most researchers have been raised, it does not hold for many other
faiths such as Taoism, Buddhism and Confucianism.5 Moreover, the
implicit assumption that religions are internally homogeneous is also
problematic. Most religions can be broken up into various denomina-
tions with different views. Even if researchers take into account such
differences, they are usually more aware of them within their own reli-
gious context than outside it (Lane and Ersson (2005), for example, 
break up Christianity into an Orthodox, Protestant and Catholic faith, 
while Islam is included as a single category). Moreover, even people of
the same denomination exhibit very different beliefs and moral values
when it comes to topics outside the core of their religious thought. 
Catholicism ranges from conservative Opus Dei to radical liberation
theology; views of evangelical Christians in the US on the ideal eco-
nomic system range from very free market-oriented to a flat rejection
of capitalism in favor of socialism (Iannaccone 1992a). 
What this shows is that even a seemingly basic categorization
like religion to some extent mistakes the own, culturally specific, 
5 Confucianism, moreover, while often included in studies focussing on religion, is not a religion but a philosophy. 
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interpretation for a common perspective. In order to prevent such
problems, some authors recommend that comparative studies should
be carried out by multicultural research teams only (Triandis 1972; 
Chinese Culture Connection 1987; Bond and Chi 1997; House et al. 
2004; Hofstede 2006). In this set-up, researchers and subjects under
study share a cultural background, but the audience is intended to be
global. 
Others doubt that such a move would be enough, arguing that it
would be na¨ıve to think any research project is able to overcome all
bias toward the own cultural perspective. All methods claiming not to
be culturally biased at all are suspect, as they are likely to be simply
blind to the kind of cultural bias plaguing them. Cultural biases are
unavoidable, so that perhaps the most one can do is to try to balance
them by presenting accounts from different perspectives at the same
time. 
This is the idea behind the alternative method for comparative
research that can be extracted from the work of Anderson (1991, 
1998, 2005). It maintains the idea in normal comparative research
that a comparison requires a common perspective applicable to both
settings in the comparison. However, it also takes over the idea of cul-
tural uniqueness from polycentric research. Combining the two ideas
results in the position that any cross-cultural comparisons entail the
application of culturally specific but universalizing frameworks to the
various cultural settings under study. The framework is not univer-
sally relevant and appropriate, but we treat it as such. This implies
that any cross-cultural comparison entails a kind of double vision: one
looks at one culture while simultaneously seeing it from the perspective
of another culture. In order to avoid privileging one region over the
other as grounds for comparison, Anderson describes how one might
not only look at Indonesia from a Eurocentric perspective – as most
research has done – but also look at Europe from an Indonesian per-
spective. Seeing Europe as through an inverted telescope miniaturizes
and distances the image, so that one becomes aware of how others
might see one’s own cultural background. Thus, one can include this
other side of the comparison in the analysis. A German researcher
seeking to conduct a comparative research project about the Philip-
pines and Cuba, for example, might not only look at both nations
from a German perspective but also try to look at Germany from
a Philippine and Cuban perspective. A more balanced and insightful
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view emerges from such a procedure. Anderson (2005) shows that
not only is it illuminating to “look back” from a culture under study
to the own culture, it is also useful trying to look at the Philippines
from a Cuban perspective and vice versa. In terms of the typology, 
this form of comparison does not assume the existence of universal
structures of human behavior. Moreover, in contrast to comparisons
by multicultural research teams, in this form of comparative research, 
researcher and research subject are never of the same cultural back-
ground – that would preclude the double vision needed for compari-
son – but subject and researcher are constantly switching in cultural
perspectives. 
If we move further down Table 5.1, in many ways we move back
toward where we started. Geocentric research, like parochial research, 
is characterized by a neglect of the role of cultural background in
research. Culture is deemed to be irrelevant to the applicability of
researchers’ insights. The difference with parochial research, however, 
is that the focus of geocentric research is – as the term already indi-
cates – processes on a world scale rather than individual behavior. In
geocentric research, researcher and audience share the same culture, 
so that there is no problem of cultural translation. Yet, the research
subject is global – international trade, foreign direct investment (FDI), 
behavior of multinationals, etc. The fundamental assumption is, how-
ever, that culture is irrelevant in studying these aspects of economic
behavior of firms and/or individuals. 
The last category in the typology, synergistic research, is really not a different way of dealing with the role of cultural backgrounds in
research, but is about a change of research question. Rather than
studying a single culture or comparing a number of them, synergis-
tic research has cultural differences as its subject. The fundamental
characteristic it shares with the comparative and geocentric research
is its nomothetic approach toward culture: it is about the universal
effects of cultural differences. The question it seeks to address is how
people and institutions behave in interaction with other cultures. With
this research subject, several different sub-approaches could be dis-
tinguished. For example, one could try to find general laws about
cross-cultural interaction on the basis of analysis of the behavior of
people from the researcher’s culture in such interactions (analogous to
a parochial approach). Alternatively, one could analyze cross-cultural
behavior by people from other cultural backgrounds from the own
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perspective, which would result in ethnocentric synergistic research. 
Polycentric and comparative synergistic research is also possible. In
fact, Anderson’s double-vision comparative method could also be seen
as a synergistic approach. It makes use of the fact that to compare
between different cultures itself is a form of cross-cultural interac-
tion. Comparative research provides not so much knowledge about
another culture as an account of how someone from culture A sees
culture B and (ideally) vice versa. In this conception of knowledge
about cultures, synergistic and comparative research questions blend
together. 
This typology of ways of dealing with cultural specificity of research

shows two things. First, there is a tension between universalistic and
particularistic approaches, and second, cultural bias is a pervasive
problem in cultural research projects. Awareness of the problem and, 
equally important, of the ways in which cultural bias can creep into
one’s research project at different levels is crucial. In order to bring
this point home more clearly, we now descend in level of abstraction
and discuss research methods used in cultural economic research. 
5.3 Research methods
Having discussed the main methodological issues that are specific to
research into culture in economics, we can now direct our attention
toward research methods. Within the field of cultural economics, the
whole usual range of research methods is available. However, there are
some methods that are more or less specific to cultural studies or have
particular characteristics in this case. One example is the use of cross-
cultural comparative experiments. Another is the employment of cross-country regressions on quantified data about culture. Often these data
come from large-scale, international values surveys. Without denying the importance and relevance of other possible research methods such
as case-based research, we limit our discussion to a description and
assessment of these two methods. 

5.3.1 Comparative experiments
The use of experiments in economics has been increasing in recent
decades. Like the turn toward culture, it is driven by a desire to develop
an economics that focusses less on stylized models based on assumed
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patterns of behavior and is more attuned to actual behavior and social
practices of agents (Bowles 2004). Experiments have been especially
popular in showing deviations from the rationality assumption. People
have been shown to be more cooperative and less opportunistic than
assumed in mainstream theory so far. Given this background, it is no
surprise that experiments have also been employed in research seeking
to show the impact of culture on economic behavior. 
The set-up of such experiments is generally as follows. People with
various cultural backgrounds are asked to play an experimental game. 
Roth et al. (1991), for example, ask participants to play a so-called ultimatum game. In an ultimatum game, player 1 has to make a proposal
to player 2 about how to divide a given sum of money. Player 2 can
either reject the proposal, in which case neither party gets anything, 
or accept it, in which case both parties receive the agreed amount. 
After this, the game is finished. The homo oeconomicus  would make
low offers and (expect the other to) always accept any offer, since any
money is better than none. In experiments, results are usually different, 
however. Roth et al. (1991) find that offers are generally quite equitable and that grossly inequitable offers are typically rejected. When
comparing results cross-culturally, he finds no substantial differences
across developed economies. 
Henrich (2000) and Henrich et al. (2006) follow a similar proce-
dure, applying it to a more diverse sample of participants, coming
from both developed and developing societies of various continents. 
In these studies, substantial differences in proposals as well as accep-
tance and rejection tendencies were found. Henrich (2000) compared
adult Machiguenga (a tribe from the tropical forests of the Peruvian
Amazon) with graduate students from the University of California, 
Los Angeles (UCLA). It is shown that the Machiguenga offered sub-
stantially less and were more willing to accept low offers than students
from UCLA (the Machiguenga were thus behaving more like the homo

oeconomicus). 
Studies comparing such experimental results across cultures have
taken off in recent years (e.g. Buchan et al. 2002; G ächter et al. 2005; G ächter and Herrmann 2009; Gintis 2008; Herrmann et al. 2008). 
A number of overview books have been published on differences
in habits, habit formation, institutions and economic behavior using
experimental methods (e.g. Camerer 2003; Greif 2006; Henrich et al. 
2004; Ostrom 2005). The main findings of this literature, according
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to Samuelson (2005), are that the results of ultimatum games played
in various societies differ considerably. What is more, the variation in
behavioral outcomes observed in these games is significantly related to
the society in which experiments are conducted. Meanwhile, intra-
group differences such as sex, age and gender are shown to have
only marginal explanatory power. Finally, clear links are established
between experimental behavior and everyday life, providing a view on
preferences as being shaped by one’s culture and way of life (among
other geographical circumstances). Findings like these led Henrich

et al. to conclude that “preferences over economic choices are not
exogenous as the canonical model would have it, but rather are shaped
by the economic and social interactions of everyday life” (Henrich et al. 
2001: 77). In other words, culture matters. 
The methodological problems of aggregation/disaggregation and
cultural bias are clearly present in experiments of this design, espe-
cially if one is using them to show cultural differences between soci-
eties. To start with the first, experiments take place among individuals
and involve individual behavior. Culture, meanwhile, exists at the level
of the collective. In order for experiments to tell us something about
culture, we need to assume that the behavior of the individuals in the
experiment is representative of the behavior of the pre-defined collec-
tive. While the issue of the representativeness of the sample of indi-
viduals is present in behavioral experiments in general, this becomes
problematic if the experiment is used to show cultural differences. In
that case, for the experiment to be valid, we need a sample of individ-
uals that is representative for the culture as a whole. At the same time, 
the fact that there is cultural behavior specific to the group as a whole is what the experiment is supposed to show in the first place. The Henrich
(2000) experiment with a number of Machiguenga participants can-
not be taken to tell us something about Machiguenga culture as a
whole. Most obviously, this is because the participants cannot simply
be assumed to be representative of Machiguenga culture. On a deeper
level, this is because we cannot assume a distinctive Machiguenga cul-
ture to exist in the first place, since that would amount to assuming
what we seek to show. What is more, even if individuals were repre-
sentative for their culture, individual behavior cannot be simply added
up to get to collective structures. The tendency of Machiguenga partic-
ipants to share in a certain manner among themselves tells us nothing
about the tendency to share at the collective level of Machiguenga
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culture. Perhaps Machiguenga tend to form small groups in which
members cooperate. If these groups do not cooperate, Machiguen-
gan culture is characterized by a lack of cooperation at the collective
level (what we will label generalized morality in Chapter 7). What this
shows is that experiments have a problem with revealing characteris-
tics of the collective (culture) because they focus on characteristics of
individual behavior. 
With regard to cultural bias, on the most basic level, it is assumed
that the game is relevant across cultural settings. Since this is a pretty
obvious problem, designers of experiments usually take note of it and
attempt to address it. As with the aggregation/disaggregation issue, 
however, less obvious problems lie underneath this. A deeper-rooted, 
potentially ethnocentric assumption of cross-cultural experiments is
that the relation between playing games and behavior in daily life is
the same across societies. However, in some societies playing games
might be a clearly demarcated type of behavior, so that games are
governed by other rules than public life. Games, in contrast to other
forms of social interaction, might be simply about winning, encourag-
ing opportunistic behavior not acceptable in public life. In other soci-
eties, games might be an integrated part of social life and follow the
same rules as other behavior. The meaning of playing games is likely
to differ between cultures, making cross-cultural comparison between
outcomes of games problematic. In a similar vein, differences in results
of ultimatum games might not so much say something about differ-
ences in tendencies to cooperate or trust each other as say something
about differences in embeddedness of the market (remember Polanyi’s
analysis on pages 98–101). Societies which separate the market sphere
very clearly from the rest of society are likely to portray more oppor-
tunistic behavior when it comes to playing money-distributing games
than societies in which the market is an integrated part of social life in
general. 
We thus do not know how representative market behavior (and
game behavior) is for social interactions in general. In a methodologi-
cally interesting study, Danielson and Holm (2005) compared results of
a survey and an experiment among students in Sweden and Tanzania. 
They found that survey questions on trust corresponded with trusting
behavior in the experimental game for Swedish students, but not for
Tanzanians. One possible explanation for this is that the setting of an
ultimatum game is probably much closer to the general institutional
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setting of a developed market society like Sweden than to the insti-
tutional setting of a developing society, in which the market sphere
is a much more marginal aspect of social reality. Hence, where cross-
cultural experiments assume experiments to capture the same aspect of
public life in all societies, the representativeness of experiments for gen-
eral behavior might differ among societies. As with any comparison, 
cultural bias lurks not only in the content of claims and interpretations
but in the very structure of the comparison itself. We encounter the
same problem in cross-cultural values surveys. 

5.3.2 Values surveys and dimensions of culture
By far the most popular method for comparing cultures is on the
basis of cross-cultural values surveys (Hofstede 1980, 2001; House

et al. 2004; Inglehart 1997; Schwartz 1994, 2006; Trompenaars
1994). The most prominent sources of values survey data include
the datasets developed by Hofstede, Schwartz, the European Val-
ues Survey (EVS)/World Values Survey (WVS) and, more recently, 
the Global Leadership and Organizational Behavior Effectiveness
(GLOBE) project.6 In all these projects, surveys are conducted in var-
ious countries, measuring the inclinations of people toward a broad
range of objectives. The items in these surveys are constructed into
dimensions on which various cultures can be scored. The score of a
particular culture is determined by aggregating and averaging individ-
ual values. So we learn that Sweden is more feminine than Japan, or
that Albania is more assertive than Kuwait (Hofstede 2001; House

et al. 2004). 
Since values surveys are a form of comparative research, they require
a scale to be constructed which is applicable cross-culturally (Hult

et al. 2008). Two routes have been taken to this end – since it is
tricky to simply assume categories to be universally relevant, some
researchers have taken the route of deriving scales empirically; others
have sought to derive scales theoretically. 
6 We exclude Trompenaars (1994) from our discussion here, as it is not used in the academic literature to the same extent as Hofstede, Schwartz, WVS/EVS
and GLOBE. It is a popular reference in more practice-oriented inter-cultural management courses. 
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Hofstede’s IBM project, Schwartz’s response and the
GLOBE initiative
Without any doubt, Geert Hofstede has been the personification of
cross-cultural research for many (business) economists. The impor-
tance of his work is reflected in the large number of citations – he
is by far the most cited Dutch economist. Originally trained as an
engineer, he obtained a Ph.D. in Psychology from the University of
Groningen in the Netherlands. His most prominent work can be
found in two books: Culture’s Consequences  was first published in
1980, with a new edition in 2001, and Cultures and Organizations
was first published in 1991, then revised in 1997 and 2005. 
Working at IBM in the 1960s, Hofstede developed a large
database on attitudes and beliefs of IBM employees all over the
world. He found that people working for the same organization
showed a tendency to respond similarly depending on their national
background, or alternatively that societies could be ranked in a
consistent way according to several unique dimensions. Developing
his work further, Hofstede devised his famous set of four cultural
dimensions: power distance, uncertainty avoidance, individualism
(vs. collectivism) and masculinity (vs. femininity). 
1. Power distance, which refers to the extent to which people
believe that power and status are distributed unequally and the
extent to which they accept an unequal distribution of power as
the proper way of organizing social systems. 
2. Uncertainty avoidance, which refers to the extent to which peo-
ple are uncomfortable with uncertain, unknown, or unstructured
situations. 
3. Individualism vs. collectivism, which reflects the degree to which
a society emphasizes the role of the individual as opposed to that
of the group. 
4. Masculinity vs. femininity, which refers to the extent to which
a society emphasizes traditional masculine values such as com-
petitiveness, assertiveness, achievement, ambition and the acqui-
sition of money and other material possessions, as opposed to
feminine values such as nurturing, helping others, putting rela-
tionships with people before money, not showing off and valuing
the quality of life. 
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Hofstede and Bond (1988) later uncovered a fifth cultural dimen-
sion, called long-term orientation. Unfortunately, the scores on this
dimension are available for only a limited number of countries, 
thus reducing its empirical applicability. Moreover, scholars have
questioned its added value, as it has been argued to reflect the
same underlying cultural values as the individualism dimension ( see
Barkema and Vermeulen 1997). Hofstede assigned each country a
score on each cultural dimension that varied between zero and 100
to indicate how people from different cultures feel about the above
societal issues. Throughout the years, these scores have extended to
an increasing number of countries. 
Hofstede’s work has been confirmed in replication studies (for
example, Van Oudenhoven 2001; Merritt 2000; Søndergaard
1994), but it also received a considerable amount of criticism ( see
Drogendijk and Slangen 2006 for a succinct overview). Schwartz, 
in particular, has criticized Hofstede on a variety of methodolog-
ical grounds, more specifically the supposed lack of a theoretical
framework and the need to use value measures that have equiv-
alent meaning across cultures at the individual level (Schwartz
1994, 1999, 2004, 2006; Licht et al. 2007). Schwartz has, how-
ever, also developed an alternative culture framework, incorpo-
rating most of his criticism. Starting from a theoretically derived
number of culture dimensions, Schwartz recognized fifty-six indi-
vidual values that could be further reduced to forty-five that have
identical meaning across cultures. Using a survey on school teach-
ers and college students from sixty-seven countries between 1988
and 1998, he acquired information on values and value differences
(Schwartz later extended his framework to seventy-three countries). 
He defined three basic issues that confront all societies and derived
three corresponding value dimensions (Schwartz 1994, 1999, 2004, 
2006):
1. Embeddedness/Autonomy: this dimension incorporates the
desirable relationship between the individual and the group. 
Embeddedness refers to a cultural emphasis on the person as
embedded in the group, while autonomy refers to a view on indi-
viduals as autonomous, independent persons. Schwartz distin-
guishes between two types of autonomy. Intellectual autonomy
refers to the extent to which people are free to independently
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pursue their own ideas and intellectual directions. Affective
autonomy does the same but then with respect to their affec-
tive desires. 
2. Hierarchy/Egalitarianism: this dimension refers to the ideal way
to elicit cooperative, productive activity in society. Hierarchy
denotes the extent to which it is legitimate to distribute power, 
roles and resources unequally. Egalitarian commitment refers to
the extent to which people are inclined to voluntarily put aside
selfish interests to promote the welfare of others. 
3. Mastery/Harmony: this dimension is supposed to reflect the rela-
tion of humankind to the natural and social world. Mastery
expresses the importance of getting ahead by being self-assertive. 
Harmony denotes the importance of fitting harmoniously into
the environment. 
An important initiative parallel to Hofstede’s and Schwartz’s work
on culture dimensions is the most recent culture and practices
project by the international research GLOBE team founded by
Robert J. House of the Wharton School at the University of
Pennsylvania. The researchers of the GLOBE project were par-
ticularly interested in identifying leadership attributes and orga-
nizational practices that were culturally endorsed. One hundred
and fifty social scientists from sixty-one cultures were involved
in this long-term programmatic series of cross-cultural leader-
ship studies. The overall goal of GLOBE is to develop an empiri-
cally based theory to describe, understand and predict the impact
of specific cultural variables on leadership and organizational
processes and the effectiveness of these processes (House et al. 
2001: 492). The GLOBE team has developed nine dimensions of
culture:
1. Power distance: the degree to which members of a collective
expect power to be distributed equally. 
2. Uncertainty avoidance: the extent to which a society, organiza-
tion or group relies on social norms, rules and procedures to
alleviate unpredictability of future events. 
3. Humane orientation: the degree to which a collective encour-
ages and rewards individuals for being fair, altruistic, generous, 
caring and kind to others. 
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4. Collectivism I: the degree to which organizational and societal
institutional practices encourage and reward collective distribu-
tion of resources and collective action. 
5. Collectivism II: the degree to which individuals express pride, 
loyalty and cohesiveness in their organizations or families. 
6. Assertiveness: the degree to which individuals are assertive, con-
frontational and aggressive in their relationships with others. 
7. Gender egalitarianism: the degree to which a collective minimizes
gender inequality. 
8. Future orientation: the extent to which individuals engage in
future-oriented behaviors such as delaying gratification, plan-
ning and investing in the future. 
9. Performance orientation: the degree to which a collective encour-
ages and rewards group members for performance improvement
and excellence. 
These nine dimensions and the underlying methodology are well
described in House et al. (2004). Of all the different culture dimensions projects, it should be noted that Hofstede especially has made
his way into economics (certainly in international business, see
Chapter 8). Schwartz and GLOBE are not used as extensively as
Hofstede in economics, but are considered by some scholars to be
superior to Hofstede in certain areas such as cross-cultural psy-
chology and international management because of their theoreti-
cal starting point and associated cross-cultural methodology.7 We
think this lack of usage of the latter two is caused by an absence
of familiarity, and with the current surge in cultural economics, we
may well expect economists to start using Schwartz and GLOBE
data more in the future. More information on the culture dimen-
sions can be found in the books referred to above and at www. 
geerthofstede.com and www.thunderbird.edu/wwwfiles/ms/globe. 
7 This assessment of GLOBE as superior is not shared unanimously. In a recent issue of the Journal of International Business Studies, a fierce debate ensued after Hofstede criticized GLOBE on a wide range of methodological and
conceptual issues, including the charge of “US centeredness (Leung 2006).” He concludes that GLOBE’s “questionnaire items may not have captured what the
researchers supposed them to measure” (Hofstede 2006: 885). In a reply to
these comments, the GLOBE team (Javidan et al. 2006) argues that Hofstede’s approach is the one likely to be US biased, since it is based on employees from IBM, a US multinational. Moreover, Hofstede’s study is criticized for suffering Downloaded from Cambridge Books Online by IP 14.139.43.12 on Sat Oct 06 08:33:06 BST 2012. 
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In both Hofstede’s (1980, 2001) and Inglehart’s (1997) approaches, 
the scales on which cultures can be ranked are emerging out of the
research data. Values surveys are conducted, consisting of items that
are still assumed to be relevant and appropriate in all cultures, but these
items themselves are not used as the basis for comparison. Through
data-reduction methods such as factor analysis, respondents’ scores
on this broad range of items are replaced with a smaller number of
new variables (factors). Items that co-vary highly are grouped together. 
The guiding principle for data reduction is to maximize explanation
of the total variance in the original matrix, while minimizing the
number of factors (Hofstede 2001: 31–32).8 Hofstede (1980) thus
identified his four initial dimensions of culture. In a similar way, 
Inglehart identified the dimensions well-being/survival and secular–
rational/traditional authority. These dimensions have been used reg-
ularly in empirical research into culture in economics (e.g. De Jong
2002; Franke et al. 1991; Granato et al. 1996; Inglehart and Carballo 1997; see  Part II for a more extensive discussion of the literature). 
Hofstede’s methods of deriving scales empirically have not been
free from criticism (House et al. 2004: 123). Whereas from the per-
spective of preventing ethnocentric bias an argument might be made
in favor of having concepts and dimensions emerging from the data
rather than them being imposed, from the perspective of theory devel-
opment it is problematic. It is difficult to determine the actual con-
struct measured by empirically developed scales. Moreover, since the
original survey was not designed to measure the construct of interest, 
certain biases in the items cannot be corrected. Hence, from this per-
spective one could argue that the most Hofstede could claim on the
basis of his research is that he has identified four dimensions, not that
these dimensions reflect the concepts uncertainty avoidance, individ-
ualism, power distance and masculinity/femininity, nor that they are
from empiricism, as it is not based on a clear theoretical framework that was developed before  his data collection started. Reviewing both the GLOBE and the Hofstede projects, Smith (2006) tries to strike a middle ground between
what he calls the two elephants that when fighting may trample the grass. In yet another round of debate, Maseland and van Hoorn (2009, 2010) suggest
that both GLOBE and Hofstede’s approach measure not so much absolute
preferences as marginal preferences, an argument that can be found in Schwartz (2006: 143) as well. 
8 Similar methods include cluster analysis, multidimensional scaling and
smallest-space analysis. 
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universally appropriate. Because of these problems, many researchers
have advocated a more theory-driven approach to develop quantita-
tive scales of culture. Schwartz, for example, has scrutinized the litera-
ture and identified several values he deems universally relevant, which
he groups into categories. Empirical research served to validate this
proposition, while attention was being paid to potential biases, such
as having items relevant to only one culture (Schwartz 1994, 2006). 
A more recent study conducted by GLOBE followed a similar pro-
cedure (House et al. 2004). Their differences notwithstanding, both
these studies came up with a number of dimensions that were more or
less comparable to the ones identified by Hofstede. 
World and European Values Survey
The European Values Study is a large-scale, cross-national and lon-
gitudinal survey research program on basic human values, initiated
by the European Value Systems Study Group (EVSSG) in the late
1970s, at that time an informal grouping of academics at the Fac-
ulty of Social Sciences of Tilburg University (the Netherlands) and
the Catholic University of Leuven (Belgium). The founding fathers
were Jan Kerkhofs (Leuven) and Ruud de Moor (Tilburg). Now, 
the program is carried on in the setting of a foundation, using the
name of the group European Values Study (EVS). The first wave of
research was carried out in 1981, covering sixteen mainly Western
European countries, the second one in 1990 covering more than
thirty countries (including a couple of Central and Eastern Euro-
pean countries) and the latest one in 1999/2000. One of the reasons
explaining the popularity of the EVS is the fact that for participation
in the survey, each country has to have at least 1,000 respondents
who as a collective could be considered a representative sample of
the broader society. 
Out of this pioneering group of mainly sociologists, Ronald Ingle-
hart started the World Values Survey (WVS) in the 1990s. The WVS
aims at a better coverage of non-Western societies and explicitly
includes the analysis of the development of a democratic political
culture in emerging democracies. The majority of the survey ques-
tions in the WVS and the EVS are similar, which is logical given
the fact that the WVS emerged out of the EVS. The two research
groups now work closely together, allowing researchers to study
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more countries over a longer period of time. The database contains
hundreds of questions on four broad topics: family, religion and
morality, work/leisure and broader societal issues. The WVS/EVS
question that has been used most often in economics is the famous
question on trust: “Generally speaking, do you think that most peo-
ple can be trusted, or that you cannot be too careful?” ( see  more in Chapter 7). 
The name most closely associated with the WVS is Ronald Ingle-
hart, a political scientist at the University of Michigan. Supported
by data from the WVS, Inglehart has extensively described and
empirically analyzed the relationship between cultural values and
economic development (Inglehart 1990, 1997, 2006). He writes
that “in marked contrast to the growing materialism linked with
the industrial revolution, the unprecedented existential security of
advanced industrial society gave rise to an intergenerational shift
towards postmaterialist and postmodernist values” (Inglehart and
Baker 2000: 21). Industrialization is linked with an emphasis on
economic growth at almost any price, whereas in affluent societies
elements such as the quality of life, environmental protection and
self-expression are emphasized. As Bell (1973) wrote, industrial-
ization brought less dependence on nature and the world became
mechanical, bureaucratic and rationalized. In sum, the shift from
industrial to service economies goes together with a shift in value
priorities from an emphasis on economic and physical security
toward an increasing emphasis on subjective well-being and quality
of life. 
Inglehart’s central thesis correlates strongly with modernization
theory as discussed earlier: economic development has systematic, 
and to some extent predictable, cultural and political consequences. 
According to Inglehart, these consequences are not iron laws of his-
tory but probabilistic trends, a thesis that he illustrates through
WVS data. In other words, the probability is high that certain
changes will occur as societies develop economically, but it also
depends on the specific cultural and historical context of the society
in question. 
In operationalizing his theoretical ideas, Inglehart uses WVS/EVS
questions reflecting his two main dimensions, which are traditional
vs. rational and survival vs. self-expression. Traditional values
emphasize the following (rational values emphasize the opposite):
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r God is very important in respondent’s life. 
r Respondent has a strong sense of national pride. 
r Respondent favors more respect for authority. 
r Divorce is never justifiable. 
r Respondent almost never discusses political matters. 
Survival values emphasize the following (self-expression values
emphasize the opposite):
r Respondent gives priority to economic and physical security over
self-expression and quality of life. 
r Respondent describes him/her self as not very happy. 
r Respondent describes him/her self as not very satisfied with life. 
r Homosexuality is never justifiable. 
r Respondent feels one has to be very careful in trusting people. 
For the exact procedure of calculating the two dimensions, we
refer to Inglehart’s work. More information on both the WVS
and the EVS can be found at www.europeanvalues.nl and www. 
worldvaluessurvey.org. The EVS in particular has a substantial
amount of information on background and underlying methodol-
ogy. An overview of main findings, key explanations and reflections
from the EVS was published in 2003 (Arts et al. 2003). 
An extensive comparison of Schwartz’ and Inglehart’s frame-
works can be found in Schwartz (2006) and one of the (updated)
Hofstede dimensions and GLOBE in Tang and Koveos (2008). A
comparison of the frameworks developed by Schwartz, Hofstede
and GLOBE can be found in Smith, Bond and Kagitcibasi (2006). 
Despite all these different approaches to and measures of cross-
cultural values, it is interesting to observe that countries cluster
together in (more or less) similar cultural zones, whatever method
is applied (Schwartz 2006: 157, 177). 
Whether empirically or theoretically driven, values surveys, and in
particular their employment in deriving dimensions of culture, have
not been safeguarded from criticism. One problem they have to deal
with is the fact that values surveys produce data on the micro-level. 
These are averaged and aggregated in order to come to measures of
national culture. Apart from the question of whether a focus on the
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nation is appropriate, the move from micro to macro is always a
tricky one, especially if values surveys dimensions are subsequently
used to explain phenomena at a lower level (Davis and Davenport
1999; Haller 2002; McSweeney 2002a, McSweeney 2002b; Silver and
Dowley 2000). With regard to the identification of dimensions, there
is an ongoing discussion about the appropriate number of dimensions
(Flanagan 1982a, 1982b; MacIntosh 1998), since this is basically a
subjective decision by the researcher (more so in the case of empirically
derived scales). Another issue is whether questions in values surveys
succeed in measuring cultural values, or that they are more prone to
capture what respondents have on their mind at the time of the survey; 
whatever is in the news around the time, they report as important
(Flanagan 1982b; Clarke et al. 1999). 
Questions can also be asked about the relation between values, as
measured in values surveys, and economic outcomes. Hofstede assumes
values to be the basis for practices resulting in (economic) outcomes
(Hofstede 2001: 11). Values thus explain outcomes, not vice versa; 
they are stable and for all purposes exogenous. As we have seen, how-
ever, this view of culture as a more or less immutable variable is at odds
with recent anthropological insights (e.g. Appadurai 1996) or devel-
opments in economics (there is a small but increasing literature on the
endogeneity of preferences, e.g. Bowles 1998, 2004). From a different
angle, Maseland and van Hoorn (2009, 2010) also challenge the idea
of values as measured in values surveys being independent from out-
comes. They claim that values surveys are likely to measure people’s
marginal preferences rather than their underlying values. As such, val-
ues surveys scores are expected to be negatively influenced by increases
in satiation of the objectives they refer to; more freedom in practice
means a lower valuation of freedom. After all, people’s marginal valua-
tion of something falls when they have more of it. Citing evidence from
the GLOBE study, Maseland and Van Hoorn show that societal val-
ues and practices are generally negatively correlated, which supports
the interpretation of values surveys as eliciting marginal preferences
rather than values. This would cast doubt on the use of values surveys
in culture studies. 
Leaving aside such issues, one could ask the even more fundamental
question of whether culture is something that is quantifiable in the first
place. Of course, one’s view on this issue depends on one’s definition of
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culture as well as one’s methodological inclinations in general. Polycen-
tric researchers will dismiss the idea of cultural dimensions as being a
form of cross-cultural comparison. A holistic view of culture focussing
on the emic  precludes the kind of analysis conducted in values surveys. 
Interpretive researchers are likely to see values surveys as hopelessly
simplistic and doing no justice to the complex reality. Since the val-
ues surveys approach is thus symptomatic of a wider perspective on
good social science, it has borne the brunt of many a critic not sharing
this perspective; the idea of cultural dimensions has been vehemently
attacked ever since their first appearance. In spite of this, it is still
one of the most popular research methods in economics to include
culture. Perhaps this only goes to show the importance of cultural
differences and the problems they create for cross-cultural communi-
cation. Surely, quantifying culture makes more sense from within the
quantifying cultures of psychology and economics than in the writing
cultures of anthropology and history. 
5.4 Conclusion
In this chapter we have discussed the various methodological concerns
when incorporating culture in economics. Many of the problems, such
as endogeneity of variables, validity issues and sample representative-
ness, hold for social science and (applied) economics in general, but
three main issues stand out when discussing the role of culture: the
structure–agency issue, the micro–macro issue and the universality–
context specificity issue. With respect to the first we discussed the
methodological challenges in aligning structure and agency, as well
as the methodical problems related to aggregation and the ecological
fallacy. Regarding the latter, we explicitly discussed the need to be
aware of the danger of ethnocentrism or a cultural bias when investi-
gating cultural aspects of economic behavior. We return to these two
issues in the final chapter, including specific examples of the contem-
porary applications that we will discuss in the next part of the book. 
Embedded in a taxonomy of culture research, we also discussed the fre-
quently used methods of comparative survey research. We mentioned
the role of databases developed by Hofstede, Schwartz, GLOBE and
the World and European Values Surveys containing quantitative data
on culture. Having done so, this chapter concludes the first part of
the book. Complementary to this first part, in which we extensively
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discussed historical developments, and theoretical and the associated
methodological aspects of culture in economics, the next part of the
book contains four applications. We deal with the theoretical and
methodological strengths and weaknesses, and the empirical findings
of research on entrepreneurial culture, trust, international business and
comparative corporate governance. 
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Contemporary applications
Introduction to Part II
In the first part of this book we discussed the historical, theoretical and
methodological background of the debate about culture in economics. 
Our main argument was that the history of this debate continues to
shape today’s research and theory development. By the beginning of the
twentieth century, cultural studies and economics had become concep-
tual opposites. Whereas culture referred to inherited structures inher-
ent to particular collective identities, economics was concerned with
the decision-making process of universal, rational individuals. 
The implication of this opposition is that researchers seeking to
address culture and economics together face a daunting task, both
theoretically and methodologically. Cultural studies and economics
have fundamentally different ways of looking at social reality. Viewing
the world as a multitude of structurally different collectives tends to
obscure the agency and rationality that drive behavior. Moreover, it
is hard to obtain general insights and principles if every insight is
context-specific. However, interpreting social reality as the outcome
of a universal rational choice made by individuals ignores the societal
diversity and irrationality (in the economic sense) that characterize our
world. Introducing culture into the economic model therefore brings
the challenge of methodologically aligning the cultural and economic
perspectives. 
As we summarized in Table 3.1 – reproduced and extended below –
this challenge consists of several related key dimensions: (i) exogenous
structures vs. rational agents, (ii) collectives vs. individuals and (iii)
context-specific insights vs. universal principles. In Chapter 4 we dis-
cussed the different ways to include culture in economics. We argued
that most scholars take a culture-and-economics approach in which
culture is added as an exogenous factor, which highlights the chal-
lenge of aligning the cultural and economic perspectives. Alternative
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Table 6.1. Culture and economics in this book
Part I
Part II
Culture is:
Cultural
Economic
Chapter 6:
Chapter 7:
Chapter 8:
Chapter 9:
perspective:
perspective:
Entrepreneurial
Trust
International
Comparative
culture
business
corporate
governance
Rational agents
Inherited and
Exogenous
Infinite regress
unquestioned
structures
Related to
Collectives
Individuals
collective
Structure agency
identity
tension
Worldviews
Context-
Universal
influencing
specific
principles
Multi-level issues
ranslates into
behavior
insights
T
Optimality of culture
Cultural bias
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ways to deal with this tension are also discussed in Chapter 4. 
Chapter 5 followed up on this by offering a discussion of methodologi-
cal approaches typically taken in the culture-and-economics approach. 
We discussed the different values survey approaches, the problem of
aggregating individual survey responses, the strengths and weaknesses
of comparative experiments and the role of context specificity. 
As summarized in Table 6.1, the second part of this book shows how
these problems are encountered and dealt with in practice. Chapter
6 discusses the literature about entrepreneurial culture, in which we
are confronted with the problem of linking individual attitudes to
outcomes at the societal level. This not only yields a multi-level issue
but triggers questions on the relation between structure and agency. 
Chapter 7 focusses on the trust debate, which highlights the tension
between exogenous, culturally determined and individual, rational and
calculative aspects of trust. In Chapter 8, we deal with the ways in
which culture has been addressed in international business. In this
chapter, we show how the challenge of dealing with diversity has been
addressed in this literature. Chapter 9 discusses the role of culture
in corporate governance. In this literature we encounter problems of
cultural exogeneity as well as problems related to the “optimality” 
of culture. In all four chapters the problem of a cultural bias lurks
in the background to some extent, most prominently in Chapter 9. 
The purpose of these chapters is to show that the methodological and
conceptual challenges we have identified on the basis of the historical
and theoretical discussion in the first part are very much dominating
the research about culture and economics in practice. 
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Entrepreneurial culture
6.1 Introduction
The rationale for including a chapter on entrepreneurship can perhaps
best be illustrated by the following quote from one of the authors of
this book:
“For a couple of years I have been teaching a course on industrial eco-

nomics that was attended by both continental European students and stu-

dents from the United States. Every year, when I discussed the economics of
entrepreneurship I posed my students the same question, which was: ‘Suppose you had to hire someone for your firm, and you had the choice between
two individuals who are completely identical except for one aspect: person A
had started his own firm, but this venture turned out to be unsuccessful, and
he had to close it within a year, and is now looking for a new job, and person B who did not start his own firm. Whom would you hire?’ Interestingly
enough, I got the same pattern of answers every single year. Whereas the students from the United States would choose person A because he had shown

initiative, the European students would pick person B, because person A

had clearly failed.” 
This phenomenon is not unique and has been observed by others. 
At a more scientific level, Grilo and Thurik (2006) use Eurobarometer
survey data for twenty-five EU countries and the US in 2004, and while
controlling for individual-level differences, they show that European
citizens have a lower preference for self-employment compared with
US citizens. If this is indeed true (and there is no reason to question
their analysis), this may have major consequences for the rates of
entrepreneurship and the dynamics required for an economy to grow. 
Moreover, it puts a new perspective on the political discussion on
fostering entrepreneurship. 
155
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Entrepreneurship has been a topical issue for some years now. One
reason for the interest in entrepreneurship is that it is seen as an
important vehicle to create jobs (F ölster 2000; OECD 1998, 2000)
and dynamize the economy through innovative action (Robbins et al. 
2000). Wennekers and colleagues (Wennekers 2006; Wennekers

et al. 2005) have found that rates of entrepreneurship differ over time and by country and  that societies differ in their orientation toward entrepreneurial activity. Whereas some countries score consistently
high on indicators of entrepreneurial activity (e.g. the US), others
remain in a backward position (Reynolds et al. 2002; Freytag and
Thurik 2007). A number of authors have suggested that irrespective
of the economic and environmental conditions, a society’s cultural
orientation toward entrepreneurship may play an important role in
this respect. “While intertemporal differences can be attributed to eco-
nomic effects such as per capita income and to technological devel-
opments, contemporaneous differences are of a mainly institutional
or cultural nature” (Freytag and Thurik 2007: 118). Certain societal
values may be conducive to start-up activity and economic dynamism. 
Not surprisingly, the relatively high levels of entrepreneurship in the
US have been related to cultural values such as freedom, indepen-
dence, achievement, individualism and materialism (Morris et al. 1994; Spence 1985). 
In this chapter we take issue with this anecdotal evidence on the role
of entrepreneurial culture. We focus on the main contributions and
sketch their strengths and weaknesses while critically examining their
methodological foundations. After a brief discussion of the role of the
entrepreneur in economic theory and the way entrepreneurial culture
has been addressed, we continue with the author we consider to be
the first and most frequently cited in this respect: McClelland (1961)
and his often used concept of “need for achievement,” also referred to
as N  achievement. Following McClelland’s typical approach, we dis-
cuss contemporary approaches basically following the same “aggregate
psychological trait” route from psychological traits of entrepreneurs
to aggregate cultural characteristics, subsequently linking the latter
to measures of (national) economic success. We describe these more
recent approaches and provide a critical reflection. Implications for the
broader discussion on the role of culture in economics are discussed. In
doing so, we focus on this interplay between individual characteristics
and aggregate outcomes. 
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6.2 How to theorize on the entrepreneur and
entrepreneurial culture

6.2.1 The entrepreneur in economics
The claim that differences in national and regional economic success
are related to the presence or lack of an entrepreneurial culture is not
new (Hoselitz 1957; Baumol 1968; Leff 1979; Soltow 1968). Despite
the generally acknowledged (often implicit) argument that there may
be a fundamental relationship between economic development and
the presence of an entrepreneurial spirit, there is no well-developed
theory on how entrepreneurial culture (however defined) may affect
national or regional economic development processes. Several attempts
have been made to either formally model the role of the entrepreneur
(Lucas 1978; Kihlstrom and Laffont 1979; Schmitz 1989; Jovanovic
1994; Braunerhjelm et al. 2009) or provide conceptual frameworks
(Leibenstein 1968; Kirzner 1997). Empirical studies either are case
based (Saxenian 1994), limiting the scope for generalization, or – in
the occasional case of large samples – entrepreneurial culture is “mea-
sured” by the residual or a fixed effect (Davidsson 1995; Georgellis and
Wall 2000; Guerrero and Serro 1997; Wagner and Sternberg 2002). 
There are few attempts at actually measuring entrepreneurial culture. 
This lack of a sophisticated framework is at least partly caused
by the fact that mainstream (neoclassical) economic theory does not
leave much room for the role of the entrepreneur (Leibenstein 1968; 
Baumol 1968, 1993; Kirzner 1997; Casson 2003 [1982]; Licht 2010). 
According to Leibenstein (1968), the main difficulty of the misfit of
the entrepreneur in mainstream (neoclassical) thinking is caused by the
conventional theory of the production function, in which the complete
set of inputs is specified, known and has a fixed relation to output. In his view, the entrepreneur is someone who extends the production function by broadening the existing set of inputs. This “input-completing
capacity” of the entrepreneur implies that the entrepreneur has to
employ ill-defined inputs which are vague in their nature and whose
output is indeterminate (and the fact that the outcome is unknown
and entrepreneurs bear a non-calculable risk is a key issue in Knight’s
1921 view). The capacity to reorganize these ill-defined inputs is not
uniformly distributed and the ability and willingness for such a risky
process of gap-filling and input-completing can be considered a scarce
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talent. According to Leibenstein, the entrepreneur as a gap-filler and
input-completer is the prime mover of the capacity-creation part of the
economic growth process (Leibenstein 1968). 
Entrepreneurship is associated not only with the formation of
new firms but with entrepreneurial action in the sense of starting
something new. It is a process that often leads to new business for-
mations, but it may very well include innovative and enterprising
behavior inside existing organizations (Cromie 2000). Intrapreneur-
ship or corporate entrepreneurship plays an important role in the pro-
cess of strategic renewal of existing firms. It can be associated with
alertness, finding new product-market combinations and innovation
(Wennekers and Thurik 1999). Entrepreneurs are important for the
growth of firms since they provide the vision and imagination nec-
essary to carry out opportunistic expansion (Penrose 1959; Casson
2003). Entrepreneurial activity shakes up existing business routines
(Schumpeter 1934, 1951). And in the long run, it is expected to posi-
tively affect firms’ competitiveness (Leibenstein 1968). 

6.2.2 Three perspectives on culture
Uhlaner and Thurik (2007) describe three approaches to theorizing
on the relation between cultural values and entrepreneurial activ-
ity. “Hypotheses on the relationship between cultural indicators and
entrepreneurship differ, depending upon whether one chooses to
view the relationship from one of the ‘pull’ perspectives, such as
the aggregated psychological traits  perspective or social legitimation perspective, or, by a ‘push’ perspective such as the dissatisfaction  perspective” (Uhlaner and Thurik 2007: 165). The aggregated psycho-
logical traits perspective seeks to explain rates of entrepreneurship on
the basis of an individualistic view of culture. It argues that if there
are more people with entrepreneurial values in a country, there will
be an increased number of people displaying entrepreneurial behav-
iors (Davidsson 1995). For example, the Europeans’ lower propen-
sity to hire an unsuccessful entrepreneur in the example of US and
European students is rooted in a lower valuation of initiative and
risk-taking in this perspective. The legitimation perspective explains
differences in entrepreneurial activity by societal differences in the
social status of entrepreneurs, the attention paid to entrepreneurship
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in the educational system, and the tax incentives for entrepreneurship. 
Following this line of reasoning, European students might be less
inclined to hire an unsuccessful entrepreneur not because they do not
value risk-taking initiative but because they might see entrepreneurial
activity as undignified and overtly materialistic, or because they view
entrepreneurs as difficult people to work with. Finally, the dissatisfac-
tion perspective explains entrepreneurship as a clash between the pop-
ulation at large and potential entrepreneurs driving the latter group
into self-employment. In this perspective, European students’ lower
estimation of entrepreneurs might be due to an institutional setting
in which mainly those who fail to get regular employment become
entrepreneurs. Empirical “evidence” for the dissatisfaction hypoth-
esis is mainly indirect, for example by showing that countries that
score highly on Hofstede’s uncertainty avoidance have lower levels
of entrepreneurship (Noorderhaven et al. 2004). Although the above
theoretical explanations differ, most empirical applications cannot dis-
tinguish between these perspectives. In general, though, we can safely
say that most approaches relating aspects of culture or something
called entrepreneurial culture to economic success seem to follow the
aggregate psychological traits perspective. 
It is for this reason that we start with a critical discussion of McClel-
land’s work on N  achievement. We do so not only because he is
generally considered the first author who specifically studied and mea-
sured entrepreneurial culture but especially because his approach is
typical for many contemporary studies, i.e. entrepreneurs have differ-
ent value systems and any understanding of entrepreneurial culture
starts with understanding entrepreneurs. It is mostly in the second
stage that economists enter the scene, when entrepreneurial culture is
related to aggregate economic outcomes such as growth or levels of
entrepreneurship. 
6.3 McClelland’s seminal study on N achievement
The concept of need for achievement, originally developed by Murray
in 1938 and popularized by McClelland in 1961 in his seminal work

The Achieving Society, has been argued to be crucial for economic
development (McClelland 1961). As (part of) the critique on his study
still holds for contemporary studies on (entrepreneurial) culture and
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economic growth, we discuss his study extensively. First we describe
his core idea of N  achievement. 

6.3.1 McClelland’s approach
McClelland’s idea on N  achievement was not new. In 1953 Winter-
bottom had already pointed to a possible link between achievement
motivation and economic development by studying the behavior of
mothers when raising their sons. She did so by first interviewing a
group of 2–9-year-old boys to obtain N  achievement scores and then
conducted interviews to determine whether mothers had different atti-
tudes toward raising children. She found that mothers of sons with
high N  achievement scores had set higher standards for their sons. 
Similar arguments can be found in Weber’s thesis on the Protestant
ethic. Despite these early contributions, McClelland is widely seen as
the person who coined this idea. 
In several earlier works McClelland and colleagues had studied dif-
ferent motives. Motives are relatively stable and enduring personality
traits. They did so through responses to standardized picture tests car-
ried out by children and students. The Achieving Society  extends his early work by applying the idea of N  achievement to distant and contemporary societies. In this book McClelland measured N  achievement levels for both contemporary and preliterate societies. The method of
determining the N  achievement level of a preliterate culture relies on the analysis of the content of folk tales widespread in a culture (McClelland 1961: 63–70). Measurement of N  achievement in contemporary
societies was based on schoolbooks used by second- and fourth-grade
children. These are assumed to be “projective” and reflect the motives
and values of the culture in the way they are told or in their themes
or plots. Since textbooks are widely standardized in most countries, 
they represent popular culture and not just a social class, according to
McClelland.1
1 The sample of countries pertained to countries outside the tropics and did not include the very small or inaccessible (at that time) nations such as Kuwait, Liechtenstein or Iceland. This yielded twenty-three countries in 1925 and
forty-one countries in the period around 1950. For each country, twenty-one
stories were chosen, between 50 and 800 words in length. In order not to reveal the identity of the country, all characters were given similar names (Mary, Jane and Judy for girls, Peter, Bob and John for boys). In countries with more than Downloaded from Cambridge Books Online by IP 14.139.43.12 on Sat Oct 06 08:33:13 BST 2012. 
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Given the information on N  achievement scores in countries, the
hypothesis could be tested that N  achievement levels in them [the stories] would predict  subsequent economic growth (McClelland 1961:
71). McClelland correlated N  achievement with measures of growth
in electricity production per capita. He showed that for a sample of
twenty-three countries, the 1925 scores on N  achievement were correlated (+.53, p < .01) with growth-beyond-expectation during the subsequent twenty-one-year period. Replicating this with national income
data yielded a non-significant positive correlation (+.25). When aver-
aging both measures he obtained a significant positive correlation
(+.46, p < .05). This finding is the basis for his thesis that countries characterized by high levels of N  achievement have higher levels of economic development. 

6.3.2 Critique on McClelland
Although many scholars (including McClelland himself) were quite
critical at the time regarding the potential methodological flaws in
his book, The Achieving Society  was generally regarded as an impor-
tant step forward in the field of economic psychology and the rela-
tion between culture and economic development in general (Cochran
1960; Crockett 1962; Brewster-Smith 1964). As Katona puts it, “future
one linguistic group (for example, Switzerland, India, Pakistan, Canada), 
McClelland tried to perform the analysis for all subgroups. More than 1,300
stories were collected (23 × 21 + 21 × 41 = 1 ,  344), mixed together and coded. 
Examples of stories can be found in the appendix of The Achieving Society. 
Two judges scored the stories for three motivational variables. Their reliability coefficients for samples of thirty stories ranged between .92 and .98, suggesting a high degree of agreement. To get a total score for a country, each
achievement-related story was given a score of +2, each possibly achievement-related story a score of +1 and each unrelated story a score of 0. McClelland’s team found that the stories from a given country scored persistently high or low in N  achievement. The mean N  achievement scores reflected the sum of achievement characteristics per story for each country divided by the total
number of stories (=21). The assumption was that “a simple count of the
number of such achievement related ideas in stories written under normal
testing conditions could be taken to represent the strength of a man’s concern with achievement. The count has been called the score for N  achievement (abbreviation for ‘need for achievement’)” (McClelland 1961: 43). For the
exact procedure we refer to McClelland et al. (1953). It should be noted, however, that it is virtually impossible to exactly replicate the scoring system McClelland applied when calculating his N  achievement story. 
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studies of economic development cannot disregard what has been
presented by McClelland” (Katona 1962: 583). Nevertheless, over
time a number of critical remarks have been made (Frey 1984). Not
surprisingly, a major point of critique concerns his measurement of

N  achievement and the method applied in relating it to economic
success. 
Rubin’s (1963) critique concentrates on the method of analysis. First, 
Rubin mentions McClelland’s simplicity in trying to come up with one
single measure for motivational level (given the diversity of occupa-
tional and social groups in society). The motivational level of small but
crucial groups may be far more important for economic growth than
the motivational level of the entire population. Moreover, according
to Rubin, it is too presumptuous to relate something as complex as
economic development to a single personality characteristic. There-
fore, Rubin questions the rationale for the correlations. He challenges
the added value of this for the development of a theory of social
change and he feels that the problems of “measurement are ‘solved’ in
an amazingly cavalier manner” (Rubin 1963: 119). This leads Rubin
to conclude that The Achieving Society  is “one of the most fascinating and irritating, one of the most valuable and misleading books I
have ever had the pleasure and displeasure of reading” (1963: 118). 
More specifically, Rubin points to the disturbing method and irritat-
ing tone, especially regarding McClelland’s underestimations of the
achievements of economists (p. 120). In his eyes McClelland claims
too much.2
Schatz (1965, 1971) criticizes McClelland for being inconsistent in
his units of measurement when he uses per capita values of national
income and electricity before 1950 but log of total values of elec-
tricity for post-1950 growth. Schatz points to a number of arbitrary
assumptions, which lead to an overestimated relationship between N
2 As an example of this, Potter (1962) cites the following passage from
McClelland: “It may come as something of a shock to realize that more could
have been learned about the rate of future economic growth of a number of
these countries in 1925 or 1950 by reading elementary school books than by
studying such presumably more relevant matters as power politics, wars
and depressions, economic statistics, or governmental policies governing
international trade, taxation or public finance” (McClelland 1961). Potter
rightfully questions whether such generalizations are warranted. 
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achievement and economic development. Moreover, Schatz (1965)
questions the causality and the proof for it and argues – similarly
to Rubin (1963) – that McClelland’s findings are in conflict with what
economists know about economic growth. Interestingly, in a reply to
Schatz’s critique, McClelland (1965) defends his choice for data on the
basis of availability and the argument that economists’ standard mea-
sures of economic development are poor and conceptually inadequate. 
He challenges the critique of economists by writing that the argument
to dismiss his findings is based on the grounds that “it just isn’t done
that way, my boy!” (McClelland 1965: 245). 
Similar comments on the unorthodox measures have been made by
Hoselitz (1962), Potter (1962), Weisskopf (1962) and Brewster-Smith
(1964). Weisskopf especially criticizes the supposed circular reason-
ing. He argues that correlational analyses are not suitable for proving
both causal interconnections and the correctness of the measurement. 
Moreover, the underlying theoretical question as to why a high psycho-
logical need for achievement in general leads to higher achievement in
the economic sphere is never raised or answered. Weisskopf concludes
that the evidence for McClelland’s thesis seems to be derived from

post hoc ergo propter hoc (because one thing follows the other, it was caused by the other). Other scholars have questioned non-technical
aspects of McClelland’s work. Katona (1962) has criticized the role of
the larger number of entrepreneurs in a society (B) of which McClel-
land argues that these form the link between N  achievement (A) and
economic growth (C). According to Katona (1962), McClelland is
much more successful in demonstrating the link between A and C
than between either A and B or B and C. Moreover, Katona criti-
cizes McClelland for holding all forms of entrepreneurship in such
uncritical esteem.3 Finally, scholars have taken issue with the limited
3 More recently, in two related papers, Wong et al. (2005) and Van Stel et al. 
(2005) take issue with this complexity and hypothesize that the influence of entrepreneurship may differ in developed vs. developing countries. Their
argument is that high entrepreneurial activity in developing countries may not necessarily lead to higher economic growth, because it is not reflected in high growth-potential businesses. Entrepreneurship in these countries is motivated by so-called “shopkeeper” or “refugee” arguments. This implies that
entrepreneurship is not driven by (expected) opportunities but rather is used as a “last resort” of (self-)employment. This in turn may lead to an insignificant or even negative influence of entrepreneurship on economic growth. In developed Downloaded from Cambridge Books Online by IP 14.139.43.12 on Sat Oct 06 08:33:13 BST 2012. 
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possibilities to develop and promote N  achievement (Erasmus 1962; 
Rubin 1963). 
Despite all these comments and even explicit opponents of his thesis, 
few will be able to deny the power of McClelland’s case and none will
be able to completely refute the assertion that N  achievement may be one of the principal factors in economic growth (Hoselitz 1962). In
order to substantiate his thesis, Erasmus demands further empirical
testing in order to increase general acceptance (Erasmus 1962). 

6.3.3 Empirical tests of McClelland’s thesis
Empirical tests of McClelland’s thesis do exist. In 1976, Finison related

N  achievement scores to more recent data than McClelland used. 
McClelland showed a positive correlation between N  achievement
(1925) and growth in electricity production (1925–1950). Finison uses
more recent data and shows a zero  correlation between N  achievement (1950) and growth in electrical production (1950–1971). Moreover, 
he finds a negative  correlation between N  achievement (1950) and national income growth (1950–1971). A similar test was performed
by Mazur and Rosa in 1977. In addition to correlations, these authors
perform regression analysis in which they relate N  achievement (1950) to predict national income in 1971 and total energy production in 1971
(Mazur and Rosa 1977). They do control for initial level of income
in 1950 or electricity production in 1950. Like Finison (1976), they
find a negative relationship between N  achievement 1950 and national income growth. Their results do not provide support for McClelland’s
thesis. Frey (1984) takes issue with the causal link McClelland pro-
posed. Using regression analysis, he showed partial support for the
thesis that N  achievement is a cause of economic growth and not
the result. Frey (1984) also showed that the estimated effect size is
relatively small, leading him to conclude that McClelland may have
overstated his initial results. A more recent test of McClelland’s argu-
ment is Gilleard (1989). Using GDP per capita from the World Bank
for different periods after the Second World War, Gilleard regressed
countries, however, entrepreneurship is primarily driven by (expected)
opportunities in high-growth-potential industries. Accordingly, in these
countries entrepreneurship will have a positive influence on economic growth. 
Both papers present (partial) empirical evidence for this hypothesis. 
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growth differentials on initial level of GDP per capita and N  achievement. For the period 1950–1970 and 1950–1975 he obtained signifi-
cant results, though negative. For the period 1950–1960 he obtained a
negative relationship, though insignificant. The most recent and exten-
sive test of McClelland has been performed by Beugelsdijk and Smeets
(2008). Applying standard Barro (1991) growth models, these authors
test McClelland’s thesis by performing a range of regression analy-
ses. In addition to their own growth model, Beugelsdijk and Smeets
(2008) benchmark their results against three major, generally accepted
empirical growth studies. These benchmark studies are Mankiw

et al. (1992), Zak and Knack (2001) and Granato et al. (1996). 
Beugelsdijk and Smeets (2008) find no support for McClelland’s main
thesis. 
In sum, empirical tests of McClelland’s hypothesis have so far failed
to find support for his original thesis. Most of them report insignifi-
cant or weak relationships, some even negative. Most of the theoretical
critiques concern the lack of theory and the methodology (both mea-
surement and testing) applied. Interestingly enough, despite the lack
of empirical support, contemporary approaches start from the same
premise: a concept such as entrepreneurial culture exists and matters; 
and many of these more recent contributions have embedded their
aggregate measure for entrepreneurial culture in micro-level studies of
entrepreneurs. Instead of using children’s stories, these studies start
from a micro-level personality trait analysis. 
6.4 Entrepreneurial trait research: unique
personality of entrepreneurs
As explained before, the aggregate psychological trait explana-
tion is based on the view that if there are more people with
entrepreneurial values in a country, there will be more people dis-
playing entrepreneurial behavior (Uhlaner and Thurik 2007). An
entrepreneurial culture is in this case perceived as a collective pro-
gramming of the mind (Hofstede 2001) in which the underlying value
system is oriented toward entrepreneurial behavior and the distin-
guishing personality traits typically associated with entrepreneurs. In
order to “measure” something like entrepreneurial culture, it is there-
fore necessary to first understand the individual-level characteristics of
entrepreneurs. 
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6.4.1 Entrepreneurial traits
One of the first economists explicitly focussing on entrepreneur-
ship was Joseph Schumpeter (1934). When describing entrepreneurs, 
Schumpeter noticed that entrepreneurial action requires aptitudes that
are present in only a small fraction of the population. Entrepreneur-
ship calls for a specific type of personality and conduct that differ
from the rational conduct of economic man. According to Schumpeter, 
the entrepreneur is a leader, willing to break through ordinary con-
straints (cf. Leibenstein’s input completing capacity). Entrepreneurs
are characterized by an autonomous drive to achieve and create for
its own sake. When discussing the “psychology of the entrepreneur,” 
Schumpeter argues that “there is the dream and the will to found a
private kingdom, usually, though not necessarily, also a dynasty. (. . .)
Then there is the will to conquer: the impulse to fight, to prove oneself
superior to others, to succeed for the sake, not of the fruits of success, 
but of success itself. (. . .) Finally, there is the joy of creating, of getting things done, or simply of exercising one’s energy and ingenuity” 
(Schumpeter 1934: 93). 
Since Schumpeter’s contribution to the field of entrepreneur-
ship, several authors have studied the personality characteristics of
entrepreneurs. The field of (economic) psychology has a long his-
tory of measuring traits of entrepreneurs (Brockhaus and Horovitz
1986; McClelland 1961; Rotter 1966; Timmons 1978; Davidsson
2004; Shane 2003). Studies at this individual level have focussed on
a wide range of issues, such as age, educational profile, professional
background and motivations to become self-employed (for a succinct
overview, see  Licht and Siegel 2006). 
At least two major methodological challenges arise when study-
ing entrepreneurial traits. First, it is important to distinguish between
motivations to become self-employed and the general value pattern of
entrepreneurs (a clear distinction must be made between values and
motivations). Second, by comparing different motivations to become
self-employed in a sample of self-employed, we do not know any-
thing about the difference between self-employed people and those
who are not self-employed. Ideally, we would be able to study a panel
of potential entrepreneurs and compare those who decided to start
their own business with those who decided not to do so. Otherwise
we create an endogeneity problem at the individual level because it is
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unknown whether the entrepreneur’s value pattern was influenced by
his decision to become self-employed. How does his personality look

ex ante  and ex post  the decision to start his own firm? Despite these methodological challenges, a relatively small but focussed literature on
entrepreneurial trait research exists in economic and social psychology. 
Reviewing this literature on entrepreneurial trait research, a range of
specific personality characteristics of entrepreneurs emerges. Central
to the trait research is the notion that entrepreneurs are different. 
As discussed earlier, McClelland (1961) showed that entrepreneurial
behavior can be associated with personality characteristics such as a
high need for achievement, moderate risk-taking propensity, prefer-
ence for energetic and/or novel activity, and the tendency to assume
personal responsibility for successes or failure. Brandst ätter (1997)
studied Austrian entrepreneurs and found risk-taking, extraversion, 
social recognition and readiness for change to be distinguishing charac-
teristics which entrepreneurs displayed more than the general Austrian
population. In a comparison of managers and entrepreneurs, Fagenson
(1993) found that these groups had different value systems. In contrast
to managers, entrepreneurs want to be free to achieve and to actualize
their potential. Brockhaus (1982) identifies three attributes consistently
associated with entrepreneurial behavior: need for achievement, inter-
nal locus of control and a risk-taking propensity. Thomas and Mueller
(2000) find similar personality characteristics. Sexton and Bowman
(1985) conclude that entrepreneurs need autonomy, independence and
dominance. Chell et al. (1991) associate entrepreneurs with traits such as opportunistic, innovative, creative, imaginative, restless and proactive, and perceive them as agents of change. Comparing Canadian
entrepreneurs with senior managers who decided not to start ventures, 
Amit et al. (2001) found that wealth attainment was significantly less important compared with issues such as power, vision, leadership and
independence. 
In an attempt to summarize the personality trait literature, Cromie
(2000) concludes there are (at least) seven characteristics distin-
guishing entrepreneurs or business owners from non-entrepreneurs. 
Although the differences are not equally strong for all  groups of
non-entrepreneurs (e.g. he found that managers or university profes-
sors score equally highly on some of the seven dimensions), he lists
the following seven. First, he mentions “need for achievement” (cf. 
McClelland 1961). This reflects a person’s need to strive hard to attain
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success. According to Cromie, “high achievers set demanding targets
for themselves and are proactive and bold in setting about accom-
plishing objectives” (Cromie 2000: 16). Second, he mentions locus
of control (cf. Rotter 1966; Brockhaus 1982). The concept of locus
of control refers to the perceived control over events. Internal locus of
control implies the individual’s belief that they have influence over out-
comes through ability, effort or skills. At the other end of the spectrum, 
external locus of control means the individual believes that forces out-
side their control determine the outcome. Obviously, individuals with
an internal locus of control are more likely to be entrepreneurs. The
third aspect Cromie (2000) mentions is risk-taking. Despite the com-
plexity of the concept of risk, entrepreneurs are generally considered
to have a greater propensity to take risks. Fourth, Cromie mentions
creativity. Enterprising individuals develop new ideas, spot market
opportunities and recombine existing inputs in order to create added
value (cf. Leibenstein 1968). Finally, he mentions need for autonomy, 
tolerance for ambiguity, and self-confidence ( see also  Blanchflower and Oswald 1998; Blanchflower et al. 2001). Need for autonomy refers to
the ability and will to be self-directed in the pursuit of opportunities
(Lumpkin and Dess 1996). Tolerance for ambiguity is related to the
uncertainty inherent in entrepreneurial action. Entrepreneurs are asso-
ciated with the ability to deal effectively with situations or information
that is vague, incomplete, unstructured, uncertain or unclear, without
experiencing psychological discomfort (Scheré 1982). Self-confidence, 
finally, is related to self-efficacy (Chen et al. 1998), which can be defined as an individual’s cognitive estimate of their “capabilities” 
to mobilize the motivation, cognitive resources and courses of action
needed to exercise control over events in their lives (Wood and Bandura
1989). 
Obviously, personal attributes are important but not all-pervading
determinants of behavior (Cromie 2000: 25). The economic environ-
ment, family background, employment history, organizational experi-
ences, social networks, national culture and personality traits all affect
the probability that someone will act entrepreneurially (Rauch and
Frese 2000). McGrath et al. (1992) have pushed trait research even
further by investigating whether this supposed set of entrepreneurial
characteristics transcends cultures. In other words, do entrepreneurs
have a predictable set of values different to those of non-entrepreneurs
regardless of the home culture? To answer this question, McGrath
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et al. (1992) and McGrath and MacMillan (1992) use Hofstede’s four-
dimensional cultural framework to compare the value orientation of
non-entrepreneurs and business owners in a sample of eight, respec-
tively nine countries. They find that entrepreneurs have a persistent
and characteristic value orientation, irrespective of the values of their
national culture. 

6.4.2 From individual traits to national culture
Based on the assumption and empirical support for the thesis that
entrepreneurs have different value patterns than non-entrepreneurs, 
scholars have subsequently argued that societies characterized by such
values can be expected to experience higher rates of entrepreneurship
and economic growth. In a way, this coincides with Leibenstein’s view, 
in which the set of individuals with gap-filling and input-completing
capacities is exogenous and the personality characteristics of these
entrepreneurs are important. In a similar vein, the Austrian School
has argued that it is this relatively scarce willingness to take risks
that allows an economy to develop and grow (Kirzner 1997; Rosen
1997; Yeager 1997). Hence, following the aggregate psychological
trait perspective, if more people possess these entrepreneurial traits, 
it can logically be argued that this results in increased economic
dynamism and economic growth in the end (Davidsson 1995; Uhlaner
and Thurik 2007). In other words, entrepreneurship, innovation and
economic growth are logically linked through the recognition and
exploitation of opportunities in economic and social arenas (Drucker
1985; Schumpeter 1951). Despite the intuitive attractiveness of
Leibenstein’s concept of the entrepreneur and the Austrian School, 
their abstract concepts of the entrepreneurial process only indirectly
allow for theorizing on the relationship between entrepreneurial
culture and economic growth. 
With the exception of the Achievement Motivation Index devel-
oped by McClelland (1961), the “favorable attitude” index developed
by Morris and Adelman (1988) and Lynn’s (1991) analysis of the
entrepreneurial orientation of students in forty-one countries, to our
knowledge there have been no large-scale empirical attempts to actu-
ally measure entrepreneurial culture and relate it to economic devel-
opment. Although most recently several scholars have provided valu-
able insights regarding the relationships between entry and exit rates, 
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new business formation and regional economic growth (Audretsch and
Keilbach 2004; Fritsch 2004), only few initiatives exist that focus on
the role of entrepreneurial culture  specifically (Akc¸omak and Ter Weel 2009; Suddle et al. 2006, 2010; Beugelsdijk 2007). It remains to be seen whether these recent, relatively small-scale attempts to operationalize
entrepreneurial culture will be picked up. 
Moreover, and perhaps complicating matters even more, in order
to measure a concept such as entrepreneurial culture, one has to com-
bine different strands of literature in the field of entrepreneurship, 
thereby crossing disciplinary boundaries (Acs and Audretsch 2003). 
The field of entrepreneurship is scattered across different paradigms
(Stevenson and Jarillo 1990; Suarez-Villa 1989). Economists are
mainly concerned with the effects of entrepreneurship, while social
psychologists are more interested in the origins of entrepreneur-
ship. Measuring entrepreneurial culture requires one to incorporate
insights from the social psychological literature, more specifically
entrepreneurial trait research (McClelland 1961; Rotter 1966; Brock-
haus 1982; Cromie 2000; McGrath et al. 1992). And in order to assess its economic significance, one has to relate to the empirical economic
growth literature (Barro 1991; Mankiw et al. 1992; Barro and Sala-I-
Martin 1995). 
This lack of a well-developed unified framework has not stopped
scholars from developing and/or testing hypotheses on the relation-
ship between entrepreneurial culture and economic success. A number
of authors have argued that entrepreneurial culture may affect certain
aspects of economic performance, such as innovation (Shane 1993)
or economic growth in general (McClelland 1961; Freeman 1976; 
Suarez-Villa 1989; Lynn 1991). Without specifying the causality – for
example, via the production function (Leibenstein 1968) – the core idea
is that entrepreneurial culture is beneficial for economic performance. 
The positive effect of entrepreneurial culture on economic growth has
been argued to be caused by the mediating effect of entrepreneurship
(Wennekers and Thurik 1999). Building on various perspectives such
as macro-economic growth theory, historical views on entrepreneur-
ship, industrial economics (mainly Porter’s view) and evolutionary
economics, Wennekers and Thurik synthesize these insights to provide
a broad picture of how economic growth is linked to entrepreneurship. 
In their view, entrepreneurship is a behavioral characteristic. There-
fore, “linking entrepreneurship to economic growth means linking the
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individual level to the aggregate level” (Wennekers and Thurik 1999:
46). And this view on entrepreneurship as a mediator between cul-
ture and growth corresponds with the aggregate psychological traits
perspective. 
6.5 Economic Consequences of Entrepreneurial Culture

6.5.1 Entrepreneurial culture and economic growth
In their seminal work on comparative patterns of economic devel-
opment between 1850 and 1914, Morris and Adelman (1988)
develop a measure reflecting the “favorableness of attitudes toward
entrepreneurship.” Their classification scheme has six classes, where
the top category A contains countries where non-elite businessmen
could achieve social recognition in their lifetimes through mercantile
or industrial successes. The bottom category F contains those coun-
tries where social recognition of capitalist entrepreneurship by the
established social elite was not common. Countries in category A are, 
for example, Australia, Sweden, Switzerland and the United States, 
whereas countries such as Egypt, India, China and Spain can be found
in category F ( see  appendix of their book, pp. 424–426). The classification of countries was based on informed judgements concerning
the attitude of established social elites toward entrepreneurial success. 
Morris and Adelman (1988) were able to develop such a measure for
a broad range of countries for the period 1850–1890. Using principal
components analysis on this measure and a range of other variables
associated with the process of economic development, they show that
this measure correlates well with a range of other aspects of eco-
nomic development, but for different groups of countries in different
ways. This would suggest that different growth paths exist and that
entrepreneurial culture plays a different role in these various patterns
of economic development. 
Despite the conceptual attractiveness of these claims relating (aspects
of) an entrepreneurial culture to economic growth and development, 
empirical evidence is limited. Thirty years after McClelland’s semi-
nal work, Lynn (1991) made a similar attempt by scoring the value
systems of students in forty-one countries and combining these into
one national indicator of entrepreneurial attitude. Lynn compares the
four psychological theories of economic growth (Weber’s work ethic, 
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Schumpeter’s competitiveness, McClelland’s achievement motivation
and Wiener’s status of the land owner4) and finds that differences in
attitudes toward competitiveness best explain variation in economic
growth rates across societies. Competitiveness can be defined as the
drive to win against others and to obtain some form of dominance
over them through winning. This drive was identified by Schumpeter as
one of the major motivations of the entrepreneur (Lynn 1991). Again, 
though, just like McClelland, Lynn does not use economic models to
test for alternative explanations; his finding that a society’s orientation
toward competitiveness is related to economic growth rates is inter-
esting. More recently, Granato et al. (1996) used the World Values
Survey to develop an achievement motivation indicator and to relate
this to economic growth. Their measure is based on four questions
on people’s opinion regarding the importance of thrift, determination, 
obedience and faith as four qualities which children can be taught at
home. Granato et al.’s achievement motivation index is then calculated as the percentage of respondents emphasizing thrift and determination
as important qualities, minus the percentage emphasizing obedience
and faith. Although their analysis is embedded in a modern economic
growth framework, reinterpretations suggest their main finding on
the positive role of an entrepreneurial culture for economic growth
is based on weak measures and omitted variables (Beugelsdijk and
Smeets 2008). 
A more advanced empirical approach can be found in Beugelsdijk
(2007). His empirical approach consists of several steps. First, he con-
structs a micro-based measure of entrepreneurial culture by compar-
ing the value pattern of entrepreneurs and non-entrepreneurs. Based
on the distinctive pattern of entrepreneurs at this individual level, the
average score of a population on these entrepreneurial characteristics
is calculated. As his analysis is based on the EVS dataset which is
available only for Europe, Beugelsdijk (2007) subsequently calculates
the “entrepreneurial culture” score for fifty-four European regions. 
He relates this micro-embedded measure of entrepreneurial culture to
regional innovation patterns (using patent data) and economic growth. 
4 Wiener’s (1981) thesis is that anti-industrial values account for the explanation of the British relative industrial decline after 1850. The argument regarding land ownership is that it affects businessmen by making them indifferent, 
indolent and unenterprising individuals. 
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He finds that entrepreneurial culture affects the number of patents
developed in a region and that the effect of entrepreneurial culture
on regional economic growth is mainly indirect, i.e. through increased
innovativeness. 
This supposed indirect link of entrepreneurial culture on growth
through innovation brings us back to the second important stream of
literature in this area. A society characterized by an entrepreneurial
culture may lead to higher levels of entrepreneurship (Suddle et al. 
2006), subsequently triggering a process of economic dynamism and
resulting in economic growth (Carree and Thurik 2003). 

6.5.2 Entrepreneurial culture and entrepreneurship
Instead of relating entrepreneurial culture directly to economic growth, 
a limited number of authors have related societal values to indicators of
entrepreneurship. Wennekers and Thurik (1999) single out two major
roles for entrepreneurship in relation to economic growth. The first has
to do with the start-up rate of new firms. In the second case they think
of enterprising individuals (including so-called intrapreneurs or cor-
porate entrepreneurs), who undertake entrepreneurial action without
necessarily founding a new firm. Empirical studies linking measures of
entrepreneurial culture to entrepreneurship have mostly focussed on
the first, i.e. start-up rates. 
In an empirical analysis of the effects of regional characteristics on
new firm formation in Finland, Kangasharju (2000) introduces the
concept of “entrepreneurial ability” in explaining the probability of
firm formation. A regional analysis of entrepreneurship in Sweden
showed that regional rates of new firm formation depend partly on
entrepreneurial values (Davidsson 1995). Georgellis and Wall’s (2000)
study of rates of self-employed across British regions suggests that the
“entrepreneurial human capital” of a region is an important explana-
tory factor. More recent research on Florida’s idea of creative classes
suggests a positive link exists between the regional existence of cre-
ative classes and firm formation rates (Florida 2002; Lee et al. 2004). 
Entrepreneurial culture is included in these studies as some kind of
region-specific fixed effect (Guerrero and Serro 1997; Wagner and
Sternberg 2002). The link between entrepreneurial values and aggre-
gate economic outcomes is an indirect one. One obvious method for
going beyond such fixed-effects approaches is to use existing values
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surveys and relate the cultural dimensions as developed in these sur-
veys to measures of entrepreneurship. 
Hofstede’s (2001) seminal work on culture’s consequences trig-
gered a number of studies relating his four cultural dimensions to
entrepreneurship and entrepreneurial activity. In addition to the stud-
ies mentioned earlier by McGrath and colleagues, Shane (1992) has
developed a theoretical framework and tested the relationship between
national cultures and rates of innovation (Shane 1993). Morris

et al. (1994) relate one of Hofstede’s dimensions – individualism/
collectivism – to corporate entrepreneurship. They focus on individ-
ualism as it has been linked to the willingness of people to violate
norms and their level of achievement motivation (Hofstede 2001), 
both of which are associated with entrepreneurship. They show
that entrepreneurship declines the more collectivism is emphasized
(Morris et al. 1994). Though it was also found that dysfunctional
(high) levels of individualism exist, this result suggests that in cul-
tures in which group thinking may outweigh individual initiative, few
individuals would put their (perhaps latent) entrepreneurial ambitions
into action. Despite their conceptual attractiveness and availability
for a large number of countries, the Hofstede dimensions reflect gen-
eral cultural characteristics and have not been developed to score and
rank societies in terms of their (lack of) entrepreneurial culture, as, for
example, McClelland’s index has. 
Taking this criticism as a starting point, Wennekers et al. (2005)
and Suddle et al. (2010) have tested a model in which they explain
levels of entrepreneurship in a sample of thirty-three countries by a
composite indicator of entrepreneurial culture of which the under-
lying items relate to core concepts of entrepreneurial trait research. 
According to Suddle et al. (2006), advantages of this approach over
the existing literature are the facts that their measure is a) not a gen-
eral cultural indicator (like the Hofstede individualism dimension) but
relates specifically to entrepreneurial culture, and b) it is embedded in
micro insights of literature on entrepreneurial trait research. Using the
1999 WVS, Suddle et al. (2010) operationalize entrepreneurial cul-
ture by a composite factor consisting of three underlying indicators
derived from this WVS database. The three questions used to calculate
the composite measure are based on the fraction of respondents pro-
viding the following answers to three questions: i) Question: Which
aspects of a job do you think are important? Answer: An opportunity
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to use initiative; ii) Question: Which aspects of a job do you think
are important? Answer: A job in which you can achieve something; 
and iii) Question: Why are there people in this country who live in
need? Answer: Because of laziness and lack of willpower. The national
scores reflect the percentage of respondents answering the indicated
categories on these questions. As these underlying variables relate to
“initiative,” “achieving” and “personal influence,” which are key con-
structs in trait research, Suddle et al. (2006, 2010) claim that they have a strong theoretical base. “Initiative” corresponds with one of the key
meanings of entrepreneurship, namely “to take in hand” (Wennekers
2006). “Achieving” is another relevant variable, as many studies have
researched the cultural dimension of entrepreneurship, most notably
McClelland (1961). Finally, “personal influence” represents the inter-
nal locus of control (Rotter 1966). Applying principal components
analysis yields one variable representing entrepreneurial culture. To
corroborate their measure and findings, Suddle et al. (2010) also
use alternative existing indicators of entrepreneurial culture, such as
McClelland’s N  achievement index, Lynn’s attitude scores, Granato

et al.’s achievement motivation index and the performance-orientation measure of the GLOBE database ( see  Chapter 5). 
Using nascent entrepreneurship from the Global Entrepreneurship
Monitor as an indicator of entrepreneurial activity, Suddle et al. 
(2010) test the hypothesis that entrepreneurial culture positively affects
nascent entrepreneurship based on the above set of alternative indica-
tors. Controlling for a range of variables, among them level of eco-
nomic development, tax level, social security system and demographic
characteristics, they find that except for the composite measure of
entrepreneurial culture based on the three WVS items, the other four
indices are not significantly related to nascent entrepreneurship. In
fact, Granato et al.’s achievement motivation index (1996) is even
significantly negative. 
Parallel to these economic approaches linking proxies for
entrepreneurial culture to rates of entrepreneurship, there is a stream
of research trying to understand the decision to start one’s own ven-
ture from a social cognition perspective and attempts to relate that to
cross-national differences in start-up rates. For example, based on the
conceptual framework by Busenitz and Lau (1996), in which social, 
cultural and personal variables are related to cognition and cogni-

tion to outcomes such as the venture creation decision, Mitchell et al. 
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(2000) build and test a cross-cultural model of venture creation. In
their study, they carefully collected information on 753 individuals
from seven countries that either decided to start a venture or decided
not to do so. Comparing these two groups, Mitchell et al. find that
some of the individual-level drivers of the decision to create a ven-
ture are moderated by cultural values, specifically in Hofstede’s indi-
vidualism or power-distance index. This complements the studies by
McGrath and colleagues, referred to earlier, in which it was shown
that entrepreneurial traits transcend cultures. In fact, it suggests that
although the entrepreneurial traits are culture-independent, the deci-
sion to create a new venture depends on a range of individual factors, 
of which some are moderated by cultural characteristics. These types of
approaches, in which individual- and nation-(including culture-)level
factors driving the decision to become an entrepreneur are simultane-
ously taken into account, seem to be gaining ground. Recent studies
by Grilo and Thurik (2006) and Thurik and Grilo (2007), for exam-
ple, study individuals and include country-specific effects by dummies. 
As a next step (e.g. Freytag and Thurik 2007) their goal is to explain
these “individual-level corrected country dummies” by regressing them
on a range of cultural and institutional variables. Although such a
multi-level approach looks promising, it has not resulted in many pub-
lications yet, although it seems to be a positive path for the near
future. 
In sum, despite the lack of strong empirical evidence, entrepreneurial
culture is argued to influence economic growth in several ways. First, 
value patterns conducive to entrepreneurship may increase the start-up
rate of new firms. Second, culture may positively affect intrapreneurial
activities that subsequently yield efficiency advantages within existing
firms. Hence, “wherever entrepreneurial employees reap the benefits
of their abilities, within the firm or in a spin-off, their activities are
likely to enhance growth at a macro-level” (Wennekers and Thurik
1999: 45). Despite the conceptual attractiveness of this type of reason-
ing, there is no robust empirical evidence (yet) supporting the thesis
that entrepreneurial cultures explain national or regional differences
in rates of entrepreneurship, nor is there strong evidence of a fun-
damental empirical relationship between entrepreneurial culture and
economic growth. Part of the explanation for these mixed findings is
related to the complex relationship between entrepreneurial activity
as such and economic growth. Another reason is the fact that linking
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entrepreneurship and economic success implies linking the individual
level and the collective level, which poses a major methodological
challenge. 
6.6 Discussion: linking the individual and the collective
Scholars trying to explain differences in economic growth or rates
of entrepreneurship by referring to the lack or presence of a so-called
entrepreneurial culture are on slippery ground. As we have described in
this chapter, the field is scattered with conceptual, methodological and
methodical problems. Given the misfit of the entrepreneur in economic
theory, there is no well-developed, overarching theoretical framework
to analyze the antecedents and consequences of an entrepreneurial
culture. However, just pointing to the position of the entrepreneur in
economic theory in general does not solve the problem. We think there
are at least four general issues when studying entrepreneurial culture. 
First, as we will discuss in more detail in the next chapter on
trust, severe methodological problems may arise in multi-level set-
tings in which individual-level phenomena are nested in higher-level
phenomena. In the case of entrepreneurship, the entrepreneurial cul-
ture literature is clearly embedded in the aggregate psychological trait
perspective. On the basis of individual-level trait analysis, researchers
have come up with a range of individual personality characteristics of
entrepreneurs. In their analyses of an entrepreneurial culture, many
scholars have aggregated these individual characteristics to reflect a
nation-level characteristic. The methodological question arises as to
whether the aggregation of individual-level characteristics is indeed
equal to the grand total. In other words, is the sum of the items sim-
ilar to the aggregate, i.e. is culture really the sum of the personality
characteristics? Or is this a way of redefining structure as agency? 
Moreover, the motivational level of small but crucial groups may be
far more important for future economic growth than the motivational
level of the entire population. In other words, for some phenomena of
interest (and entrepreneurship is one of these), it is not so much the
value pattern of society at large but of certain subgroups. As far as
we know, it is only Morris and Adelman (1988) who have taken this
into account by measuring the attitude of the established social elite
toward entrepreneurial success. The role of power relations is an area
worth further scrutiny. In addition to the question as to whether it is
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allowed to simply aggregate individuals, there is the question that has
to do with the issue of who to include in the aggregation procedure. 
Second, the question arises as to whether we need to distinguish
between a theory of general dimensions of (national) cultures and a
theory based on a specific concept that can be labeled entrepreneurial
culture. This is of great importance for the hypotheses developed and
the methodology applied to test these hypotheses. In the first case, the
nature of the argument would be something along the lines of Hof-
stede’s cultural consequences; cultures can be measured and mapped
on a multidimensional scale and some of the dimensions can affect
rates of entrepreneurship. In case one opts for an entrepreneurial cul-
ture concept, the assumption is that a universal (culture-independent)
concept exists and that societies can be ranked on this single index. 
This is the typical approach taken by McClelland and scholars follow-
ing the aggregate psychological trait perspective. It does not so much
assume that general cultural characteristics can be related to rates of
entrepreneurship or growth, but it starts from the premise that a new
measure can and needs to be developed that defines the extent to which
a society is characterized by entrepreneurial values, however defined. 
The choice between a single entrepreneurial culture measure or gen-
eral cultural dimensions is a fundamental one, and at minimum the
choice between the two approaches should lead to different research
questions. In a way, the choice also boils down to a difference between
an inductive approach, in which empirical dimensions of culture have
been established, and a deductive approach, in which the starting point
is a theoretical concept “entrepreneurial culture.” The problem of
the latter approach is that those definitions of entrepreneurial cul-
ture that are directly derived theoretically from entrepreneurship are
definitions that border on the propensity to engage in entrepreneurial
activity. For example, entrepreneurial activities are risky and achieve-
ment oriented, so risk preference and achievement orientation are (part
of) entrepreneurial culture. Research arguing that the higher scores
of such entrepreneurial cultures are associated with higher rates of
entrepreneurship runs the risk of developing and testing a tautological
argument. 
The cultural-dimensions approach is not risk-free either. The route
to regress a number of general cultural characteristics (e.g. Hofstede’s
dimensions) on start-up ratios or growth seems too easy and theo-
retically superficial. Any relationship between culture and any other
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outcome variable can be “tested.” But is this really theoretically chal-
lenging? At the minimum we would suggest taking a multi-level per-
spective by theorizing and testing the cross-level interactions between
individual-level drivers of the choice to become self-employed and the
way someone’s cultural heritage affects these individual drivers. There
is still substantial room for theoretical advancement given the current
lack of a well-developed framework. 
Third, methodical problems exist. Empirical tests are fraught with
difficulties such as endogeneity, omitted variable bias and other mea-
surement and validity issues. Moreover, it is difficult to compare and
understand the empirical results because (almost) none of the indica-
tors used is similar and no convergence in terms of how to measure
entrepreneurial culture can be observed or expected in the short run. 
This makes it very difficult, if not impossible, to generate a stock of
knowledge on the basis of which converging insights emerge. 
Finally, so far we have discussed the role of (entrepreneurial) culture
in a rather exclusionary way, as if culture can be separated from all
other factors affecting rates of entrepreneurship and economic suc-
cess, most notably institutions. But theory can be improved if we
include the broader role of institutions, especially because formal insti-
tutions are of great importance for understanding entrepreneurship. An
example of such a broader approach could be Kostova’s (1997) three-
dimensional country institutional profile. This framework can be used
to study and explain how a country’s government policies (constituting
a regulatory component), widely shared social knowledge (the cogni-
tive component) and value systems (the normative component) affect
domestic business activity. However, as Kostova (1997) argued herself, 
these institutional profiles lose meaning if they are generalized across
a broad range of issues and they must be measured with regard to
specific domains. Kostova (1997) focuses on the institutional factors, 
which is attractive because in understanding the country-level differ-
ences in entrepreneurship, such an institutional explanation still seems
to be a promising part of the unexplained variance in cross-national
start-up rates. Moreover, institutions and cultural characteristics co-
develop and formal legal rules and regulations regarding the setting up
of your own business are closely related to a country’s belief system. 
At the start of this chapter we referred to the anecdote on students
from the United States and Europe regarding their personnel hiring
preferences. Having discussed so much material regarding the role of
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culture and its effect on entrepreneurship and economic growth, we do
feel that we have de-mystified part of this real-world phenomenon. But
much more work needs to be done. In doing so, we think a multi-level
approach is a suitable and promising method to explore how culture
affects the decision to start a venture and how culture affects the
individual-level drivers of this decision. Given that (i) entrepreneurial
trait research has shown that entrepreneurs are different from non-
entrepreneurs, irrespective of the cultural characteristics in which these
individuals operate, and (ii) that some of the individual-level factors
affecting the choice to become self-employed are moderated by certain
cultural dimensions, the challenge is not so much to explain or show
that culture matters but to push the research frontier by understanding
which cultural dimensions matter when and how by specifically linking
the individual and aggregate level of analyses. 
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Trust
7.1 Introduction
An important part of the current discussion on the relationship
between culture and economic development is embodied in the concept
of social capital, of which trust is seen as one of its most important
dimensions (Fukuyama 1995; Zak and Knack 2001; Franc¸ois 2002; 
Uslaner 2002). This is reflected in the definition of social capital. It
relates to the willingness of citizens to trust others, including mem-
bers of their family, fellow citizens and people in general (Whiteley
2000: 450). Social capital is the study of network-based processes
that generate beneficial outcomes through norms of trust (Durlauf and
Fafchamps 2004). The importance of social capital and trust for the
debate on culture and economic development is not to be underes-
timated. According to Guiso et al. (2006: 29), the opening through
which culture entered the economic discourse was the concept of
trust. This was reflected in two consecutive presidential lectures at
the yearly meeting of the European Economic Association by Tabellini
(2007a) and Fehr (2008). Using the culture label, they both discussed
the importance of trust for economic interaction. Trust was also a topic
in the 2009 presidential lecture at the American Economic Association
by Dixit (2009), which dealt with formal and informal governance
institutions. Given this interest in trust and the perception of many
economists that trust proxies for culture, we devote this chapter to it. 
Our ambition is not to provide a state-of-the-art overview of the trust
literature – something that is impossible to achieve in just one chapter –
but to critically evaluate “the position of trust” in the broader debate
on culture and economics. We do not attempt to categorize all existing
theories on trust, or provide a new theoretical framework. What this
chapter seeks to do is to address the main issues we think are necessary
to properly understand why trust has emerged in the context of the
181
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debate on the role of culture in economics, and to show what we can
learn from this. 
This chapter is structured as follows. In the next section we define
trust and show why and how trust and culture are related. In Sec-
tion 7.3 we take a closer look at the sources of trust, after which we
turn to studies on the economic effects of trust (Section 7.4). Because
culture relates to aggregate entities such as nation-states or regions, 
the vast majority of empirical studies on trust concerns macro stud-
ies. To operationalize trust at this level, many scholars have used the
trust question as found in the World or European Values Survey. We
discuss not only the results of these empirical studies, but also rele-
vant methodological aspects (Section 7.5). Based on our evaluation in
Section 7.6, we conclude that studies of trust have yielded new and
important insights, but major identification problems exist concerning
the effects of trust, culture and institutions, and their interrelation-
ship. Specifically, some of the antecedents and consequences of trust
frequently coincide, complicating matters considerably. Based on our
evaluation of the culture–trust literature, we come up with a number
of suggestions on how to proceed in the field of trust and what this
means for our study of culture. 
7.2 Trust as a proxy for culture
The literature on trust is extensive. To cope with this, as a starting
point we need to distinguish between levels of trust, the scope of trust
and the sources of trust. What we call the level of trust refers to the
level of measurement. Are we looking at trust among individuals or at
trust within society in total? The scope of trust refers to the question of
who is trusted: are people inclined to trust society in general, or only a
small circle of familiar individuals? With regard to the sources of trust, 
we can distinguish between trust stemming from general norms and
inclinations present in a particular society and trust as the product of
bounded rational decision-making.1 In all three aspects of trust, we can
see a micro–macro distinction. With regard to levels, we can measure
1 This is not to say that following certain societal norms is irrational. In fact, most theoretical models start from this assumption. The point is that sources may stem from (non-calculative) norms and values (which may have been
developed themselves in a rational evolutionary process) and from a calculative decision-making process. 
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trust at the micro- or the macro-level. With regard to scope, a person’s
trust can cover the micro- or the macro-level. Finally, trust can stem
from micro- or macro-sources. Where the literature speaks of trust, 
this can therefore mean several things, often depending on the spe-
cific scholarly background of the researcher. The distinction between
micro- and macro-scope of trust is made by many scholars from dif-
ferent backgrounds (Luhmann 1979; Misztal 1996; Rousseau et al. 
1998; Putnam 2000; Paxton 1999); Luhmann’s (1979) distinction is
shared by many. According to Luhmann, the micro-level is based on
the emotional bond between individuals, which is more characteristic
of primary and small group relationships. The macro-level concerns
more abstract relationships where trust is related to the functioning of
bureaucratic systems (e.g. legal, political and economic). Paxton (1999)
distinguishes between concrete and abstract trust (a perception of the
trustworthiness of the “average” person). She claims that “while trust
in specific others may be important at more micro-levels of social cap-
ital, generalized trust is the important feature of national-level social
capital” (Paxton 1999: 99). 

7.2.1 Typologies and sources of trust
Trust is often defined as a property of individuals or characteristic of
interpersonal relationships and is mostly seen as the perception and
interpretation of the other’s expected dependability. Trust refers to
the confidence that a partner will not exploit the vulnerabilities of
the other (Barney and Hansen 1995). As Zaheer et al. (1998) sum-
marize, the concept of trust may be framed as an expectation of a
partner’s reliability with regard to their obligations, predictability of
behavior and fairness in actions and negotiations while faced with the
possibility to behave opportunistically. Hence, trust has to do with sig-
naling that the actor will not play one-shot games and behave oppor-
tunistically (Ben-Ner and Putterman 2009; Puranem and Vanneste
2009).2
Notwithstanding this general notion of trust, numerous typolo-
gies of trust have been developed. This is a reflection of both the
2 Despite this crucial role of opportunistic behavior, it is only recently that management scholars have specifically addressed the question of how to repair trust in cases of opportunistic behavior ( see  Gillespie and Dietz 2009; Kim et al. 
2009; Tomlinson and Mayer 2009; Ren and Gray 2009). 
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richness of the concept and the lack of convergence (McKnight et al. 
1998; Rousseau et al. 1998). One of the most commonly accepted
typologies of trust is calculus-based trust, knowledge-based trust and
identification-based trust (Lewicki and Bunker 1996). Calculus-based
trust has to do with the fear for the consequences of not doing what one
promised or said they would do. Rational arguments drive the choice
for individuals to trust or not (Coleman 1990; McKnight et al. 1998). 
Knowledge-based trust is grounded in the predictability of the other’s
behavior, either experience-based or established through reputation. 
Identification-based trust is based on the perceived similarity between
partners yielding empathy and trust.3 Nooteboom (2002) distinguishes
between rational reasons and psychological causes. Reasons arise from
a rational evaluation of the trustee’s trustworthiness. This can be based
on knowledge of the trustee inferred from reputation, records, norms
and standards, or from one’s own experience. A psychological cause
is empathy. This is the ability to share another person’s feelings and
emotions as if they were one’s own, thereby understanding the motives
of the other’s actions. Empathy affects both one’s trustworthiness, in
the willingness to make sacrifices for others, and one’s trust, in the
tolerance of behavior that deviates from expectations. Since one can
identify with the other, one may sympathize with their actions, seeing
perhaps that these actions were in fact a just response to one’s own
previous actions (Nooteboom 2002: 81). 
This combination of calculative (rational) and psychological aspects
of trust may help us understand why many economists use the concept
of trust as a vehicle to discuss the role of culture. Trust as explained
above is compatible with the notion of calculativeness and rationality
as commonly applied in (micro) economic (game) theory. Using trust
as a proxy for culture therefore provides the opportunity to discuss and
theorize upon the micro-foundations of culture. But trust also contains
the notion of a shared identity that lifts the role and meaning of trust
beyond the level of the individual. It is this – in Nooteboom’s terminol-
ogy – empathic aspect that partly explains the non-calculative behav-
ior observed in games. Because – as we have described in previous
3 In addition to this classification, many more types of trust can be found in the literature, e.g. deterrence-based, knowledge-based and identification-based, fragile trust vs. resilient trust, cognition-based vs. affect-based trust, goodwill trust and competence trust (Das and Teng 2001). The adjectives used refer to the source of trust. 
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chapters – culture has often been interpreted in terms of the irra-
tional residual explanation of economic behavior, it is not surprising
to observe that trust is often presented and used to study culture (e.g. 
as used by Tabellini and Fehr in their agenda-setting presidential lec-
tures referred to in the introduction of this chapter). Hence, the very
nature of trust, and its micro-foundations, make it indeed an attractive
candidate to proxy for culture. 

7.2.2 Scope of trust: from micro to macro
As discussed in previous chapters, culture is a societal characteristic
of aggregate entities such as nation-states or regions. Trust may be
an attractive and logical proxy for culture because of the possibili-
ties it generates to develop theory that is based on micro-foundations. 
But in order to relate trust (and hence culture) to macro-economic
outcomes, inevitably one must shift the theoretical lens from the indi-
vidual micro-level to the societal macro-level.4 Because culture is a
societal or macro-phenomenon by definition, the macro-level is where
the core of the trust–culture–economic performance reasoning can be
found. Although earlier studies exist, this started off with Putnam

et al.’s (1993) study of Italian regions (Fine 2001). In his study on northern and southern Italian regions, Putnam (1993) argues that the
critical factor in explaining effectiveness of regional governments and
economic performance in Italy is to be found in regional differences in
social structure. Putnam argues that in regions where social relation-
ships are more horizontal, based on trust and shared values, social cap-
ital is higher and the regional economies are more efficient. Although
the discussion of trust in the context of regional economic performance
forms only one chapter of Putnam’s book, it triggered an impressive
number of follow-up studies trying to relate trust, and more broadly
4 This multi-level challenge also pertains to the risk of ecological fallacies, in which global phenomena or data aggregates that are actual representations of lower-level phenomena cannot be generalized to those lower levels (Robinson
1950). The ecological fallacy consists in inappropriately inferring an
individual-level behavioral relationship from an analysis of aggregate-level data: if countries with more Protestants tend to have higher suicide rates, then
Protestants must be more likely to commit suicide (Freedman 2001). In other
words, ecological correlations are unreliable indicators of individual
correlations, which makes it difficult to draw individual-level inferences from aggregate data (Hofstede 2001). 
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social capital, to regional or national economic performance (more on
that later). 
Theoretically, this step from the micro- to the macro-level is chal-
lenging. One way to deal with this micro–macro problem – though
not presented in that way – has been followed by Tabellini (2008a, 
2008b) and Karlan et al. (2009). Embedded in an impressive literature in social sciences, they distinguish between generalized and limited
group morality. This is not new (and they do not claim it to be new)
and such a distinction can, for example, already be found in Platteau’s
works (1994, 2000) on development economics. Limited group moral-
ity refers to the societal phenomenon that codes of good conduct and
proper behavior are confined to small circles of friends, family and clan
members. Outside of this small network, opportunistic behavior is the
prevalent code of conduct. A society characterized by a generalized
morality does not distinguish between insiders and outsiders. A core
element in these approaches is the concept of (generalized) reciprocity:
“a society that relies on generalized reciprocity is more efficient than
a distrustful society, for the same reason that money is more effi-
cient than barter. Honesty and trust lubricate the inevitable frictions
of social life” (Putnam 2000: 135). And “when each of us can relax
her guard a little,” transaction costs are reduced (Fukuyama 1995). 
Or as Arrow writes: “It is useful for individuals to have some trust
in each other’s word. In the absence of trust, it would become very
costly to arrange for alternative sanctions and guarantees, and many
opportunities for mutually beneficial co-operation would have to be
foregone” (Arrow 1971: 22). Both the micro-economic function of
trust as a lubricant of economic transactions and its substitution effect
for (lack of) legal norms are used as theoretical arguments (more on
that later). As Tabellini (2008b) writes while referring to Weber (1992
[1930]), it is this emancipation of the individual from feudal arrange-
ments that has typically been associated with a diffusion of generalized
morality (Banfield 1958; Putnam et al. 1993). This distinction between a limited group morality and a generalized morality is important for
our understanding of why generalized trust may have economic func-
tions that materialize at the aggregate level (Platteau 1994). It is here
where the role of an anonymous state and confidence in government
become important, as they may provide a source of trust for interaction
with anonymous parties (Zucker 1986; Greif 1994, 2006). The will-
ingness to trust strangers promotes civic engagement and community
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building and may help overcome the problems of collective action, a
phenomenon carefully described by Putnam et al. (1993) in their Italy study. As a result, societies with a generalized morality and associated
high levels of trust can be expected to be more successful in economic
terms.5 It is this reasoning that has formed the core hypothesis in many
contemporary empirical studies. The concept of generalized morality, 
and its relation with trust, are key elements in the discussion on the
role of culture in economic development (Tabellini 2007b, 2008a, 
2008b). 

7.2.3 Trust as culture
Although this is not a deliberate and conscious development, and much
more the result of an ad-hoc process of interacting scholars from dif-
ferent fields of research, a certain latent logic does exist as to why trust is often seen as a proxy for culture. The fact that the micro-foundations
of trust fit many of the commonly used frameworks in economics forms
part of the explanation. It requires no fundamental shift of paradigm
but incremental improvements of existing models to include trust in
these models. At the same time, trust as an object of study also fits
the (recent) behavioral turn in economics because trust has psycholog-
ical (behavioral) aspects (Fehr 2009). Finally, the opportunity to lift
trust from a micro-construct to a macro-phenomenon has allowed for
the development of hypotheses at the societal level. This is important
because culture is a societal phenomenon as well. The fact that these
theoretically derived hypotheses coincide with real-world observations
made by Putnam et al. (1993), Banfield (1958) and Greif (1994, 2006) 5 Using a different terminology, other scholars have used the distinction between particularized and generalized trust (Uslaner 2002; Bahry et al. 2005; Berggren and Jordahl 2006) to get to grips with the concept of macro-trust. According to Bahry et al. (2005), generalized trust entails norms of reciprocity and cooperation that underpin civic society. Particularized trust refers to deeper ties between people from a relatively closed circle, such as family members, friends and others with similar backgrounds. Uslaner (2002) interprets generalized trust as the willingness to consider strangers as part of one’s own moral community. 
Generalized trust links us to people who are different from ourselves, whereas particularized trust is based on the in-group. As Fukuyama puts it: “The ability to associate depends, in turn, on the degree to which communities share norms and values and are able to subordinate individual interests to those of larger groups. Out of such shared interests comes trust, and trust, as we will see, has a large and measurable economic value” (Fukuyama 1995: 10). 
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has further strengthened both the credibility and the importance of the
study of trust. 
Now that we analyzed why trust studies are frequently perceived
and presented as “culture” studies, it is time to discuss the antecedents
and consequences of trust in more detail. In the next section we look
at the antecedents of trust and in the subsequent section we elaborate
on the literature that has dealt with the economic effects of trust. 
Whereas economists have focussed mainly on the growth effects of
trust, sociologists have used trust as a dependent variable and try
to explain why trust levels differ between countries. It is important
to discuss trust from both angles because – as we argue in the final
section – major identification problems exist concerning the causal
linkages between trust, its sources and its effects. 
7.3 Antecedents of trust
Whereas economists show a natural tendency to perceive trust as a
factor driving economic phenomena, most sociologists tend to reverse
causality. Trust is studied as a dependent variable and a range of schol-
ars (incidentally also economists) has concentrated on the sources of
trust. Delhey and Newton (2005) describe several theories that have
been related to trust and its development over time. Their categoriza-
tion specifically includes a discussion on how institutions affect levels
of generalized trust. From this literature a picture emerges in which
(well-functioning) institutions and cultural characteristics such as reli-
gious values are argued to drive cross-country differences in general-
ized trust. In categorizing this literature, Delhey and Newton (2005)
list five different (but related) sources of trust. We discuss each of these sources. 

7.3.1 Social distance
The first factor Delhey and Newton (2005) put forward as an explana-
tory phenomenon concerns the presence of societal division and cleav-
ages. These fractionalizations can be along class, religion, language, 
income or ethnicity. The point is that social divisions are generally
associated with low levels of generalized trust. This reasoning fits the
earlier references to Platteau’s and Tabellini’s limited vs. generalized
group morality. Societal cleavages are expected to generate a high level
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of in-group trust, but low levels of generalized trust. The trust radius
is short (Fukuyama 1995). 
Empirical tests of this hypothesized negative relationship are abun-
dant. In their paper on social capital and economic growth, Knack and
Keefer (1997) estimate the effect of ethnic homogeneity on levels of
generalized trust in a sample of twenty-eight countries. They find that
with each three-point increase in the percentage belonging to the largest
ethnic group, trust rises by one point. Similar conclusions have been
obtained by Knack (2003). Zak and Knack (2001) not only explain
generalized trust from differences in ethnic homogeneity, but also look
at the effects of income and inequality. They find that trust declines
continuously as social distance increases, and find a U-shaped relation-
ship between ethnic homogeneity and trust, with trust first increasing
and then decreasing as ethnic homogeneity increases. This latter find-
ing suggests that trust is highest in societies characterized by medium
levels of homogeneity. Zerfu et al. (2009) complement this ethnicity argument by showing for a sample of eight African countries that the
interaction of ethnicity with ethnic nepotism has a self-reinforcing neg-
ative effect on generalized trust. According to Rothstein and Uslaner
(2005), (in) equality pertains not only to economic aspects but also to
equality of opportunity. They see “the distribution of resources and
opportunities in a society as the key to the other parts of [their] story –
honest government, generalized trust, and social welfare regimes.” 
With equal opportunity, Rothstein and Uslaner (2005) point to the
role of universalistic social welfare programs. 
The inequality finding has been tested and confirmed at the local
level as well. Alesina and Ferrara (2000, 2002) show that the pres-
ence of diverse local communities negatively affects the level of
generalized trust. Combining experimental-based trust measures with
survey-based trust measures, Glaeser et al. (2000) find that trustworthiness declines when partners are of different races. In a similar vein, 
Fershtman and Gneezy (2001) have tested and found that ethnic frac-
tionalizations are associated with discrimination and mistrust. Empir-
ical evidence based on multi-level techniques seems to suggest that
differences exist between the US and Europe on the negative effect
of ethnic diversity on generalized trust (Hooghe et al. 2006). Using twenty-six different indicators of ethnic diversity in a sample of European countries, including several dynamic measures, only a couple of
them show a negative significant relationship with social cohesion and
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only the influx of foreign workers was found to be negatively related
to individual scores on the generalized trust question (Hooghe et al. 
2006). 
Ethnic fractionalization has not only been shown to affect aggregate
trust scores, it has also been argued to impede the process of economic
development (Hodgson 2006). Analyzing a cross section of countries, 
Easterly and Levine (1997) find that ethnic heterogeneity promotes
corruption ( see also  Mauro 1995) and rent-seeking, and leads to a
lack of financial institutions, inefficient policies and low educational
achievement. Their estimations suggest that a one-standard-deviation
decrease in ethnic heterogeneity increases economic growth by a third
of a standard deviation. All in all, their results point to a gap of more
than 2 percent between the growth rates of the most homogeneous
and most heterogeneous countries, which leads them to conclude that
ethnic heterogeneity is the main source of economic backwardness
of African countries. Similar negative effects of ethnic fractionaliza-
tion have been found regarding the provision of collective goods such
as local public spending on education (Poterba 1997), voter turnout
(Costa and Kahn 2003) and support for redistributive welfare spend-
ing (Luttmer 2001; Goldin and Katz 1999). Polarization along racial
lines has even been put forward as an explanation of lower levels of
city growth (DiPasquale and Glaeser 1996). 
But societal division does not only take place along racial or eth-
nic lines. Economic inequality is an important aspect of social classes. 
Empirical evidence suggests that income inequality lowers civic partic-
ipation and community expenditure (La Ferrara 2002; Lindert 1996). 
Knack and Keefer (1997), Zak and Knack (2001) and Knack (2003)
find strong negative effects of income inequality on levels of trust in
samples of twenty-eight, thirty-six and thirty-nine countries. Similar
results hold for individual-level analyses in the US (Costa and Kahn
2003) and Europe (Hooghe et al. 2006). Controlling for individual
characteristics such as age, sex, race, gender, etc., Costa and Kahn
(2003) found that rising levels of income inequality in the US explain
about one-third of the decline in civic participation and trust among
people between twenty-five and fifty-four years old in the period 1972–
1998. You (2005) applies hierarchical linear models to individual-level
data and finds that income levels are unimportant, but when income
distribution is skewed, social solidarity decreases. All these results
lead Costa and Kahn (2003) to conclude that “more homogenous
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communities foster greater levels of social capital production” (Costa
and Kahn 2003: 103). More generally, this conclusion on the (nega-
tive) role of heterogeneity in the production of trust fits the remark
by Gradstein and Justman that “the absence of a common culture
inhibits the ability of economic agents to interact with each other and
undermines the efficiency of production and exchange” (Gradstein
and Justman 2002: 1192). All in all, there seems to be a general accep-
tance among social scientists of the existence of a negative relationship
between the presence of societal cleavages and low levels of generalized
trust.6

7.3.2 Modernization
The second source of generalized trust mentioned by Delhey and
Newton (2005) is related to the first and concerns economic develop-
ment and modernization. Referring to classical (European) sociologi-
cal theories, it is argued that modernization implies the development
of a rational–legal and bureaucratic society that generates alienation
(Weber 1921; Simmel 1950; T önnies 2001 [1887]). This process of
alienation and its linkages to the development of certain types of trust
has been vividly described by Zucker (1986). In her historical overview
of the development of US business at the end of the nineteenth and
the beginning of the twentieth centuries, she describes the important
role of institutions-based trust in an impersonal environment with-
out familiarity and similarity. Third-party certification (regulations, 
laws) and escrows (e.g. insurance companies) are important sources of
institutions-based trust and were required as internal migration eroded
or put severe limits on the particularized interpersonal sources of trust
(character-based or process-based). Zucker’s (1986) analysis comple-
ments Greif’s (1994, 2006) game-theoretical analysis on traders in
medieval Europe. The main point of Greif’s analysis – in a way similar
to Zucker’s (1986) argument – is that both a collectivist and an indi-
vidualist system exist to reduce uncertainty in overseas trade relations. 
But it is the individualist one that is more suitable for the process of
economic development. The collectivist system – used to describe the
6 Interestingly enough, Putnam (2000) argues that the rising inequality levels in the US are a potential explanation for the decreasing levels of social capital, yet none of his policy prescriptions refers to inequality. 
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system of the Maghribi traders – is characterized by a segregated social
structure in which kinship, family or clan relations are important and
contract enforcement is achieved through informal norms and group
pressure. Bilateral and multilateral reputation mechanisms are crucial
for the reduction of the incentive to engage in opportunistic behavior
(Platteau 1994). The individualist system – used by Greif to describe
the Genoese traders – is characterized by an integrated social structure, 
where contract enforcement is achieved through specialized courts. As
discussed before, Platteau (1994) and Tabellini (2008a) frame this
distinction in terms of limited group morality (collectivist) versus gen-
eralized morality (individualist). According to both Greif (1994) and
Platteau (1994), it is the latter system which is more suitable for the
organization of economic transactions outside the closed social circle. 
In the end, this system in which institutions of third-party enforcement
are developed is more suitable for expanding markets. And this con-
clusion is exactly in line with Zucker’s (1986) historical description. 
The Zucker–Greif–Platteau–Tabellini framework basically argues that
a successful expansion of markets and the associated process of eco-
nomic development coincide with an evolution in which the source
of interpersonal trust shifts from being character or process based to
institutions based, allowing for economic transactions with anony-
mous parties.7
A problematic aspect of the relationship between trust and modern-
ization concerns the measurement of trust. Theoretically, it is clear that
less developed economies may have relatively low levels of generalized
trust. Trust is based on a limited group morality and the associated
bilateral and multilateral reputation mechanisms. This does not imply
there is a lack of trust, however. In fact, the source of trust may differ, 
but the argument on the reduction of transaction costs in economic
interactions may still hold. Developed economies with well-functioning
institutions, allowing for transactions with anonymous parties, may
have higher levels of generalized trust. In developing countries, trust is
present, but not the generalized type associated with well-functioning
7 This role of modernization and its relationship with trust has been a key issue for sociologists. Simmel (1950), for example, also sees trust as one of the most important drivers toward the development of a modern society. T önnies (2001
[1887]), meanwhile, has argued that the modernization process from a

Gemeinschaft (cf. Platteau’s limited group morality) to a Gesellschaft  is associated with a decrease in trust. 
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institutions. The point is that in the absence of generalized trust there
are boundaries of the growth of the collectivist system, and to grow
beyond these boundaries and make the leap toward an individualist
system characterized by a generalized morality, well-functioning insti-
tutions such as a state or legal system are needed (cf. Greif 2006). 
Hence, the argument on transaction costs is incomplete for less devel-
oped countries with poor-functioning aggregate institutions. 

7.3.3 Democracy and political institutions
Third, Delhey and Newton (2005) mention democracy and what they
call “good government” as a source of trust. Their argumentation is
based on the premise that if “trust is a collective property it is likely to be influenced by social institutions and structures, particularly those
of the government and the public sector” (Delhey and Newton 2005:
313). Two (partly) conflicting theoretical traditions exist regarding the
relationship between trust and political institutions (Mishler and Rose
2001; Rainer and Siedler 2009). On the one hand, it has been argued
that generalized trust is exogenous, embedded in cultural traditions
and communicated through socialization processes, creating a civic
culture (Almond and Verba 1963; Putnam 1993; Inglehart 1997). On
the other hand, the institutional tradition stresses the endogeneity of
generalized trust. Trust emerges in a rational process in which expecta-
tions on the performance of political institutions form the basis of trust
or, in the case of untrustworthy institutions, distrust (North 1990). 
Not surprisingly, it is especially this institutional approach with which
most economists feel most comfortable. Although these two different
orientations are the two ends of the endogeneity continuum, most of
the (empirical) studies cannot be structured neatly along this line and
the majority of the studies argue that culture can have conditioning
effects, but that generalized trust is affected by perceived institutional
performance (Dixit 2009). 
This institutional argument is obviously closely related to the pre-
vious modernization argument. If the development of rational–legal
institutions and the associated development of generalized trust holds, 
then a positive relationship can be expected between the quality of
a country’s institutions and the level of generalized trust. Zak and
Knack (2001) find strong positive and significant effects of a range
of World Bank measures of the quality of institutions on trust. As
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argued before, such positive associations have been observed by oth-
ers as well (LaPorta et al. 1997; Knack 2003; Berggren and Jordahl
2006). The problem of these findings is that the nature of the rela-
tionship, particularly the direction of causality, is unknown (Knack
and Keefer 1997: 1279). It seems likely that democratic institutions
are conducive to interpersonal social trust, as well as trust being
conducive to democracy (Inglehart, see p. 5 of Rothstein 2003). 
Paxton (2002) explicitly tests the nature of the relationship between
democracy and social capital measured as generalized trust and asso-
ciational membership. She finds support for a reciprocal relationship
between trust and democracy. More associations are expected to arise
in democratic regimes. However, theory also prescribes that partici-
pation in trusting associations allows individuals to experience differ-
ences and changes in values and preferences which increases demo-
cratic participation. The “presence of associations provides further
resources to collectively mobilize and pursue specific goals in a large
society” (Paxton 2002: 259). Using data from the World Values Sur-
vey, she shows not only the existence of such a reciprocal relationship
but also that connected (trust-building) associations have a strong pos-
itive influence on democracy, while isolated types of associations have
a strong negative effect on democracy. In a quasi-experimental set-up, 
Rainer and Siedler (2009) compare trust levels between East and West
Germany and test whether levels have changed since the country’s
reunification. They distinguish between social trust (trust in other peo-
ple) and institutional trust (trust in legal and political institutions) and find that both types are lower for people who lived under communism
than for West Germans. Interestingly, they also find that reunification
has not led to higher levels of social trust, but did lead to conver-
gence of institutional trust in the post-reunification period. Rainer and
Siedler (2009) show that the persistent low level of social trust can be
explained by the economic and social problems that persisted in East
Germany after reunification. 
According to Rothstein, it is not only the quality of the government
institutions but also the type of government institutions, especially
the structure of the welfare state, which is important for understand-
ing the different levels of social capital found in developed countries. 
Rothstein explicitly links the special position of Scandinavian coun-
tries – traditionally characterized by the highest trust scores – with the
design of the welfare state in these countries (Rothstein 2003; Kumlin
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and Rothstein 2005; Rothstein and Uslaner 2005). Using Swedish and
US data, he tests the hypothesis that universal welfare state institu-
tions tend to increase social trust, while experiences with needs-testing
programs undermine it. The latter refers to public service that is pro-
vided only after an individual’s needs test. Individual citizens must
meet certain conditions to qualify for a benefit or service. These needs
testing-based programs leave a greater scope for bureaucratic discre-
tion and hence may give rise to suspicions concerning poor procedural
justice and arbitrary treatment. The alternative, being universal wel-
fare programs, may be associated with a sense of equal treatment and
principles of fairness. “When people do not see themselves as part of
the same moral community with a shared fate, they will not have the
solidarity that is essential for building up social trust” (Rothstein and
Uslaner 2005: 61). According to Rothstein, the universal nature of the
Scandinavian welfare state may at least partly explain the high levels of
generalized trust in these countries. Needs testing stigmatizes the poor, 
in his view. His argument is based on the concept of procedural justice. 
The legitimacy of the institutional/political system depends (partly) on
the system’s ability to create procedural justice in concrete encounters
between citizens and public institutions. The causal link Rothstein puts
forward runs from trust in the impartiality of government institutions
responsible for the implementation of public policies to trust in “most
people.” In his words: “It makes no sense to trust ‘most people’ if
they are generally known to bribe, threaten or in other ways corrupt
the impartiality of government institutions in order to extract special
favors. One reason ‘most other people’ may be trusted is that they are
generally known to refrain from such forms of behavior” (Rothstein
2003: 18). Empirical tests of this argument strongly support his thesis
(Kumlin and Rothstein 2005; Rothstein and Uslaner 2005). In a simi-
lar vein, but based on a sample of post-communist countries, Mishler
and Rose (2001) find that aggregate corruption erodes trust in political
institutions, but only to the extent that individuals perceive corruption, 
a conclusion that fits the procedural justice argumentation. 

7.3.4 Associational activity
Fourth, Delhey and Newton (2005) list the presence of voluntary orga-
nizations and civil society as a frequently cited source of generalized
trust. Although the interest of economists in group membership is
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only recent (Hargreaves Heap and Zizzo 2009), theoretical arguments
have a long history dating back to political philosophers Tocqueville
and Mill. Referring to the work of Alexis de Tocqueville, Putnam
(2000; Putnam et al. 1993) maintains that these civil associations contribute to the effectiveness and stability of a democratic government
because of their “internal” effects on individual members and their
“external” effects on the wider polity. According to Putnam, “associ-
ations instill in their members a habit of cooperation, solidarity and
public-spiritedness. [ . . . ] Participation in civic organizations incul-
cates skills of cooperation as well as a sense of shared responsibil-
ity for collective endeavors. Moreover, when individuals belong to
‘cross-cutting’ groups with diverse goals and members, their attitudes
will tend to moderate as a result of groups interaction and cross-
pressures” (Putnam 1993: 89–90). Externally, a dense network of
associations may enhance “interest articulation” and “interest aggre-
gation,” thereby contributing to effective social collaboration and trust
building. 
Empirical evidence points to a two-way relationship. Brehm and
Rahn (1997) use data from the US General Social Survey and show
that membership in groups and generalized trust are strongly related, 
with causation running both ways. Although Stolle and Rochon (1998)
do not test for reverse causality, they find that membership is positively
related to trust in a sample of the US, Swedish and German citizens. 
A number of country-level studies exist as well. Using data from the
WVS survey 1990 and 1995, LaPorta et al. (1997) and Knack (2003)
find a strong positive relationship between group membership in vol-
untary organizations and generalized trust. Knack (2003) differenti-
ates between types of associations. He distinguishes so-called Putnam
and Olson groups. As already discussed, Putnam (1993) argued that
the economic success of northern Italian regions can be attributed to
richer associational life because associations “instill in their members
habits of cooperation, solidarity, and public-spiritedness” (1993: 89). 
Olson (1982), meanwhile, observes that associational activity may
hurt growth because of rent-seeking activities. According to Olson, 
many of these associations may act as special interest groups lobbying
for preferential policies that impose disproportionate costs on society
( see also  Knack and Keefer 1997 and Knack 2003). Moreover, strong
feelings of group membership are associated with negative discrimi-
nation against outsiders reducing generalized trust (Hargreaves Heap
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and Zizzo 2009). In sum, whereas Putnam groups may be evoking
positive effects, these may be reduced by harmful effects of the Olson
groups. In operationalizing these two types, Knack (2003: 345) defines
Putnam groups as membership of associations related to education, 
arts, music and cultural activities, youth work, local community action
and sports or recreations. Olson groups are defined as membership of
professional associations, trade unions and political parties or groups. 
Knack (2003) finds a positive and significant correlation between
Putnam groups and generalized trust, while the estimated coeffi-
cients for the Olson groups are insignificant. Interestingly, Knack and
Keefer (1997) report the opposite result: Olson groups being positively
related to trust levels and Putnam groups having no statistical relation
with trust. Other studies at the country level report mixed results
on the membership–trust relationship as well (Delhey and Newton
2005). 
One reason for these mixed findings may be related to the internal
validity of these associational activity measures. Finding associations
that proxy the supposed theoretical links may differ between countries
and regions, because of their context specificity (cf. Yoo and Lee 2009). 
For example, from a practical point of view, it may make no sense to
look at membership of unions in the United Arab Emirates, where
they are forbidden, as well as in Denmark, where membership is oblig-
atory for some professions. The role of hunting associations may be
relevant in Finland, but not in central Amsterdam. Moreover, what is
social capital in one context may be unsocial capital in another. In this
context, Krishna and Schrader (1999: 5 in Casey 2004: 104) write:
“The Church that supports brotherhood and peace in one context
may become a forum for armed militancy in another. Unions that may
promote coordination and cooperation with the state in a corporatist
context can wage bitter confrontation in another context.” In other
words, the internal validity of the measures used may be relatively low, 
or are at minimum sample or context specific. 
Another reason for the mixed findings between associational activ-
ity and trust may be the presence of omitted background variables at
the individual level. Participating in all kinds of associations may have
many effects, but it does not appear to increase trust in other people
(Rothstein 2003). Individual-level analyses seem to indicate that “the
correlation between participation and social trust is created in a self-
selection process where people who are already high social trusters
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are more likely to join and become active in organizations/networks. 
However, the actual participation itself does not seem to increase
people’s tendency to trust others” (Kumlin and Rothstein 2005: 11). 
Finally, “particularized trusters may be as involved in civic life as gen-
eralized trusters, but they will restrict their activities and good deeds to their own kind” (Rothstein and Uslaner 2005: 45). Again, the problem
arises that these social capital measures suffer from a lack of internal
validity. All the above factors complicate the theoretical and empir-
ical relationship between generalized macro-trust and associational
activity. 
Because of these measurement problems, Owen and Videras (2009)
apply a latent class analysis on social capital. Starting from the idea
that social capital is an unobservable, multidimensional construct, their
latent class approach allows them to classify individuals into distinct

types  of social capital using both memberships and trust indicators. 
Instead of the number of voluntary organization memberships, they
focus on network type and show how different socio-economic deter-
minants sort individuals into different types of social capital classes
(e.g. high trust, low membership; low trust, low membership, etc.). 
Such a latent-class approach is interesting because it opens the com-
plex web of linkages between (types of) associational activity and
trust. 

7.3.5 Religion and religious culture
Finally, Delhey and Newton (2003) describe the role of religious cul-
tural traditions as a source of trust. According to Fukuyama (1995), 
traditional religions constitute the major institutionalized sources of
culturally determined behavior. The argument as to why religious
traditions may affect trust basically relates back to Weber and his
Protestant Ethic (Weber 1992 [1930]). Next to the Protestant heritage, 
scholars have pointed out that the Confucian tradition may fulfill sim-
ilar functions and can be associated with higher levels of generalized
trust (Delhey and Newton 2003). Although there is no single uniform
Protestant tradition and more types of Confucianism exist8 (for exam-
ple, Chinese and Japanese, see  Fukuyama 1995: 343–347), religion
8 Confucianism is not an exclusive category, i.e. people are both Confucian and Buddhist or Taoist. 
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and religious traditions are often operationalized in terms of dummies
in cross-country regressions. 
Putnam et al. (1993) argue extensively that the Catholic Church, 
through its hierarchical structure and the permanent imprint this made
on society, has discouraged the formation of trust, for which horizon-
tal networks are more important. “Despite the reforms of the Second
Vatican Council and the flowering of many divergent ideological ten-
dencies among the faithful, the Italian Church retains much of the
heritage of the Counter-Reformation, including an emphasis on the
ecclesiastical hierarchy and the traditional virtues of obedience and
acceptance of one’s station in life. Vertical bonds of authority are
more characteristic of the Italian Church than horizontal bonds of
fellowship” (Putnam et al. 1993: 107). Putnam is not unique in this
reasoning; Seligman has also made the argument that trust cannot take
root in hierarchical cultures (Seligman 1997: 36–37). In fact, Guiso

et al. (2003) claim to have shown that the more liberal doctrine after the Second Vatican Council in 1962 has positively affected the trust
levels of later generations raised under this new doctrine. 
LaPorta et al. (1997) have applied this conceptual idea to all reli-
gions and distinguish between hierarchical religions (being Catholi-
cism, Eastern orthodox and Islam) and non-hierarchical religions. They
find a strong negative correlation of the former with trust (–.61), con-
firming the idea that hierarchical religions are associated with lower
levels of generalized trust. They also note that this negative correlation
is mostly driven by Catholicism and trust, a result obtained by Zerfu

et al. (2009) as well. Following LaPorta et al. (1997), Berggren and Jordahl (2006) regress religious denomination on trust levels. They
find a strong negative effect of Catholics, Muslims and followers of
the Orthodox Church as compared with Protestant countries. Accord-
ing to Guiso et al. (2003), religious affiliation may increase general trust levels. 
In this context it is not surprising that the Scandinavian countries
with a clear Protestant heritage obtain the highest score on gener-
alized trust in all the different waves of the World and European
Values Survey. This Nordic effect (Delhey and Newton 2005) has led
Van Oorschot et al. (2006: 161) to write that “Scandinavians seem
to be the social capital champions of Europe.” Moreover, they find
that any country with a Protestant tradition – even controlling for
Scandinavia-specific effects – has significantly higher generalized trust
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scores. Similarly, Rothstein and Uslaner (2005) explain the (country)
level of trust by the share of the Protestant population and find a
positive and significant effect. 
Explaining government performance in fifty US states by levels of
social capital (a composite index of generalized trust, associational
activity and census response rates), Knack (2000) applies an instru-
mental variable approach. In his first-stage regression, social capital
is instrumented by various religious denominations. He includes the
fraction of mainline Protestants, evangelical/fundamentalist Protes-
tant, African American Protestant, Catholicism, Eastern orthodox, 
Mormon Churches and Jewish Americans. First, he finds that religious
composition of US states explains most of the cross-state variation of
the social capital index. He also finds that mainline Protestants are
strongly associated with higher levels of social capital. Interestingly, 
the percentage of the state population with Scandinavian ancestry is
positively and significantly related to the level of social capital. In line with the earlier discussion on inequality, a significantly negative effect
is found for GINI income inequality and US state level of social capital. 
Despite these clear country-level findings on the positive and significant
effect of Protestant tradition, this effect disappears in individual-level
analysis once controlling for country-specific effects (Rothstein and
Uslaner 2005). 
Finally, Delhey and Newton (2005) not only list these five theories
on the potential sources of trust,9 they also test their ideas empiri-
cally. Regressing degree of ethnic fractionalization and GINI income
inequality (I), composite indicators of modernization (II) and good
government (III), associational activity (IV) and dummies for (Protes-
tant) religious tradition (V) on generalized trust in a sample of sixty
countries, they find confirmation for the negative role of (I) and the
positive role of (III) and (V). Their test on the origins of generalized
9 In addition to these five potential sources of trust, Delhey and Newton (2003) mention the disruptive role of conflicts such as civil wars. Rapid social change, persistent social strain and disruption are expected to produce an increase in distrust. This is empirically confirmed by Rothstein and Uslaner (2005) and
Guiso et al. (2009). However, opposition to an external enemy may also draw society together and increase trust (cf. Greif 2006). Although we do not think this sixth factor is irrelevant, we feel the five phenomena listed above are more structural. In a way, social disruption has similar theoretical effects to the earlier mentioned effects of high social distance. 
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trust fits the findings of Knack and Keefer (1997) and Berggren and
Jordahl (2006). An overview of a large number of empirical studies
attempting to explain generalized trust (operationalized as the “gener-
ally speaking” question discussed before) can be found in Table 7.1. 
7.4 Trust–growth studies
Having discussed the background against which the scholarly interest
in trust has developed and the different sources of trust, we now turn to
the literature that studies the effects of trust. Specifically, we discuss the literature that addresses the link between trust and economic growth. 
We first elaborate on the theoretical arguments typically found in these
studies, then turn to the empirical and methodological part of these
trust–growth studies. 

7.4.1 Arguments
The argumentation as to why generalized trust may yield macro-
economic benefits builds on direct and indirect linkages. The direct
effect of high levels of trust concerns the reduction of transaction costs
(Gulati 1995, 1998; Roth 2009). The trust literature (especially in
management and strategy) has provided a number of arguments as to
why trust reduces transaction costs (Barney and Hansen 1995; Lane
and Bachmann 1998; Mayer et al. 1995; McAllister 1995; Nooteboom
2002). We mention the most important ones. First, through third par-
ties, trust provides options for control in social networks. Second, 
trust is linked with the facilitation of highly uncertain transactions. It
reduces the uncertainty of these kinds of transactions, especially the
relational risk involved. Uzzi shows that “trust facilitates the exchange
of resources and information that are crucial for high performance but
are difficult to value and transfer via market ties” (1996: 678). The
third function of trust is related to its information function (Karlan

et al. 2009; Gulati 1998; Sako 1992). Another benefit of trust as a vehicle in forming alliances is the reduction of search costs for alliance part-
ners. Firms in social networks of trusting relationships can ally with
someone they already know (Gulati 1995: 107). Ring and Van de Ven
(1992) have shown that informal, personal connections between and
across organizations play an important role in determining the gover-
nance structures used to organize transactions. Repeated ties between
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Table 7.1. Determinants of generalized trust – overview of empirical studies
Study
Sample
Significant negative
Significant positive
Remarks
1
Knack and Keefer 28 countries, 
GINI income inequality
Associational activity: Olson
(1997)
cross-country
Ethnic heterogeneity
groups
regression
Protestantism
Institutional quality:
independence of courts
GDP per capita
2
LaPorta et al. 
40 countries, 
Inflation
Institutional quality:
(1997)
cross-country
∗ efficiency of judiciary
regression
∗ lack of corruption
∗ bureaucratic quality
∗ tax compliance
Associational activity:
∗ civic participation
∗ participation in professional
organizations
3
Knack (2000)
50 US states, 
GINI income inequality
Protestantism
The dependent variable is a
cross-state regressions
Scandinavian ancestry
composite measure
Home ownership
including generalized trust
4
Mishler and Rose Individuals
∗ Education level
∗ Age
Trust is measured in
(2001)
( N=9,976), 
∗ Perceived corruption
∗ Gender (female)
“people who you meet” on
cross-section
∗ Aggregate corruption
∗ Household income
a 7-point scale
regression
∗ Economic prospects
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5
Zak and Knack
36/41 countries, 
GINI income inequality
Institutional quality:
(2001)
cross-country
GINI land inequality
∗ economic discrimination
regression
Ethnic heterogeneity
∗ lack of corruption
∗ contract enforceability
∗ investor rights
6
Alesina and La
Individual panel
Individual level:
Individual level:
Ferrara (2002)
analysis, sample of
∗ female
∗ education level (for age >  16)

>  7000 US citizens
∗ divorced
∗ income
∗ unemployed
∗ age (U-shaped)
∗ black minority member
State level:
∗ racial fragmentation
∗ GINI income inequality
(but racial heterogeneity
stronger effect)
7
Delhey and
60 countries, 
Ethnic heterogeneity
Quality of government
Newton (2005)
cross-country
GINI income inequality
(composite indicator of
regression
various aspects of
government quality)
Protestantism
Nordic/Scandinavian effect
8
Knack (2003)
39 countries, 
GINI income inequality
Associational activity, 
cross-country
especially Putnam groups
regression
( cont. )
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Table 7.1. (cont.)
Study
Sample
Significant negative
Significant positive
Remarks
9
Rothstein (2003) Individual analysis, 
∗ Education level
Swedish sample of N
∗ Income level
between 1707 and
∗ Expressed interest in politics
2586
∗ Trust in police
∗ Trust in courts
∗ Associational activity
10 Berggren and
51 countries, 
Ethnic fractionalization
Economic Freedom index, 
Jordahl (2006)
cross-country
GINI income inequality
especially the sub-indices:
regression
Non-Protestant religions
(a) Legal structure and security
(esp. Catholicism, 
of property rights
Muslims and Orthodox
(b) Access to sound money
Church)
11 Hooghe et al. 
Multi-level analysis, 
Country level:
Country level:
(2006)
36,617 individuals and ∗ influx of foreign workers
∗ GDP per capita
20 European countries ∗ GINI coefficient
Individual level:
Individual level:
∗ age
∗ unemployed
∗ female
∗ born abroad
∗ education level
∗ religious involvement
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12 Kumlin and
Individual-level
∗ Needs-tested welfare
∗ Universal welfare program
Trust is not measured by
Rothstein (2005) analysis, cross-section
program contacts
contacts
the binomial question, but
regression, Swedish
∗ Unemployed
∗ Age
on a scale of 0–10
sample of 2543
∗ Right-wing ideology
∗ Education level
persons
∗ Involvement in civic
associations
∗ Family income
13 Rothstein and
63 countries, 
∗ GINI income inequality
∗ Protestant share of
Uslaner (2005)
cross-country
∗ Civil war
population
regression
∗ Former communist nation
14 Rothstein and
Individual-level, US
∗ Receipt of needs-tested
∗ Talk to neighbors
Uslaner (2005)
national election study
welfare benefits
∗ Income
1992 ( N=1753)
∗ In-group trust
∗ Education level
∗ Have no say in politics
∗ Age
15 Van Oorschot
Individual-level
∗ Unemployed
∗ Education level

et al. (2006)
analysis, N=28,894
∗ Gender: female
∗ Household income
from 24 countries
∗ Catholic
∗ Scandinavia/Nordic effect
∗ Church attendance
16 Bj ´ørnskov (2007) 73–76 countries, 
∗ GINI income inequality
∗ Monarchy
cross-country analysis
∗ Former communist nation
∗ Catholicism and Islam
( cont. )
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Table 7.1. (cont.)
Study
Sample
Significant negative
Significant positive
Remarks
17 Algan and Cahuc Individual-level
∗ Female
∗ Age
(2010)
analysis of
∗ Education level
second-generation US
∗ Scandinavian ancestry
citizens 1977–2002
∗ Trust level of migrant’s home
( N=1808)
country
18 Rainer and
Individual-level
∗ Gender: female
∗ Education level
Siedler (2009)
analysis; East and
∗ GINI income inequality
∗ University degree
West Germany
∗ East German
∗ Household income
( N=4582)
19 Zerfu et al. 
Individual level in
Individual level:
∗ Age
(2009)
sample of 8 African
∗ ethnicity
∗ Islamic
countries ( N=7787)
∗ size of town
∗ Education (U-shaped)
∗ orthodox religion
∗ Catholic
∗ ethnic nepotism
Country level:
∗ ethno-linguistic
fractionalization
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firms yield trust that is manifested in the form of the less specified
contracts used to organize subsequent alliances (Gulati 1995). In this
case, trust serves as a substitute for contractual safeguards and reduces
transaction costs.10
The indirect effect relates to the improved government perfor-
mance which subsequently affects economic growth. This latter argu-
ment is the core of Boix and Posner’s (1998) reasoning why social
capital may generate macro-level benefits. Social capital contributes
to effective governance by facilitating the articulation of citizens’
demands: “sophisticated voters make the elected more representa-
tive and accountable” (Fine 2001: 113). Social capital reduces the
need to secure compliance by creating complex and costly mecha-
nisms of enforcement. It reduces transaction costs in the arena of
citizen–government relations because social capital shapes the expecta-
tions citizens have about the behavior of others. Finally, social capital
encourages the articulation of collective demands that are to everyone’s
benefit. According to Boix and Posner, this all leads to the conclu-
sion that social capital reduces the probability of individuals engaging
in opportunistic behavior and the resources devoted to monitoring
agents’ performance can be invested in more productive ways. 
This improved government-based performance argument closely
relates to Putnam et al.’s (1993) original thesis and also dates back to Almond and Verba’s (1963) argumentation relating civic virtues to
government performance. A similar reasoning can be found in Knack
(2000). In his view, social capital affects government performance in
three ways. First, it can broaden government accountability. Greater
trust and more civic-minded attitudes can improve governmental per-
formance by affecting the level and character of political participation, 
reducing rent seeking and enhancing public-interested behavior (Knack
2000: 3). Second, it may facilitate agreement where political prefer-
ences are polarized. In the case of high trust, the public spiritedness
may serve as a type of glue in case of conflicts. The willingness to
compromise is greater when there is a shared interest in the public
domain (Putnam 2000). Third, Knack argues that social capital may
10 Many of these studies can be seen as a critique or extension of Williamson’s (1975, 1985, 1998) transaction cost theory. Puranem and Vanneste (2009)
and Carlin et al. (2009) discuss the conditions under which trust serves as a substitute for formal governance mechanisms. 
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improve innovation in policy making in the face of new challenges. 
This argument is based not so much on theory but on Putnam et al.’s
(1993) observation that the more civic regions in Italy were more suc-
cessful in responding to newly identified problems such as day-care
programs, family clinics, etc. Theoretically, this may be related to the
resistance to policy changes in areas with low levels of social capital, 
low trust, a lack of public spiritedness and clientilism. Knack (2000)
finds that social capital, measured as an index of trust, associational
activity and census response rates, is positively and significantly related
to governmental performance in US states. (Performance is measured
by surveys and interviews of budget officers, public managers and audi-
tors and included thirty-five criteria. These criteria concerned topics
such as financial management, accountability, strategic planning and
communication.)
The indirect trust–government–growth route is most often taken
by political scientists and sociologists. Economists generally feel more
comfortable with a more direct approach relating trust to growth by
building on the concept of (generalized) morality (Tabellini 2008a, 
2008b). The underlying argument on why  societies characterized by
trust are economically more successful is mostly based on micro-level
arguments deduced from either transaction costs theory or game the-
ory (Axelrod 1984; Gambetta 1988; Glaeser et al. 2000; Ostrom and
Walker 2003; B üchner et al. 2004; Bj ´ørnskov 2009). We list the arguments frequently found in studies directly linking trust to economic
growth in Table 7.2. In general, trust is argued to reduce transaction
costs and principal–agent problems, increase (the efficiency of) invest-
ments in physical and human capital, and promote innovation. 
The basic theoretical logic in most of the empirical studies on trust
and growth contains a mix of the direct and indirect arguments. And
most of the theoretical arguments found in studies by economists are
derived from micro-level theories. Efficiencies of trust at the micro-
level are aggregated. In a cross section it is therefore expected that
countries having a “culture” characterized by high levels of trust grow
faster. However, the leap from micro- to macro-functioning is not easy
and may even be illegitimate, because what may be true for individuals
may not be true for the society as a whole (Fine 2001). Measures of
an individual-level construct cannot always simply be aggregated and
assumed to be a veridical representation of its counterpart (Morgeson
and Hofmann 1999: 260). We return to this multi-level issue in
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Table 7.2. Theoretical arguments linking trust to economic growth
1. High levels of trust reduce transaction costs, especially the contract and control costs associated with economic transactions. 
2. High levels of trust make a society less dependent on formal institutions, as trust is an (imperfect) substitute for a legal system. Trust allows for
low-cost enforcement of contracts. This is especially the case in
principal–agent settings when a principal has to trust the agent to deliver
goods or services, but cannot supervise the quality or effectiveness of
their work (without incurring high costs). Trust is an efficient
enforcement mechanism. At the aggregate level, trust is argued to reduce
the levels of fraud and crime in a society. 
3. High levels of trust reduce the costs of defecting in prisoner dilemma
situations. Bilateral and multilateral reputation mechanisms lead to
potential punishment, such as loss of reputation and ostracism. 
4. High levels of trust and social capital enable actors to solve
collective-action problems in an efficient way. Related to the transaction
costs argument, the Coase theorem is put forward as part of the
explanation. The Coase theorem holds that when transaction costs are
low, actors will be able to negotiate solutions to collective-action
problems more efficiently than could be achieved by outside regulation
(Whiteley 2000; Coase 1990). 
5. High levels of trust trigger investment because trust is associated with
long-time horizons beneficial for risky investments. According to some
authors (e.g. Whiteley 2000), high levels of trust are associated with low
levels of risk averseness, which will be beneficial for innovative
investments. Empirical evidence for this argument is lacking, however. 
6. High levels of trust make investments in education more efficient because the returns on the accumulation of human capital are assumed to be
higher (cf. Bj ´ørnskov 2009). According to Whiteley (2000: 451), 
“educational investment may not work effectively in a low trust society if
employment practices are strongly influenced by ascriptive criteria such
as kinship and ethnicity.” 
Section 7.5.3 and in the concluding section. First we discuss the results
obtained in these trust–growth studies. 

7.4.2 Results
Empirically, the majority of the contributions assess international dif-
ferences in trust by means of the WVS question “generally speaking, 
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do you think that people can be trusted?” (Inglehart 1997; Knack and
Keefer 1997; Whiteley 2000; Zak and Knack 2001; Uslaner 2002), 
to which the answer is a binomial choice between “most people can
be trusted” and “can’t be too careful.” Trust is measured as the per-
centage of respondents in each country that replied “most people can
be trusted.” Of these macro-studies, Knack and Keefer’s 1997 contri-
bution has been the most influential.11 In this paper, they investigate
whether social capital has an economic payoff by studying a cross sec-
tion of twenty-nine market economies. In their empirical analysis, they
focus primarily on the role of trust as they feel it is the most important
indicator of social capital. Their results point to a statistically signif-
icant effect of trust on growth. They state that “the coefficient for
trust ( . . . ) indicates that a ten percentage point rise in that variable
is associated with an increase in growth of four-fifths of a percent-
age point” (Knack and Keefer 1997: 1260). In a follow-up analysis, 
Zak and Knack (2001) extend the analysis by adding twelve countries
to the Knack and Keefer sample. On the basis of their analysis for
forty-one countries, Zak and Knack also conclude that trust – again
measured by the “generally speaking” question – has a positive and
significant impact on economic growth. With the exception of Roth
(2009), who established a curvilinear relationship between trust and
economic growth, all other studies we are aware of report a non-
negative effect of trust ( see  Berggren and Jordahl 2006 and Durlauf and Fafchamps 2004 for overviews). 
Analyzing regional growth differentials in Italian regions, Helliwell
and Putnam (1995) found that levels of social capital are positively
related to growth. However, they do not include generalized trust in
their composite measure of social capital. A European analysis of trust
and economic growth between 1980 and 1996 in fifty-eight regions
suggests trust (based on the Eurobarometer, not the WVS) is nega-
tively and significantly related to growth (Schneider et al. 2000). Casey (2004) ranks the scores of eleven British regions on the generalized
trust question and argues that this ranking coincides with the ranking
of level of regional economic development (Casey reports a correla-
tion of .47). In a sample of fifty-four European regions, Beugelsdijk
11 Because of our interest in culture, we focus only on macro-studies. It is beyond the scope of this book to discuss studies addressing the effect of trust on
individual economic performance. For a recent individual-level analysis of the effect of trust, we refer readers to Butler et al. (2009). 
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and Van Schaik (2005a) regress social capital, of which generalized
trust forms an important component, on economic growth in these
regions controlling for initial level of welfare. They find a positive and
significant effect. However, using a more elaborate empirical growth
model, controlling for country-specific effects and applying extensive
robustness analysis, Beugelsdijk and Van Schaik (2005b) find no signif-
icant effect of trust in the same sample of fifty-four regions. Analyzing
102 European regions, Akc¸omak and Ter Weel (2009) show that trust
has no direct effect on regional growth but does affect growth indi-

rectly  by affecting regional innovativeness (cf. Beugelsdijk 2007). In sum, the few regional-level studies there are do not show unambiguous positive and significant effects of trust on economic growth. The
only exception is Tabellini (2008b). However, he does not specifically
study generalized trust, but considers it as an element of a broader
concept of culture. In his paper dealing specifically with European
regions, Tabellini (2007b) uses within-country variation to explore
the link between historical institutions, culture (proxied by trust) and
economic development. In a sample of sixty-nine regions from eight
countries, Tabellini’s main contribution is perhaps not the use of trust
at the regional level but the idea to perform an instrumental variable
technique (two-stage-least-squares) in which level of economic devel-
opment in 2000 is explained by culture in 1995–1997 (proxied by trust
amongst others), which is subsequently explained by historical institu-
tions proxied by literacy rates around 1880 and political institutions
(constraints on the executive power) in 1600, 1700, 1750, 1800 and
1850. Although his paper contains several rich details, the main find-
ing is that early political institutions shape current cultural traits that
subsequently explain a large part of the differences in current levels
of regional economic development. In his follow-up paper, Tabellini
(2008b) uses similar proxies for culture (including trust)12 and an even
more inventive instrument for culture, which is the structure of a coun-
try’s language (the use of pronouns or not and the type of pronouns, 
12 To be precise, Tabellini (2007b) uses the generalized trust question as a component of a four-item culture measure also including data from the
World/European Values Survey regarding the extent to which people feel
they control their lives, and two items that respondents can choose when
confronted with a list of qualities that children can be encouraged to learn at home, being respect for others and obedience. Tabellini (2008b) uses trust and respect and drops the other two items. 
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such as tu  and vous  in French).13 He finds strong support for these instruments and the two-stage procedure explaining current levels of
economic development. In the regional analysis, Tabellini cannot use
language as an instrument because of data unavailability, but again
builds on past political institutions as an instrument. Although minor
differences in control variables exist, Tabellini basically reconfirms his
earlier (2007b) results. 
Because of the mixed findings obtained in studies on the growth
effects of trust, Beugelsdijk et al. (2004) have performed an econometric robustness analysis. Building on the datasets as used in the seminal
contribution by Knack and Keefer (1997) and the follow-up article by
Zak and Knack (2001), these authors assess the robustness of the rela-
tionship between growth and trust along several dimensions. Starting
with the sample of twenty-nine countries in Knack and Keefer (1997), 
they investigate the effect of the twelve countries added in Zak and
Knack (2001) on the robustness of trust in terms of significance and
effect size. Their robustness analysis of the Knack and Keefer sam-
ple of twenty-nine countries indicates that trust is significant in only
4.5 percent of all relevant regression models, a result that cannot be
considered to be robust. The most interesting conclusion, however, 
is the fact that by adding the twelve mostly less developed coun-
tries (LDCs), as Zak and Knack (2001) did, the estimated coefficient
increases (in fact the effect size doubles) and the robustness in terms
of fraction of significant results increases. They find that adding low-
trust countries – mainly LDCs – seems to be crucial for obtaining
a robust result on trust. Moreover, the estimated effect of trust is
larger in samples containing a substantial number of LDCs. Results
of this robustness test indicate the importance of the sample structure
for obtaining significant effects. Using a different method, Beugelsdijk
(2006) finds additional support for the hypothesis that the inclusion of
less developed – low-trust – countries is crucial for a significant effect
of the trust variable on economic growth. An explicit attempt to take
into account the endogeneity of trust and institutions displays a similar
pattern. Ahlerup et al. (2009) show that the marginal effect of trust on economic growth decreases with institutional strength, a finding they
13 The use of language as an instrument for culture is based on the fundamental relation between the structure of society’s language and a society’s value
system and is also referred to as the Sapir–Whorf hypothesis (Licht et al. 2007). 
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interpret as evidence of the non-linearity of trust. Trust serves as a
substitute for formal institutions in developing countries and “almost
ceases to matter when institutions are strong” (Ahlerup et al. 2009: 13). One problematic aspect of such reasoning is the assumption that
trust scores as measured by the “generally speaking” question can be
meaningfully compared between developed and developing countries. 
Recent critique has focussed on the validity and methodology of the
trust question used in many of these empirical studies. 
7.5 Methodology of the generalized trust question
Given the increased interest in social capital and trust, it is not surpris-
ing that the number of critical papers has been rising in the slipstream
of the introduction of the concept. The critique is extensive and has
started with a critique on Putnam’s 1993 and 2000 books. Critics
have not only pointed to the neglect of negative effects of social cap-
ital, the lack of a theoretical mechanism between social capital and
economic growth, but also criticized the research method that Putnam
has used (Jackman and Miller 1996; Tarrow 1996; Dekker et al. 1997; 
Harris and DeRenzio 1997; Paxton 1999; Torsvik 2000; Boggs 2001; 
Fine 2001; Sobel 2002). In contrast with Putnam, Jackman and Miller
(1996) find little empirical proof that indicates a systematic relation-
ship between culture and political and economic performance. They
show that the strong correlation between the overall measure of cul-
ture and the institutional performance of Italian regions is an artifact
of Putnam’s application of the principal components analysis. Accord-
ing to Boggs (2001: 290), Putnam’s explanatory framework rests upon
a foundation of pseudo empiricism, with all the assembled data, charts
and graphs telling us little about the conditions underlying historical
change. The critique is broader than just responses to Putnam’s work
(Durlauf 2002a, 2002b), but here we focus on trust. We concentrate
on three key issues. First, trust is related to institutions and this yields an identification problem. Second, some have argued that the generalized trust question used to operationalize trust lacks internal validity. 
Finally, it has been argued that the micro-level arguments on a reduc-
tion of transaction costs cannot be aggregated to the macro-level by
simply arguing that high macro-trust increases economic growth, espe-
cially because of the earlier mentioned identification problem regarding
the role of institutions. 
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7.5.1 Identification problems
As argued in the previous section, some trust scholars have claimed that
the structure of the sample determines the statistical robustness of the
trust–growth relationship. They argue that the inclusion of less devel-
oped countries is crucial for the statistical finding that trust is signifi-
cantly and positively related to economic growth. Trust becomes sig-
nificant in these country-level studies only once countries are included
in the sample that score low on institutional quality. Though circum-
stantial evidence, this does suggest a fundamental relationship exists
between the trust measure and the institutional quality of the coun-
tries included in the test. More direct evidence for such a hypothesis
exists as well. Van Oorschot et al. (2006) report a positive and significant correlation of .627 between trust in institutions and gener-
alized trust. Berggren and Jordahl (2006) report a correlation of .58
between aggregate trust and the Economic Freedom Index. Moreover, 
as summarized before, a number of scholars perceive well-functioning
institutions to be a source of trust. Finally, Beugelsdijk (2006) per-
forms a factor analysis on the generalized trust measure and a range of
variables all measuring institutional quality. He finds that trust clus-
ters together with several measures of institutional well-functioning, 
i.e. “contract enforceability,” the “Transparency International cor-
ruption index,” the “black market premium,” “revolutionary coups,” 
“rule of law,” “capitalism” and “social infrastructure.” All these vari-
ables measure aspects of institutional strength. This factor analysis
suggests that generalized trust is closely related to institutional well-
functioning. 
One strategy typically followed by economists in case of endoge-
nous variables is to apply instrumental variable approaches and use
exogenous instruments in a two-stage procedure. Typical exogenous
variables that have been used are, for example, literacy rates and histor-
ical political institutions (e.g. Tabellini 2007b, 2008b; Akc¸omak and
Ter Weel 2009), ethnic/linguistic homogeneity (e.g. Knack and Keefer
1997), trust in migrants’ home countries (Algan and Cahuc 2010) or
common religion (e.g. Guiso et al. 2009). However, the problem with
all these supposedly exogenous variables as instruments for trust is
that there are also plausible arguments supporting a direct impact on
the economic outcome of interest, or in other words, “they are not
exogenous to the error term beyond doubt” (Fehr 2009: 258). 
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Given the problems of finding true exogenous variables, it is inter-
esting to look at studies that have taken a sub-national perspective, 
because if generalized trust is indeed related to institutions, it is better to control for country-specific institutions by studying sub-national
entities. Given that institutions like a legal system are often country-
specific, regional trust studies are interesting because country-specific
institutions are controlled for.14 Interestingly, as discussed in the pre-
vious section, not all regional studies using trust to explain regional
economic growth report a significant relationship between trust and
growth (e.g. Beugelsdijk and Van Schaik 2005b). Country-level stud-
ies suggest the results obtained depend on the structure of the sample, 
and an analysis of trust in relatively well-developed European regions
yields no significant result of trust on growth. Although this may be
caused by poor empirical set-ups and lack of good proxies for trust
( see  next section), these results suggest that the effect of trust depends on the underlying sample, specifically the inclusion of entities with
poor functioning institutions. Hence, the question arises as to whether
trust reflects generalized morality, as seems to be the starting point for
many scholars. Or does it simply proxy for institutional quality? These
questions have triggered fierce debates ( see, for example, the debate between Uslaner (2008) and Beugelsdijk’s (2008) reply). At a minimum we can conclude that an identification problem exists regarding
the economic effects of trust and those of the quality of institutions. 

7.5.2 Validity problems
According to Miller and Mitamura (2003), the “generally speaking” 
question on trust was first used in a paper in the American Sociological 14 In addition to this “institutional control” argument, regional studies are attractive for other reasons. The set of regions is relatively homogeneous
compared with studies on culture and economic development that incorporate
countries such as Taiwan and Germany or Japan and the United States in the
same regression analysis. Temple’s (1999) critical comment that countries
differing widely in social, political and institutional characteristics are unlikely to fall on a common surface is heeded by taking a relatively homogeneous set of European regions (Beugelsdijk and Van Schaik 2005b) or US states (Knack
2000). This is especially relevant since it has been shown that countries may differ in terms of relevant proxies for social capital. Moreover, by comparing national  cultures, “we risk losing track of the enormous diversity found within many of the major nations of the world” (Smith and Bond 1998: 41). By
studying regions and regional differences, this risk is limited. 
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Review (Rosenberg 1956). It was part of a five-point scale that Rosenberg called “faith in people.” Gradually this dichotomous variable
became a stand-alone measure. Nevertheless, despite (or because of) its
popularity, some scholars claim that the “generally speaking” question
suffers from a number of validity problems. First, Uslaner (2002) and
Smith (1997) claim that the responses to the survey question on trust
depend on where in the survey the question is asked. Moreover, the
actual meaning of the responses has been questioned (Moore 1999). 
When discussing this “generally speaking” question, Putnam (2000:
137–138) argues that the meanings of the responses remain murky in
one respect. “If fewer respondents nowadays say, ‘most people can
be trusted’ that might mean any of three things: 1) the respondents
are actually reporting that honesty is rarer these days; or 2) other
people’s behavior hasn’t really changed, but we have become more
paranoid; or 3) neither our ethical demands nor other people’s behav-
ior have actually changed, but now we have more information about
their treachery, perhaps because of more lurid media reports.” More-
over, there is some ambiguity about what is meant by “most people” 
(Delhey and Newton 2005). This term may refer to a wide range of
people such as family, friends, neighbors, and it is unknown how far
this circle extends (Hardin 2002). Moreover, when people say that
they trust the government, they do not mean anything closely anal-
ogous to what they typically mean when they say they trust another
person (Hardin 2002, Chapter 1). 
The validity of the “generally speaking survey trust measure” has
been the key issue in the contribution of Miller and Mitamura (2003). 
They argue that the generalized trust question contains ambiguous
meaning, which has negative consequences for its internal validity and
interpretative meaning. Their basic argument is that the survey ques-
tion does not constitute one scale, but consists of two discrete items, 
being trust and caution, instead of what ideally would have been (and
most people interpret as) trust and distrust. The problem is that trust
and caution are not opposites. Measures of trust and measures of pru-
dence create separate factors, suggesting that caution does not correlate
with distrust. Experiments in a sample of US and Japanese students
show that when caution is removed and trust is measured on a sepa-
rate scale, Americans appear to have higher levels of generalized trust
than do Japanese. At the same time, the 1997 WVS measure of gen-
eralized trust is 43 percent for the Japanese and 36 percent for the
Americans. Miller and Mitamura’s (2003) analysis suggests that the
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binomial “generally speaking” question lacks substantial internal
validity and is biased. This finding has consequences for the possi-
bilities for cross-country comparisons of trust levels. If caution is more
necessary in one society than in another, the trust scores are biased. 
If a person might score high on a generalized trust scale but is risk
averse, that person might choose caution over trust when faced with a
binomial choice between only these two. Hence, in countries in which
people live in a closed and safe environment, associated with low levels
of caution, the “generally speaking” trust measure may overestimate
true trust; true levels of trust may be lower than measured by the
survey. 
Experimental approaches toward trust have yielded ambiguous
results as well. Glaeser et al. (2000) have shown that the trust question used in the WVS-based research actually measures trustworthi-
ness and not trust ( see also  Bellemare and Kroger 2007). They suggest developing alternative instruments to measure trust. The predictive
power of survey trust questions – as compared with experiments-based
trust questions – has also been shown to differ between countries. In
comparing trust scores between Tanzania and Sweden, Danielson and
Holm (2005) find that whereas the survey indicates that 74 percent
of Swedes say that most people can be trusted and only 41 percent
of Tanzanian subjects did so, experiments indicate their actual trust
game behavior is remarkably similar. Danielson and Holm (2005: 530)
deduce from this that aggregate-level survey trust answers reflect some-
thing that is at least partly different from trust behavior. Fehr (2009)
has recently initiated a research line trying to decompose trust into
its different components, more specifically the extent to which trust
reflects risk taking and the extent to which it reflects social prefer-
ences (betrayal aversion and altruism). Embedded in behavioral eco-
nomics, Fehr and his colleagues try to disentangle the endogenous and
exogenous determinants of trust, a route that seems highly promis-
ing ( see  Croson and Konow 2009: 239, in the context of dictator
games). In line with the conclusion of Miller and Mitamura, Fehr
(2009: 239) writes that “the answer to the GSS and the WVS ques-
tion is not only shaped by people’s beliefs about others’ trustworthi-
ness, but also by their own preferences towards taking social risks.” 
Fehr concludes that survey measures of trust reflect a composite of
preferences and (rational) beliefs, a finding which can be extended
to behavior in experimental trust games (Fetchenhauer and Dunning
2009). 
Downloaded from Cambridge Books Online by IP 14.139.43.12 on Sat Oct 06 08:33:20 BST 2012. 
http://dx.doi.org/10.1017/CBO9780511761539.009
Cambridge Books Online © Cambridge University Press, 2012
218

Culture in Economics

7.5.3 Level problems
Most of the arguments in the trust–growth studies are derived from
micro-level insights regarding the reduction of transaction costs. This
seems powerful from a theoretical perspective, but empirical studies
at the firm or the nation level use completely different measures of
trust. Trust at the micro- and macro-level are operationalized in totally
different ways. At the aggregate level, international differences in trust
are measured by means of the WVS question “generally speaking, do
you think that people can be trusted?” (Inglehart 1997; Knack and
Keefer 1997; Whiteley 2000; Zak and Knack 2001). As explained
before, trust is then measured as the percentage of respondents in each
country that replied “most people can be trusted.” At the micro-level, 
trust has been operationalized in numerous ways. Mostly it is measured
as a multi-item scale consisting of questions that interviewees are asked
to respond to when discussing certain (specific) partners or individuals
(Moorman et al. 1992; Ganesan 1994; Brock Smith and Barclay 1997). 
Mostly these refer to degree of trust (on a Likert scale of 1–5 or
1–7) in expertise, keeping of promises and provision of trustworthy
information (Ganesan 1994; Johnson et al. 1996; Beugelsdijk et al. 
2006). In relationship marketing, trust is perceived as a component
of a broader set of relational norms affecting the nature of inter-firm
relationships (Heide and John 1992; Achrol 1997). 
Building on multi-level theory, this has led Beugelsdijk (2006) to
conclude that the “trust” that figures prominently in firm-level stud-
ies is not the trust of the macro-economic literature. The reduction
of transaction costs because of a trusting relationship cannot simply
be translated into the statement that high interpersonal trust reduces
overall transaction costs in an economy, which positively affects GDP
growth (Fine 2001). The distinction between micro- and macro-trust
“gives an additional flavour to the notorious micro/macro distinction
that is so difficult to handle in empirical research. We know perfectly
well how to come down from the macro-level to the micro-level, con-
sidering the impact of societal structures and changes on individual
attitudes. It is much more difficult to ascend again and to speculate
about the effects of an aggregation of individual attitudes on macro
phenomena” (Luhmann 1988: 105). As mentioned earlier, the leap
from micro- to macro-functioning may be illegitimate, because what
may be true for individuals may not be true for the society as a whole
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(Fine 2001). Multi-level theory argues that measures of an individual-
level construct cannot always simply be aggregated and assumed to be
a veridical representation of its counterpart (Morgeson and Hofmann
1999: 260). According to Moore (1999), the assumption that trust
is a generic phenomenon similar in all domains does not necessarily
hold. 
Part of the critique on the “generally speaking” question concerns
the complexity in translating insights from micro- to macro-levels. 
The theoretical reasoning that lies behind the supposed effect of trust
in these aggregate studies does not correspond fully with the way trust
is operationalized in these studies. Moreover, if trust is related to insti-
tutions (as shown in the previous section on antecedents of trust), 
it is problematic to interpret the results of these trust studies unam-
biguously. For example, the fact that this question results in lower
scores on trust in poorer countries than in richer countries does not
necessarily imply that high levels of trust are important for economic
development. It does not, because it does not do justice to the dis-
tinction between micro- and macro-trust. Of these two types of trust, 
the WVS “generally speaking” question comes closest to the latter. 
Given the interrelationship between trust and institutions, a low score
on this variable need not imply a lack of interpersonal trust in poor
countries but may also point to a lack of well-functioning institutions
(cf. Danielson and Holm’s (2005) results referred to earlier). Hence, 
both theoretically and empirically, this specific aggregate trust mea-
sure is strongly correlated with measures of well-functioning institu-
tions, resulting in a serious identification problem. This identification
problem becomes even more pressing because institutions and soci-
etal characteristics such as social distance have been argued to drive
cross-country differences in trust levels. Put differently, trust serves as
a proxy for culture in a large part of the literature, but cultural char-
acteristics have also been found to affect levels of trust in a society. 
This creates a complex web of causal linkages between trust, culture, 
institutions and economic development. 
7.6 Discussion: from well-tossed spaghetti to
multi-layered lasagna
If there is one thing this chapter has shown, it is that both theoreti-
cally and empirically, trust culture and (well-functioning) institutions
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are highly interrelated. Literature shows that culture in the form of
generalized macro-trust cannot be completely separated from eco-
nomic and institutional development. Both the literature addressing
the trust–growth relationship and that focussing on the antecedents
of trust find evidence of a strong relationship between trust and well-
functioning institutions and cultural (religious) traditions. 
This implies that the relationships between trust, culture, institu-
tions and economic development are complex, and empirical studies
suffer from various identification problems. Putnam himself describes
the causal arrows among civic involvement, reciprocity, honesty and
social trust as being as tangled as well-tossed spaghetti (Putnam 2000:
137). He suggests two social equilibria exist (Putnam et al. 1993:
177–181). Virtuous circles result in social equilibria with high levels
of cooperation, trust and civic engagement. Conversely, the absence
of these traits in the uncivic community is also self-reinforcing. This
process of cumulative causation suggests that there may be at least
two broad equilibria toward which all societies tend to evolve and
which, once attained, tend to be self-reinforcing. The possibility of
these two equilibria has also been suggested by others (Rothstein and
Uslaner 2005; You and Khagram 2005; Dixit 2009). Empirically, the
evidence for the existence of these social equilibria is rather thin and
mostly based on correlations over time. Rothstein and Uslaner (2005)
report a correlation of .81 for the twenty-two countries included in
both the 1981 and the 1990 samples of the WVS, and a correlation of
.85 between the twenty-eight countries in the 1990 and 1995 samples. 
Generalized trust levels are rather sticky or change only in decades, not
years. A similar observation holds for levels of inequality. GINI scores
of economic inequality are highly correlated over time. Galbraith15
reports a correlation of .71 between economic inequality measures in
1963 and 1996 for a sample of thirty-seven countries. 
Evaluating the trust literature, we can only agree with Putnam that
the relationships between trust, culture, institutions and economic
development seem like well-tossed spaghetti. However, this would also
suggest our understanding of trust has not improved and no clear the-
oretical ideas exist on how to proceed. We do not think that such
a conclusion does justice to the reality. What may have looked like
15 http://utip.gov.utexas.edu/
Downloaded from Cambridge Books Online by IP 14.139.43.12 on Sat Oct 06 08:33:20 BST 2012. 
http://dx.doi.org/10.1017/CBO9780511761539.009
Cambridge Books Online © Cambridge University Press, 2012

Trust
221
well-tossed spaghetti a few years ago now starts to be unraveled in dif-
ferent components. Thanks to the trust literature, we have improved
our insights and understanding of how trust relates to culture and
institutions. However, what this also shows is that scholars need to
be very precise in defining their concepts and carefully describe their
chain of logic in order to avoid being trapped in an intricate web of
causal linkages. 
A theory on trust and institutions should at least deal with the multi-
level problem of trust and the different types of trust. We know micro-
trust is influenced by higher-level factors such as the well-functioning
of institutions. In this respect, it is interesting to refer to the work by
Bachmann (2001) and Yoo and Lee (2009). They analyze the context-
specificity of trust and argue that the process of trust creation and
the function of trust should be seen in the broader social setting. More
specifically, in relating macro to micro, Bachmann argues that in devel-
oped countries such as the United Kingdom and Germany, institutional
differences result in differences in the process of trust-building and
types of micro-trust. He empirically shows that “while in both coun-
tries, trust is highly valued as an efficient means of coping with uncer-
tainty, in the British socio-economic system, which is a prime example
of extensive de-regulation, trust is a much more scarce resource than in
the German business environment, which is still characterized by tight
regulation and a strong institutional order. If/when trust occurs in the
British system, it is likely to be personal trust  constituted on the basis of individual experiences, rather than system [generalized] trust  produced by reference to the institutional framework” (Bachmann 2001:
353). Yoo and Lee (2009) reach a similar conclusion after compar-
ing trust and social capital in France and Korea. The observation that
trust may depend on formal and informal institutions and vary with
institutional context is the starting point for Farrell (2005) and Farrell
and Knight (2003). According to Farrell and Knight (2003: 539), a
theory on trust and institutions would do three things. First, it would
establish micro-level explanations that identify the causal relationships
among trust [social capital], institutions and social cooperation. Sec-
ond, it would present a dynamic account of the ways in which trust
and social capital can emerge and be maintained over time. Third, 
it would assess the conditions under which this process is likely to
occur. 
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What does the trust–growth literature imply for the field of culture
and economic behavior? 
Given the identification and validity problems as discussed in this chap-
ter, we think that the trust literature that emerged in the slipstream of
Knack and Keefer’s (1997) paper has helped us in many ways, but
should not be considered core contributions to the debate on the role
of culture in economics. Too many theoretical and empirical prob-
lems are associated with this measure and the theoretical construct to
claim that the trust literature has showed that culture affects economic
growth. As Moore (1999: 75) puts it: “We are trying to do empirical
research on a fragile conceptual base. The concept of trust remains
elusive, and useful empirical measures still evade us.” Manski (2000:
117) has been particularly critical: “The broadening of economic the-
ory has coincided with new empirical research by economists on social
interactions. Unfortunately, the empirical literature has not shown
much progress.” He mentions two problematic aspects. First, the use
of ambiguous theoretical concepts such as social capital and trust and
poor measurement of these issues result in studies that maintain no
or only little connection to economic theory. Second, the type of data
used do not allow for a proper study of actual social interactions. “The
findings of empirical studies are often open to an uncomfortably wide
range of interpretations” (Manski 2000: 117). He suggests two routes
out of this problem:
1. Empirical researchers need to be much clearer on the questions they
address. Limit the use of jargon with ambiguous meaning. 
2. Empirical studies need to be based upon better data. Manski has a
clear preference for more experimental-based research. 
This does not solve all problems in the field of trust and culture, how-
ever. The notorious micro–macro problem as explicitly identified in
the trust literature holds more broadly for the entire field of culture
and economics. Empirical studies often use survey results based on
individual responses. We already discussed the methodological chal-
lenges associated with the aggregation of micro to macro and the risk
of an ecological fallacy in Chapter 5 (Section 5.2). The leap from micro
to macro by simply aggregating these individual scores may not be a
legitimate one if – theoretically – the aggregation procedure is affected
by interaction effects between individuals. This literature already dates
back to Veblen’s concept of conspicuous consumption, which basically
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shows that individual utility functions are affected by social interac-
tions (Veblen 1994 [1899]; Pollak 1976; Bagwell and Bernheim 1996; 
Glaeser et al. 2003; Arrow and Dasgupta 2009). Manski discusses
three types of interactions. First, endogenous interactions, in which the propensity of an agent to behave in some way varies with the
behavior of the group. Second, contextual interactions, wherein the
propensity of an agent to behave in some way varies with exogenous
characteristics of the group members. Third, correlated effects, wherein agents in the same group tend to behave similarly because they have
similar individual characteristics or face a similar institutional environ-
ment (Manski 2000: 127). It is especially the first type, the endogenous
interactions, which constitute problems for the translation of micro-
insights to macro-outcomes. 
Trust relates to all three types of interaction. To start with the
correlational effects, as we discussed in this chapter, individual charac-
teristics (age, gender, employed or not, etc.) and, perhaps more impor-
tantly, the quality and type of the institutional setting partly determine
the reported levels of generalized trust. But exogenous interactions
exist as well. Exogenous characteristics of the group, for example the
social distance between individuals within a group, the presence of out-
ward threats, all affect the individually reported level of trust. Finally, 
trust arises endogenously depending on the average trustworthiness of
a group. If other people of a group act as trustees, then, all else being
equal, oneself is also more willing to act as a trustee. 
This context dependency of trust complicates matters consider-
ably. The choice to use trust in regression models explaining eco-
nomic growth differentials not only poses a micro–macro challenge, 
it also leaves us with the associated challenge to distinguish between
endogenous and contextual interactions (Fehr 2009). The aggregate
trust measure does not allow researchers to reveal whether a trusting
environment affects individual behavior and trust scores (endogenous
interaction), or whether aggregate trust scores are simply the aggrega-
tion of independent individuals. Manski (2000) labels this the reflection
problem. This is relevant because, as we have shown, if trust is solely
based upon well-functioning institutions (contextual interaction), then
the only logical policy prescription would be to create good gover-
nance systems. Together with the supposed lack of internal validity
(does the trust measure really measure trust?), this implies that we
cannot unambiguously interpret the results from these trust studies. 
Downloaded from Cambridge Books Online by IP 14.139.43.12 on Sat Oct 06 08:33:20 BST 2012. 
http://dx.doi.org/10.1017/CBO9780511761539.009
Cambridge Books Online © Cambridge University Press, 2012
224

Culture in Economics
Manski’s (2000) solution consists of a plea for a more experimen-
tal approach in tackling social interaction. Although this may indeed
provide us with more insights at the group level, it does not solve the
level issue in cross-country studies. We also think there is still room to
improve the empirical measure of trust. Miller and Mitamura (2003)
make a plea for a multidimensional measure which attenuates mea-
surement and conceptual problems associated with single-item vari-
ables. This is actually what scholars concerned with micro-trust do. 
As we discussed, surveys on inter-firm cooperation and the associ-
ated levels of trust between the interacting firms, for example, ask for
multiple aspects of trust. Scholars interested in using aggregate-level
trust measures could potentially benefit from looking more closely
at micro-trust studies.16 As mentioned previously Owen and Videras
(2009) provide a recent study in which such a multidimensional route is
taken. 
Alternatively, it has been suggested that we change our conceptual-
ization of trust. James Sr. (2002) argues that the word trust may be
misplaced as long as it is framed in terms of prisoner dilemma games, 
because trust as prudence (based on fear of loss of reputation or retalia-
tion) is not true trust, according to him. Following Williamson (1993), 
James Sr. wonders whether it is really trust when you know your part-
ner has an incentive to be trustworthy. In his view, trust when vulner-
ability is retained is a much stronger concept than trust derived from
incentives. To understand why people trust each other even when the
possibility of opportunistic behavior exists is the key question. Many
economists have framed the trust concept in a rational setting by build-
ing upon game-theoretical or new institutional economic theories. But
by doing so, they have not explained why, in the absence of incentives, 
people trust other people and why some societies may perhaps score
higher on this type of trust than others. 
In conclusion, the interest in trust as a component of culture
has certainly contributed to our understanding of the complex rela-
tions between trust, culture, institutions and economic development. 
16 The multi-level problem and the problem of preference interaction are also related to the difference between stated and revealed preferences. One of the reasons why revealed preferences may provide us with better insights is the fact that this in a way reflects ex-post  behavior after  potential influence of social interaction, whereas stated preferences – as measured in most of the WVS
questions – are ex-ante  preferences. 
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However, as we have shown in this chapter, many theoretical, method-
ological and empirical challenges remain. The most pressing is the
nature of the relation between trust and culture. There are many
aspects of this relationship that we still do not understand and a rich
research agenda lies ahead. A social interaction approach, in which
interactions between individual actors are modeled and the multi-level
problem is explicitly addressed, seems most promising. 
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International business
8.1 Introduction
After looking at entrepreneurial culture and trust, we devote this chap-
ter to the relationship between culture, cultural differences, and the
international organization and production of economic activity. As we
explain in more detail below, the field of international business (IB) is
at least partly defined in terms of its attempt to understand the role of
culture.1 Since the 1970s, IB scholars have expended a great deal of
effort to increase our understanding of the role of culture in explain-
ing the organization of international production. This concerns not
only patterns of foreign direct investment (FDI) and trade but also the
way culture and cultural differences affect the economic organization
of these international activities (entry-mode strategies). Given interna-
tional economists’ recent interest in multinational heterogeneity (e.g. 
Melitz 2003; Bernard et al. 2003, 2007; Yeaple 2005, 2008) and in
the role of culture in economic behavior (see previous chapters), we
take a closer look at the field of IB to see what we can learn from this
literature. 
This chapter is structured as follows. In order to make clear why
studies in international business are relevant and important to discuss
in the context of this book, we first define the field of international
business. We describe the type of research questions IB scholars typ-
ically try to answer and show that Hofstede’s culture framework has
1 We focus on national culture here and not organizational or professional
culture. Whereas national culture relates primarily to deep-seated values, 
organizational culture relates primarily to shared beliefs in organizational practices and processes (Hofstede et al.  1990). Conceptual and empirical studies on the interplay between these different types of culture and the way they affect managerial decision-making processes are scarce. Simon and Lane
(2004) distinguish between types of cultural differences and argue over which type of cultural difference matters most. Another example is the study by
Pothukuchi et al. (2002). 
226
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shaped IB research in many ways. Specifically, using Hofstede’s culture
dimensions, Kogut and Singh (1988) introduced a measure of cultural
distance. This measure is used extensively in IB. We discuss the concept
and measure of cultural distance and evaluate how it has served as an
input in research focussed on explaining FDI and trade patterns, and
the entry-mode strategies of internationalizing firms. IB scholars are
also engaged in studies addressing the relationship between culture, 
managerial values and behavior. Comparative management studies
focus on explaining why, and especially, how, differences in managers’
cultural backgrounds drive their management styles and decisions. 
This includes the way employees with different cultural backgrounds
interact in the workplace. In the final section, we extrapolate these
insights to draw lessons for our more general quest to understand the
role of culture in economics. We explicitly discuss (i) the potential for
spillovers between IB scholars and international economists and (ii) the
methodological lessons that can be learned from the IB literature and
how these feed into our overall discussion on culture in economics. 
8.2 Defining the field of international business and
how culture fits in
IB is a field that does not constitute a separate discipline. Instead it
combines and builds upon insights from economics, strategic manage-
ment and comparative business systems (Negandhi 1983). In defin-
ing the field, Caves (1998) clearly sees IB as a field that slices across
the grain of areas of study in business administration. According to
Caves, “strategy, finance, marketing, organizational behavior, human-
resource management each has its domain of decision making within
the firm and its stock of models, frameworks, and research problems
for addressing them. International business designates not a class of
decisions, but a group of firms that face decision-making problems
beyond those that confront single-nation business, or they encounter
the same problems transformed by their international context” (Caves
1998: 5). Although Caves does not mention economics as a separate
discipline and concentrates on business administration, the fact is that
much of the current – and even more past – research is based on, 
derived from or closely related to international economics. For many
economics-oriented scholars in IB, the field of IB originated out of the
study of FDI, but differentiated from economic approaches by a more
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empirical approach and one in which the multinational firm was not a
black box but was specifically included in the analysis (Shenkar 2004; 
Buckley 2002). The international or comparative context forms the
common denominator in the research agenda of both groups of IB
scholars (i.e. the more economics-oriented IB scholars and the more
business-oriented IB scholars). In 1970 – which saw the first issue of
the Journal of International Business Studies – Nehrt et al. (1970) defined IB according to the following criteria ( see also  Ricks 1985): 1. It is concerned with firm-level business activity that crosses national
boundaries or is conducted in a location other than the firm’s home
country. 
2. It is concerned with the interrelationship between the operations
of the business firm and international or foreign environments in
which the firm operates. 
3. It does not include studies devoted to economic development, devel-
opment planning, foreign trade and the international monetary sys-
tem, which belong to development and international economics. 
Excluded also are studies of foreign legal, political, economic and
social environments; these belong to the fields of law, political
science, economics and behavioral science unless the study itself
relates the environment directly to the organizational, operational
or decision-making problems of international business. 
4. It does not include studies of business activities in given foreign
countries – a study of marketing channels in Turkey is still a study
about domestic business in Turkey. 
5. As an exception to point 4, however, comparative business studies
are included within this definition. For example, a study of phar-
maceutical marketing channels in Germany, Italy, Brazil and Japan, 
which makes comparisons and analyzes the causes and effects of
similarities and differences, would be considered IB research. 
These five criteria broadly sketch the field of IB (and what is not
IB). In following the above criteria, Buckley (2002) argues that more
than thirty years later, IB scholars have been particularly successful in
explaining three key topics. 
1. Explaining the patterns of foreign direct investment. 
2. Explaining the existence, strategy and organization of multinational
enterprises (MNEs). 
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3. Understanding and predicting the development of the internation-
alization of firms and the new developments of globalization. 
Each of these three areas represents a specific time period. The expla-
nation of FDI patterns was prominent on the IB agenda in the period
after the Second World War until the 1970s. Despite these early stud-
ies, explaining the geography of MNE activity remains a popular topic
in IB given the ongoing articles on FDI and its location. The inter-
est which IB scholars pay to cross-country patterns of foreign-owned
value-adding activity has remained consistently high, as witnessed by
the recent debate as to whether MNEs are spreading their activities
equally across all parts of the globe or are instead concentrating them
in specific regions (Dunning et al. 2007; Rugman and Verbeke 2004, 
2007). 
According to Buckley (2002), the strategy and organization of the
MNE dominated the IB agenda between 1970 and 1990. Major theo-
retical developments in this period concern Dunning’s OLI (ownership, 
location, internalization) theory ( see  Dunning 1980, 1993; Dunning
and Lundan 2008) and the application of internalization and transac-
tion costs theories to the MNE (Buckley and Casson 1976; Hennart
1982). Even today, the transaction costs theory is a dominant research
tradition in IB and applications go beyond explanations of the mere
existence of the MNE, but for example also include the modes of
foreign entry (as discussed below). The last key area in which IB schol-
ars have been successful, according to Buckley (2002), has been the
improvement of our understanding of the process of globalization. Due
to increasing flexibility demands, internationalizing firms were looking
for new types of cooperation both within the firm, between headquar-
ter and subsidiary (Bartlett and Ghoshal 1989), and between firms, 
in terms of international joint ventures and alliances. One important
issue in all these sub-fields has been the role of culture and cultural
differences. 
In his analysis of important future research questions, Buckley
(2002) clearly sees a role for culture and IB research, not as a sep-
arate sub-field but parallel to and cross-fertilizing “mainstream” IB
research. According to Buckley, IB is at least partly defined by its
attention to cultural differences and the comparative method. The
importance of culture and cultural differences is reflected in recent dis-
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the methodologies required to properly incorporate the role of cul-
ture and cultural differences in IB research ( see  special issue in JIBS, volume 37 issue 6 and Sivikumar and Nakata 2001; Maseland and
Van Hoorn 2009, 2010). 
The main database for measuring culture in IB has been Hofstede’s
(1980, 2001) pioneering work. A number of projects have been initi-
ated since then, such as the World Value Survey, Schwartz’s culture
framework and the GLOBE project ( see  Chapter 5). Despite the fact
that Hofstede’s work has been criticized for “reducing culture to an
overly simplistic four or five dimension conceptualization; limiting the
sample to a single multinational company (IBM); failing to capture the
malleability of culture over time; and ignoring within-country hetero-
geneity” (Kirkman et al. 2006: 286), it is generally acknowledged that Hofstede’s (1980) work on Culture’s Consequences  has been a major
impetus for the field of IB. The impact of Hofstede’s seminal work on
culture cannot be underestimated and is clearly reflected in Kirkman

et al.’s review (2006) of empirical research incorporating Hofstede’s cultural framework. In this review, Kirkman et al.  examine 180 articles published in top-tier journals between 1980 and 2002 that empirically
assessed the four or five dimensions of Hofstede’s framework. Limiting
themselves to major management and (cross-cultural) applied psychol-
ogy journals, they show a broad range of topics exists in which one or
multiple Hofstede dimensions have been applied. These are, for exam-
ple, change management, human resource management, negotiation
issues, entrepreneurship, entry modes, innovation and foreign direct
investment. 
An important assumption that often remains implicit concerns the
stability of culture over time (Yaprak 2008). As described in previ-
ous chapters, the discussion on cultural convergence vs. that of diver-
gence is still open, and the view of culture as a dynamic process has
been gaining ground in social sciences. Despite some limited discussion
regarding the stability of cultural values (Leung et al. 2005) in IB as well, IB scholars generally assume that cultures, or at least cultural
differences, are stable. Doing so helps to reduce ambiguity and makes
life easier for scholars. It allows for a discussion of the fit between a
certain culture and specific managerial and organizational practices, 
because it makes behavioral outcomes more predictable (Erez and
Earley 1993; Weick and Quinn 1999; Leung et al. 2005). This, in
turn, allows researchers to include culture in their IB theories without
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running the risk of including a partly random component, or one
that changes over time. In doing so, many scholars refer to Hofstede
(1980, 2001), who himself claimed that mental programs of people
around the world do not change rapidly but remain relatively con-
stant over time. In line with Inglehart’s thesis discussed in Chapter 4, 
Hofstede asserts that cultural shifts are relative as opposed to abso-
lute. Alternatively, if cultures would be converging as, for example, 
argued by Heuer et al. (1999), this would logically imply that IB-
related practices would become increasingly similar and a substantial
part of the rationale for the existence of IB as a field of research would
vanish. 
A second key assumption related to the above discussion concerns
the homogeneity of cultures. This homogeneity implies that foreign
cultures can be treated as a single unit. The saying “when in Rome, 
do as the Romans do” is a pillar in the vast majority of IB research
and has led to an adaptation paradigm. In other words, when firms
cross borders, they have to adapt to local cultures in order to be
successful and these local cultures are considered to be homogenous. 
This explains why a larger cultural distance between two locations
(almost always countries) is argued to impede investment flows. This
homogeneity and associated adaptation assumption are related to the
assumption on stability and the discussion on value convergence or
divergence, because globalization might lead not so much to con-
vergence or divergence of values between countries as to increased
divergence within countries. That is, the question on convergence or
divergence need not be the relevant one if it is the within-country
value diversity that increases. This directly impacts IB research as the
assumption on homogenous home and host cultures does not hold any
longer if that would be the case. And if cultures cannot be “treated” 
as homogenous any longer, it triggers a question on adaptation, i.e. 
who to adapt to? In other words, what if the “Romans all do different
things and have different values”? As far as we know, there is no study
in which this question is explicitly addressed, most probably because of
the empirical difficulties associated with measuring value diversity in
countries.2
2 An interesting first attempt to study value consensus can be found in Schwartz and Sagie (2000), who study value consensus by measuring the standard
deviation of ten motivational types of values from Schwartz’s framework. As
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Irrespective of (or perhaps thanks to) these simplifying assumptions, 
Shenkar (2001) claims that culture and cultural differences have had
three primary thrusts in the field of FDI-related studies (cf. Buckley
2002). The first relates to the explanation of location of FDI, including
the sequence of such investments. The second field pertains to the
explanation of choice of entry mode into foreign markets. The third
is related to the second and considers the success of MNE affiliates in
international markets. Hence, following Shenkar (2001), we discuss
first the relationship between cultural distance (CD) and FDI, and
second that between CD and entry-mode research. But before doing
so, we discuss the operationalization of the cultural distance concept
in IB. This is important as this specific index was a privileged asset of
IB scholars but is now slowly making its way into related fields such
as international economics and international finance (De Groot et al. 
2005; Belot and Ederveen 2006; Siegel et al. 2008a, 2008b; Beugelsdijk and Frijns 2010). 
8.3 Cultural distance: concept, measurement and critique

8.3.1 Concept
As already explained, IB research has concentrated on the cultural dif-
ferences between countries engaging in international business activity. 
Managers pursuing international expansions, exporting or setting up
plants abroad are confronted with national cultural settings that differ
from their own. The IB literature clearly indicates that both exporters
and market- and efficiency-seeking MNEs suffer from a liability of for-
eignness, meaning that they incur additional costs which indigenous
firms do not incur (Hymer 1976; Zaheer 1995; Caves 1996; Miller
and Eden 2006). Cultural differences between home and host coun-
tries have been put forward as an important source of this liability
of foreignness. Culturally more distant countries tend to have norms
and values that are more different from those of a firm’s home coun-
try, resulting in increasingly divergent organizational and managerial
they write themselves, their results should be interpreted with care, because they use a non-representative sample of school teachers. Moreover, they do not take into account the dispersion of values at the individual level – something which is necessary to measure the diversity of values in a country – but use an indirect measure. 
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practices, communication and negotiation styles, desired behaviors, 
consumer preferences, and effective marketing tactics (Hofstede 1980; 
Kogut and Singh 1988; Schneider and De Meyer 1991; Ralston et al. 
1993; Adler 1986; Campbell et al. 1988; Ngo et al. 1998; Van Mesdag 2000). 
Although most IB scholars have focussed on cultural distance, the
concept of CD is strongly related to (and embedded in) a broader and
older concept called psychic distance. According to Dow and Karut-
naratna (2006: 578), psychic distance is one of the most commonly
cited yet vaguely measured constructs within the realm of international
business. They trace the origin of psychic distance back to Beckerman
(1956). Although it recently made its way into research on trade flows
by international economists (more on that later), it has been popu-
larized in IB by the Uppsala school of internationalization. Starting
in the mid-1970s, researchers at the Uppsala school included psychic
distance in their research in a structured way by looking at (i) the
establishment of a formal definition. Johanson and Vahlne (1977: 24)
defined psychic distance as “the sum of factors preventing the flow
of information to and from the market.” The sum of factors includes
several elements, ranging from differences in language, political sys-
tems, cultural differences and level of economic development; (ii) the
measurement of psychic distance, and (iii) its potential applications, 
focussing on entry modes and location choice. This early work on psy-
chic distance clearly sees cultural distance as an element of the overall
psychic distance. More recent contributors, such as Boyacigiller (1990)
and Evans et al. (2000), follow this line of reasoning. In other words, cultural distance is seen as part of the broader concept of psychic
distance. 
Ideally, psychic distance is theorized and measured at the individ-
ual level, i.e. at the level of the individual manager making a decision
(O’Grady and Lane 1996). This is not only theoretically the most cor-
rect way to conceptualize psychic distance, it also allows researchers
to discriminate between overlapping phenomena. Dow and Karut-
naratna (2006: 579) argue in this context that “differences in culture
may increase the psychic distance between countries, but it may also be
highly correlated with differences in customer preferences.” In other
words, in their view it may be important to disentangle the differ-
ent elements that make up the overall concept of psychic distance. 
They propose thinking of psychic distance as a sequence of related
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constructs, and distinguish between so-called psychic distance stimuli
and what they call the perceived psychic distance (PDp). The psychic
distance stimuli are the macro-level factors such as language, culture
and religion. PDp is the decision-maker’s perception of psychic distance
and will be a function of the psychic distance stimuli to which they are
exposed, but that perception will be moderated by the decision-maker’s
sensitivity to those stimuli. A manager’s sensitivity will depend on his
international experience, age and education, amongst other factors. 
Hence, in Dow and Karutnaratna’s vision, CD and psychic distance
are different concepts. Despite the conceptual differences between cul-
tural and psychic distance, the dominant logic in IB concerns cultural
distance and not psychic distance, and the two concepts are often used
interchangeably. Therefore we concentrate on cultural distance as it is
used most often in IB research (O’Grady and Lane 1996). 

8.3.2 Measurement
In most studies, CD is operationalized by the Kogut and Singh (1988)
index, which is based on the differences in the scores on the four (or
five) Hofstede dimensions between two countries. These differences
are corrected for differences in the variance of each dimension and
then arithmetically averaged. Algebraically:
4

C Dj =
{( Iij − IiUS)2 /Vi} / 4

i=1
where CDj  is the cultural distance between country j  and the home country (e.g. the US), Ii j  is country j’s score on the i th cultural dimension, IiUS  is the home-country score on this dimension and Vi  is the variance of the score of the dimension. One of the likely reasons why
the concept of the CD and the Kogut and Singh index is so popular
among IB scholars is the fact that a relatively “soft” theoretical aspect
such as cultural differences can be operationalized in such a “hard” 
way, allowing for its inclusion in large-scale statistical analyses. 
Occasionally, CD is calculated as a Euclidean distance version of
the Kogut and Singh index, for example in Barkema and Vermeulen
(1997) and Brouthers and Brouthers (2001). Unlike the Kogut and
Singh index, this measure does not give equal weights to the differences
in the scores on each of Hofstede’s dimensions and, hence, does not
assume that each dimension is equally important in determining the
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cultural distance between countries. Instead, in line with the concept
of Euclidean distance, it computes their distance in a four-dimensional
space as the square root of the sum of the squared differences in the
scores on each cultural dimension. Formally:
4

C Dj =
{( Iij − IiUS)2 /Vi}

i=1
where CDj  is the cultural distance between country j  and the home country (e.g. the US), Ii j  is country j’s score on the i th cultural dimension, IiUS  is the score of the US on this dimension and Vi  is the variance of the score of the dimension. Although this Euclidean distance measure is often presented as an alternative of the KS measure, it is highly
correlated with the KS measure and very often yields similar results. 

8.3.3 Critique
Over time, the concept of CD and its measure have been criticized. The
most comprehensive critique comes from Shenkar (2001), who criti-
cizes the CD concept on the grounds of conceptual and methodological
properties. The first relates to what he calls the illusion of symmetry, 
the illusion of stability, the illusion of linearity, the illusion of causality and the illusion of discordance. Regarding methodological properties, 
Shenkar (2001) mentions the assumption of corporate homogeneity
and the assumption of spatial homogeneity.3 We discuss each of them
below. 
r The illusion of symmetry: the CD measure implicitly assumes that
the CD between country A and B is similar to the distance between
country B and country A. However, in practice, there need not be
such an identical role for home and host countries. It may be much
easier for Chinese firms to invest in the US, than vice versa. 
r The illusion of stability: as CD is measured at a single point in time, the CD is assumed to be constant over time. If cultures change, it may
be relevant to point out that the CD between home and host may
be different at the time of entry than by the time performance or the
3 Shenkar (2001) also mentions the assumption of equivalence, implying that all dimensions are equally important. As this was also part of his comment labeled the illusion of discordance, we do not consider this a separate point of critique. 
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affiliate’s survival is measured. Relatedly, firms may gain experience
and the CD for subsequent decisions may be smaller than that for
the first acquaintance (e.g. Hennart 1991). 
r The illusion of linearity: the implication of using one measure of CD for explaining location of MNE activity, the entry mode chosen
and the subsequent success of these foreign activities is that CD
affects all these different phenomena in a linear way. This can be
questioned. The Uppsala school of stepwise internationalization ( see
later) clearly shows that the effect of CD may depend on a firm’s
learning curve and hence is not linear. 
r The illusion of causality: a tendency exists to concentrate on the effects of CD, while the impact of CD should be seen as part of a
broader picture, including geopolitical distance, market size, politi-
cal instability, etc. Distance is a multidimensional construct. In this
context it is interesting to refer to Huang’s 2007 article in which he
shows that physical distance is related to underlying cultural charac-
teristics. Using Hofstede’s uncertainty avoidance measure, he shows
that the impact of geographic distance on trade flows is moderated
by the willingness to accept uncertainty; the same absolute number
of kilometers is perceived differently. 
r The illusion of discordance: the assumption in many of the papers
using CD is that all aspects of the cultural distance between home
and host countries matter equally, whereas it can easily be argued
that for some aspects some dimensions of a culture matter more
than other dimensions. Implicitly, the argument is that all cultural
dimensions can substitute for each other, while some dimensions
may be complementary ( see also  Sivakumar and Nakata 2001). 
r The assumption of corporate homogeneity: by using national cul-
tural measures, the CD concept incorporates variance only at the
national cultural level and assumes a lack of variance at the corpo-
rate level. This has been argued not to be true (Hofstede et al. 1990). 
The relationship between organizational and corporate culture is a
complex one and corporate culture may moderate or mediate the
impact of national cultural differences (and vice versa). 
r The assumption of spatial homogeneity: by calculating CD on the
basis of national-level sores, potential intra-country variation is
excluded. Also, a firm’s exact location in a country is not measured, 
thus excluding potential border effects reducing the size of the CD
and leading to overestimations of the CD. 
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Despite this criticism, there is some evidence that the KS measure
of CD correlates positively with perceptual  measures of cultural differences. Drogendijk and Slangen (2006) use multiple indicators of
cultural distance in their study explaining the choice between green-
field and acquisition. Comparing Hofstede, Schwartz and survey-
based perceptual measures, they find that all measures behave in
a similar direction and the explanatory power of the cultural dis-
tance based on Hofstede and Schwartz is comparable. Magnussen

et al. (2008: 183) write after an extensive empirical comparison
of multiple culture measures that “the CD [cultural distance] con-
struct based on Hofstede is shown to compare favorably with other
frameworks.” 
Given that both market-selection (location-choice) and entry-mode
decisions have been argued to be related to cultural or psychic distance
(Shenkar 2001; Tihanya et al. 2005; Dow and Karutnaratna 2006), we
continue our discussion on the role of cultural distance by focussing on
these two issues. We first discuss the relationship between CD and the
location choice of MNEs by studying FDI patterns. We then turn to
the economic organization of international production (i.e. entry-mode
strategies) and the role of CD. 
8.4 How cultural distance affects type and location of
MNE activity

8.4.1 Cultural explanations of the geography of

multinational activity
One of the arenas in which the CD index has been applied is in
the field explaining aggregate patterns of trade and FDI. Although a
long tradition exists in international economics to explain trade flows
between countries by so-called gravity equations (Tinbergen 1962), 
the application of these models to aggregate MNE activity (often FDI
flows/stocks) has started only relatively recently. Gravity models pos-
tulate that merchandise trade or FDI flows between countries depend
on several characteristics of these countries, notably their economic
size and level of economic development, and on factors stimulating
or discouraging FDI or exports between countries (Bergstrand 1985; 
Brainard 1997). These factors include transportation costs, typically
proxied by the presence or absence of a shared land border and by
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geographic distance, and formal trade barriers, often proxied by the
presence or absence of free trade agreements. 
In terms of the role of cultural differences and international eco-
nomic activity, Beckerman (1956) was the first to suggest that trade
flows are hampered not only by geographic but also by cultural dis-
tance, as trading partners from culturally more distant countries are
generally less familiar with one another. This conjecture has been
empirically supported by scholars who have found that countries trade
less with one another if they have a different dominant religion or do
not share an official language (Geraci and Prewo 1977; Srivastava and
Green 1986; Anderson and Marcouiller 2002; Frankel and Rose 2002; 
Yeyati 2003; De Groot et al. 2004; Rose 2004; Subramanian and Wei
2007). Using more sophisticated measures of national cultural differ-
ences, Dow and Karutnaratna (2006) found that their new cardinal
measure of religious differences between countries had a significantly
negative impact on bilateral trade flows, while their new cardinal mea-
sure of language differences and the KS index of cultural distance
generally had non-significant effects.4
Only few studies have directly related cultural distance to FDI flows
or other indicators of aggregate MNE activity. Loree and Guisinger
(1995) explain the determinants of US outward FDI and focus on the
role of policy (e.g. institutional quality or tax rates) and non-policy
(e.g. cultural distance) variables. They find a significant negative effect
of cultural distance for the 1977 data, but not for the 1982 sample. 
They ascribe this insignificant result to an acculturation process among
multinational managers, which may have reduced the impact of cul-
tural distance (Loree and Guisinger 1995: 294). Grosse and Trevino
(1996) report a non-significant effect of cultural distance explaining
US FDI inflows, but a significant negative effect when using sales data
of foreign affiliates in a more advanced model. Sethi et al. (2003) aim to explain changing trends in flows and determinants of FDI and compare the extent to which European and Asian host countries attract US
FDI outflow. Their Kogut and Singh index yields a significant negative
4 Note that the new measure by Dow and Karutnaratna (2006) bears no relation to the language variable introduced by Tabellini (2007b), as discussed in
Chapter 7. Whereas the first is based on language families and the fraction of people speaking a foreign language in a country, Tabellini’s language indicator refers to the structure of nouns. 
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effect, turning insignificant when including existing FDI stock as a
control variable. 
Cultural distance indicators have also been included as control vari-
ables in gravity equations. For example, in relating levels of corruption
to FDI, Cuervo-Cazurra (2006), Kwok and Tadesse (2006a) and Habib
and Zurawicki (2002) have included a range of alternative indicators of
cultural distance, such as common language (Cuervo-Cazurra 2006), 
the difference on Hofstede’s power distance and individualism dimen-
sions (Kwok and Tadesse 2006a) or the Kogut and Singh index (Habib
and Zurawicki 2002). In line with the other studies, these results are
mixed as well. 
Whereas the majority – if not all – of these studies use Hofstede’s
dimensions, mostly by calculating the Kogut–Singh cultural distance
score, Siegel et al. (2008a) use Schwartz’s (1994, 1999) model of culture dimensions. They find broad confirmation for a negative effect
of cultural distance on bilateral FDI flows, but also show that some
of Schwartz’s culture dimensions are positively related to bilateral FDI
flows. In a follow-up study, Siegel et al. (2008b) explore the role of one of the Schwartz culture dimensions – the degree of a country’s egalitarianism and the difference on this dimension between two countries –
in more detail and relate it to a set of international investment out-
comes. They generally find that a larger distance on the egalitarianism
dimension reduces cross-border debt and equity flows. 
The problem with (almost) all these studies on trade and FDI is
twofold. First of all, they have considered overall FDI and trade flows, 
whereas theory tells us that a distinction should be made between
types of FDI and types of trade. The total amount of FDI consists of
horizontal FDI and vertical FDI. Horizontal FDI is driven by access to
local markets (Root 1998). Although vertical FDI has a broad inter-
pretation in the literature (Braconier et al. 2005), FDI can be labeled as vertical if it includes vertically integrated MNEs, where local affiliates trade (in intermediate goods or services) with other parts of the
firm (Braconier et al. 2005: 447). Root (1998) refers to vertical FDI as factor-seeking investment, which can be either raw material-seeking or
low costs production-seeking. This distinction between horizontal and
vertical FDI is relevant because the effect of cultural distance is likely
to differ not only between these types of FDI (as shown by Slangen and
Beugelsdijk 2010) but also between types of trade. Total trade con-
sists of both intra-firm (associated with vertical FDI) and inter-firm or
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arm’s length trade (substituting for horizontal FDI). Although we are
not aware of any formal empirical test, we can expect that the impact
of cultural distance is likely to be smaller on intra-firm trade than on
arm’s length trade, because of the former’s lower level of interaction
with the host-country culture. 
Second, the impact of cultural distance on trade and FDI cannot be
studied in isolation (as has been done so far) because trade and FDI are
interrelated (Lipsey and Weiss 1984; Brainard 1997; Blonigen 2001; 
Head and Ries 2001; Pantulu and Poon 2003; Girma et al. 2005).5
Horizontal FDI may substitute for arm’s length trade and vertical
FDI is associated with complementary intra-firm exports. And as the
choice between exporting abroad or producing locally has been shown
to depend on cultural distance (more on that in the next section), the
impact of cultural distance on (horizontal) FDI and (arm’s length)
exports cannot be studied separately. Firms may choose to substitute
one type of serving foreign markets with another type, depending on
the cultural distance. 
As far as we know, the only study that has looked at the role of cul-
tural distance by explicitly comparing its impact on (arm’s length)
exports and (horizontal) FDI has been Slangen et al. (2007). The
authors use the Hofstede-based KS index of cultural distance and clean
their data on US exports from intra-firm trade. They use entry-mode
theory ( see  next sub-section for details on this literature) to develop hypotheses on the relation between cultural distance and aggregate
(arm’s length) exports. Because of the substitution between exports
and local production, firms may choose exports when cultural dis-
tance is large and choose the more risky mode of local production
5 An extensive (mostly theoretical) literature on the substitute-complement
debate exists, and the more fine-grained empirical evidence suggests that
whether home-country exports and host-country-based affiliates are substitutes or complements depends on the type of foreign affiliate (cf. Clausing 2000:
192). When foreign affiliates represent vertical downstream investments, 
home-country exports are likely to increase (i.e. complementarity), because
such affiliates often procure intermediate inputs from their parents. Vertical investments are thus likely to stimulate intra-firm trade (Andersson and
Frederiksson 1996). However, when foreign affiliates represent horizontal
market-seeking investments, home-country exports are likely to decrease (i.e. 
substitution), since the outputs sold by these affiliates to unaffiliated parties will no longer be sold directly from the home country. In such cases foreign affiliates and exports can thus be considered rival ways of serving foreign markets. 
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when cultural distance is relatively small. Testing their hypotheses, the
authors find that increasing cultural distance is associated with lower
levels of (horizontal) FDI and higher levels of aggregate (arm’s length)
exports. This is an important conclusion because it directly feeds into
the discussion among international economists on firm heterogeneity. 
Their study shows that besides heterogeneity in firm characteristics
(such as level of productivity), substitute options available to indi-
vidual firms influence macro-level relationships between patterns of
international trade and multinational production on the one hand and
cultural distance on the other. 

8.4.2 Entry-mode research and cultural differences
A considerable amount of research in IB concerns the firm’s foreign-
market entry (Slangen and Hennart 2007). This foreign-entry-mode lit-
erature aims to identify the determinants of an MNE’s choice between
different modes of foreign market entry by modeling certain entry
modes as substitutes for one another (for a comprehensive review, 

see  Datta et al. 2002). Many studies have examined the determinants of an MNE’s choice between entering foreign markets through high-commitment modes requiring substantial resources, such as wholly
owned and majority-owned affiliates, and entering them through
lower-commitment modes requiring fewer resources, such as exports, 
licensing and joint ventures. There is general agreement that this choice
depends to a considerable extent on the cultural distance to the target
country, with many studies arguing that, as this distance increases, 
market-seeking MNEs are increasingly likely to enter that country
through low-commitment rather than high-commitment entry modes
(Anderson and Gatignon 1986; Hill et al. 1990; Root 1998; Brouthers
and Brouthers 2001). 
The theories on entry mode and internationalization are influenced
by two major schools of thought. The first is transaction costs the-
ory and the second is the Uppsala school describing a stepwise inter-
nationalization process of firms (Anderson 1993). The latter theory
basically argues that firms begin their internationalization process
in countries that are psychically close before venturing to more dis-
tant countries (Johanson and Vahlne 1977; Drogendijk 2001; Clark
and Pugh 2001). Although, as Shenkar (2001) correctly points out, 
it is unclear whether the stepwise internationalization process from
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exports to local production coincides with an incremental increase
in cultural distance, it is generally argued that firms can overcome
cultural distance once they have learned to deal with that in a step-
wise manner. Firms are predicted to start the process of internation-
alization by entering into culturally close markets and to enter more
distant markets at a later stage. A crucial assumption is obviously
that psychically close countries are more similar and that similar-
ity is easier to manage than dissimilarity. However, as O’Grady and
Lane (1996) argue, starting the internationalization process by enter-
ing countries physically close to the home country may also result in
failure because the perceived similarity may lead to an underestima-
tion of the true differences. Although empirical support for the Uppsala
thesis is not terribly strong (Benito and Gripsrud 1992), the theory is
prominent among IB scholars. Most probably this is because the model
has a practical, common-sense appeal to it (O’Grady and Lane 1996:
314). 
Interestingly enough, the dynamic Uppsala entry-mode approach is
mixed with the static transaction costs theory of the firm (Williamson
1975, 1985, 1998). Basically its application to entry modes can be seen
as an extension of the transaction cost theory of the MNE by looking
at cultural distance as a source of uncertainty. With CD increasing, 
firms deal with this uncertainty by internalizing foreign activities. In
other words, the theory predicts that if CD is high, firms will choose
more control-oriented modes of foreign entry because complete and
accurate information on the subsidiaries’ activities is difficult to obtain. 
Mostly, scholars have studied the choice between licensing and FDI, 
or between wholly owned subsidiaries (WOS) and partially owned
international joint ventures (IJV), or greenfield vs. acquisition (for a
critical overview see  Slangen and Hennart 2007). 
The rationale for this supposed relationship between CD, control
and entry mode is based on the argument that MNE managers expect
ventures in culturally more distant countries to encounter greater dif-
ficulties because such countries have norms, values, consumer pref-
erences and business practices that differ from those in the MNE’s
home country (Hofstede 1980; Kogut and Singh 1988; Caves 1996). 
They are therefore unwilling to commit major resources to ventures
in culturally distant countries (Root 1998), as doing so would result
in high exit costs should these ventures fail (Hill et al. 1990; Kim and Hwang 1992). By entering culturally dissimilar countries through
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low-commitment entry modes, MNE managers reduce cross-cultural
difficulties and exit costs (Hill et al. 1990). 
The entry-mode literature thus proposes that MNE managers antic-
ipate the greater liability of foreignness associated with operating local
affiliates over that associated with exporting, leading their preference
for exports over majority-owned local affiliates to increase with the
cultural distance to the target country (Dunning 1993; Root 1998). 
Despite its broad acceptance, the argument can also be reversed
(Gatignon and Anderson 1988). “A firm may prefer low control to
compensate for its lack of knowledge in high CD situations, relying on
a local partner to contribute local knowledge” (Shenkar 2001: 521). 
Hence, the theoretical argument regarding the relation between CD
and entry mode can be both a negative and a positive one (Tihanya

et al. 2005). In a similar vein, scholars have related CD to MNE performance and have argued for both a positive and a negative relationship. 
On the one hand, increasing CD is associated with intra-organizational
conflicts and managerial problems (Li and Guisinger 1992). On the
other hand, it has been argued that MNEs can enter culturally dis-
tant countries because of the organizational advantages their foreign
activities may provide. MNEs may benefit from the foreign opera-
tions because they can integrate newly acquired skills and knowledge
into their operations which may positively affect their performance
(Morosini et al. 1998). In these cases, cultural distance can be argued to have a positive effect, a hypothesis that seems to be gaining ground
given some recent publications on the role of cultural distance as a
source of attraction (Beugelsdijk and Slangen 2010), or as a double-
edged sword affecting acquisition performance in negative and positive
ways (Reus and Laffont 2009). 
Empirical studies on the entry-mode choice are abundant (Gatignon
and Anderson 1988; Kim and Hwang 1992; Shane 1994; Barkema and
Vermeulen 1997; Contractor and Kundu 1998; Hennart and Larimo
1998; Arora and Fosfuri 2000; Brouthers and Brouthers 2001), with
many of them finding that, as cultural distance increases, MNEs are
increasingly likely to choose low-commitment entry modes such as
exports, licensing and joint ventures over wholly owned subsidiaries. 
It is beyond the scope of this chapter to discuss all these in detail. A
meta-analysis of the role of CD on entry-mode choice, but also on
the relationship between CD and MNE performance, is provided by
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journals, the results of their meta-analysis suggest that “cultural dis-
tance does not appear to be directly related to entry mode choice, 
international diversification, or MNE performance across prior empir-
ical studies” (Tihanya et al. 2005: 278–279). Testing for moderator
effects, the authors do find some indications of a role for cultural
distance, suggesting that the measurement instrument used, the MNE
origin, industry type and host country of investment are all impor-
tant variables that have not been taken into account sufficiently so far. 
They suggest improving cultural distance measures (cf. Shenkar’s 2001
critique) and theoretical frameworks on the relationship between cul-
ture and organizational practices (cf. Slangen 2006). In sum, whereas
cultural distance is strongly associated with entry-mode research, both
theoretically and empirically, the IB literature is inconclusive about its
specific role ( see also  Siegel et al. 2008a for a similar conclusion). 
So far we have discussed the literature in IB dealing with cultural
distance. This cultural distance concept is used to explain how differ-

ences  in values affect choices of actors and not how absolute “levels” of values affect behavior. One area in IB in which the role of cultural content (not cultural distance) and the nature of the relationship between
culture and economic decision-making are specifically theorized upon
is in the field of comparative management studies. 
8.5 Comparative management: managerial values and
international cooperation
Without the ambition to provide a full picture of the field of compar-
ative management (for that see  Koen 2005), some basic insights are
relevant in the context of this book. As mentioned in the introduction
to this chapter, comparative management is mainly concerned with
the way culture and differences in culture affect managerial decision-
making. One reason why this is interesting in the context of this book
is that IB scholars develop specific theoretical hypotheses on the effect
of culture. They do not so much argue that culture matters but much
more how  culture matters. Second and related, because IB has ana-
lyzed the role of culture in economic decision-making in such detail, 
these insights serve as micro-foundations of the role of culture in the
aggregate analyses of trade and FDI. For these two reasons, we think
a discussion of some of these studies is interesting and relevant in the
context of this book. First we discuss the relationship between culture
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and managerial values in an intracultural setting (unilateral). After that
we explore the literature on international management in an intercul-
tural setting (dyadic). This sequence is logical, because “understanding
cultural differences in expectation-formation and decision-making can
provide significant insights into dynamic cooperation in cross-cultural
business relationships” (Scott-Marshall and Boush 2001: 874). Many
scholars in IB implicitly start from a unilateral approach before delving
into the dyadic aspects. 

8.5.1 Managerial values
As with the entrepreneurial trait research discussed in Chapter 6, we
may expect that certain cultural traits affect the behavior of managers
and the way they communicate, their leadership style, organizational
commitment and problem-solving styles. Hence, to understand differ-
ences in managerial behavior it is important to relate to differences
in culture. In this subsection we provide some examples merely to
sketch the general approach of IB scholars in assessing the relationship
between culture and managerial values. The interaction between part-
ners from different cultures is discussed in the next subsection. The
field of managerial values is obviously extensive and goes far beyond
the scope of this book. We will discuss only a representative selec-
tion of papers. We do so not because we consider the specific contents
of these papers to be directly relevant for many economists, but because
the general lessons that can be learned are. As we discuss in detail in
the final section, one strong element in many of these studies is the fact
that scholars theorize and test how  culture matters. 
The article by Agarwal et al. (1999) is a nice illustration of this
typical approach. Comparing 184 US sales persons with 181 Indian
sales persons, Agarwal et al. (1999) focus on the leadership behavior of the managers of these salespersons and the interaction between the
manager and the salesperson. Although their empirical findings are
mixed, this approach is typical for IB. The authors select a sample of
countries – in this case the US and India – based on a fundamental
difference in the “cultural endowment” of these countries. Whereas
the US scores relatively high on Hofstede’s Individualism dimension, 
India scores relatively low. The reverse holds for Hofstede’s dimen-
sion of Power Distance. Agarwal et al. (1999) specifically argue that subordinates in low-power-distance and high-individualism societies
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show a tendency to attribute job performance to their personal efforts, 
whereas subordinates in high-power-distance and low-individualism
societies experience greater stress if supervisors have a more control-
ling leadership style. Hence, these differences have implications for the
way people and groups of people are most effectively managed. ( See

also  Pillai et al. 1999 and Pellegrini and Scandura 2006 on leadership styles, Gibson 1995 on gender differences and culture, Waldman

et al. 2006 on leadership and corporate social responsibility values and Hofstede et al. 2002 on leadership goals.)
Based on a similar set-up comparing managerial behavior in a set of
culturally different countries, Morris et al. (1998) compare the conflict management style of managers in the US, China, India and the Philippines. In line with their theoretical expectations derived from Hofst-
ede’s multidimensional framework, they find that in solving conflicts, 
US managers tend toward a competing style and the Chinese managers
tend toward an avoiding style. Similarly, Tinsley and Pillutla’s (1998)
experiment with 153 students from Hong Kong and 78 US students
indicates that the latter are more likely to subscribe to self-interest and
joint problem-solving norms in negotiations. The Hong Kong students, 
meanwhile, were more likely to subscribe to norms of equality. 
The fact that cultural differences lead to differences in management
styles is particularly relevant for ex-patriate managers working for
multinational companies. These ex-pats are almost always socialized
in a home-country context and are expected to manage an affiliate in a
host country characterized by a different set of values and norms. For
this reason, IB scholars have also engaged in understanding ex-patriate
management (e.g. Brewster and Scullion 1997; Leiba-O’Sullivan 1999; 
Jun et al. 2001), even including the role of the ex-patriate’s spouse (Stewart-Black and Gregersen 1991). Similar examples can be found
in human resource management (Adler and Bartholomew 1992; Brew-
ster 1993; Schuler et al. 1993; Harris et al. 2003) and international marketing (Peterson and Jolibert 1995; Verlegh and Steenkamp 1999; 
De Mooij 2010). For example, country-of-origin research in interna-
tional marketing has found that consumers frequently favor goods
manufactured by local firms over otherwise similar goods manufac-
tured by foreign MNEs (Bilkey and Nes 1982 and Samiee 1994), even
when the latter products are manufactured locally (Knight 1999). 
In most of these studies, scholars typically theorize and relate cer-
tain aspects of a culture to a specific phenomenon of interest. For
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example, building on Hofstede’s classification, Schuler and Rogov-
sky (1998) theorize and find that both seniority-based compensation
systems and skill-based compensation systems are more likely to be
found in countries with higher levels of uncertainty avoidance. Relat-
ing individualism to pay-for-performance systems and bonus or com-
mission practices, their results suggest that culture is an important
explanatory variable in understanding the variation in compensation
practices between countries. In a similar vein, researchers have related
specific cultural dimensions to international differences in account-
ing and budget practices (Ueno and Sekaran 1992), corporate capital
structures (Chui et al. 2002), work standardization practices (Harrison et al. 2000; Newburry and Yakova 2006), job satisfaction and job exit strategies (Kanungo and Wright 1983; Thomas and Au 2002), opinion seeking and information exchange among consumers (Dawar et al. 
1996), corporate entrepreneurship (Morris et al. 1994) and employee
benefit plans and social security programs (Goad Oliver and Cravens
1999). 

8.5.2 International cooperation
Parallel but not unrelated to the literature on managerial values, a
relatively small literature exists on the behavioral aspects of interna-
tional business relationships. Given the aggregate cultural dimensions
of Hofstede and others, it would in principle be fairly easy to provide
some national-level scores on how we would expect people to behave
in certain circumstances. Linking the aggregate scores to individual
behavior – though also criticized as constituting an ecological fallacy
( see  Chapter 7 on trust) – has been a popular way to conceptual-
ize and operationalize cooperation between individuals from different
cultures. As discussed before, the aggregate effect of cultural distance
between home and host countries on trade or FDI is often studied
by including the KS index. Whereas most research using the cultural
distance measure (the KS index) implicitly refers to the problems asso-
ciated with intercultural interaction, the underlying micro-level pro-
cesses remain a black box. The obvious problem with large-scale anal-
yses of international business negotiations at the individual  level is the logistical difficulties of bringing together a large number of participants
from different countries (Lee et al. 2006). At the same time, it is generally accepted that international negotiations in an intercultural setting
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create additional sources of tension compared with negotiations in an
intracultural setting (Adler and Graham 1989; Kumar 1997; Barry

et al. 2004). Cultural differences create or enhance potential communication problems and reduce the general level of empathy felt in the
negotiation process (Triandis 1995). These additional complexities in
international negotiations are caused by language differences and dif-
ferences in nonverbal behaviors, values and patterns of thought (Lee

et al. 2006). 
A comprehensive overview of the literature on negotiations and the
role of affect is provided by Kumar (1997). Depending on the nature
of the negotiation process being either embedded in a situation of so-
called contrient interdependence (individuals have opposing goals) or
of promotive interdependence (individuals have goals that are posi-
tively linked with each other), Kumar lists three variables that form
the origins of affective responses in negotiations. These are the image
of one’s counterpart, the distributive and procedural justice associ-
ated with the negotiation process and differences in the culture of
actors. Regarding image, Kumar notes that when the image is neg-
ative, ambiguous stimuli may trigger an affective response and the
nature of the affective response will implicate the other actor. Images
may be self-reinforcing. With respect to justice, Kumar follows the tra-
ditional distinction between distributive and procedural justice. The
former deals with the fairness of allocated outcomes, while the lat-
ter concerns the way these outcomes have been realized. Interestingly
enough, Kumar (1997) provides a number of references claiming that
certain behavioral aspects of the procedural justice in negotiations
are equally important across cultures. According to Kumar, emotions
caused by procedural (in)justice have a longer duration compared with
emotions caused by distributive (in)justice. 
The third aspect – and in the context of this chapter the most relevant
one – that is related to both image and justice is culture and differences
in culture ( see also  Li and Cropanzano 2009; Ren and Gray 2009). 
Following Boyacigiller et al. (1996), Kumar presents emotions due to perceived cultural differences as a group-level phenomenon and conceptualizes culture as group identity. “Actions posing a threat to a
group’s identity are culturally variable, and this variability problema-
tizes interaction across different cultural groups. What may be trivial or
a non-offense in one cultural group may be viewed with much alarm
by members of another cultural group (Li and Cropanzano 2009). 
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Compounding the problem is the fact that cultural groups also differ
in the intensity of the sanctions they apply when cultural norms are vio-
lated” (Kumar 1997: 89). In sum, cultural norm violations are related
to the strength of the affective response and cultural differences may
slow down the process of negotiation because the different parties with
their different operational norms need time to get acquainted. Against
this theoretical background of the role of affect in negotiations and
the moderating role of cultural differences, we discuss some empirical
findings that have been obtained so far. 
In an experimental analysis of negotiations between Chinese and
Americans, Lee et al. (2006) find that tension is present for both groups, but in a different way. In line with their expectations, tension with the
Chinese managers was emotional and influenced by the atmosphere of
the cooperation during the negotiations. For the Chinese, a coopera-
tive atmosphere reduced the perceived tension and increased empathy
toward the Americans. The investigators also showed that higher lev-
els of tension had a negative effect on empathy levels and trustwor-
thiness and resulted in negative expectations about cooperation with
Americans in the future. Both the Americans and the Chinese rated
the levels of cooperation in their own teams (intracultural) as higher
than that of their foreign partners. This finding has been established
by other people as well. Brett and Okumura (1998) and Adair et al. 
(2001) investigated both intra- and intercultural negotiations between
Japanese and American managers and found that (a) there are main
effects of culture on the behavior of these managers and also that (b)
intercultural negotiations are more difficult than intracultural nego-
tiations. Based on a negotiation simulation game in a group of 462
American, Canadian and Japanese business people, Adler and Graham
(1989) explicitly test the assumption that managers behave similarly
in both intra- and inter-cultural settings. They find that behaviors in
cross-cultural negotiations differ in important ways. A similar obser-
vation has been made by Rao and Hashimoto (1996), who compared
the behavior of Japanese managers dealing with Japanese subordinates
and Canadian subordinates. They found that significant differences in
strategies existed that were associated with the national culture of
the subordinates. In other words, “the face-to-face conduct of nego-
tiations may be influenced by behavioral discrepancies when persons
of different cultural backgrounds are brought together” (Sawyer and
Guetzkow 1965, in Adler and Graham 1989: 517). This clearly shows
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the complexity of the role of culture in understanding negotiation
processes. 
The attitude toward cooperative strategies has been the focus in
a study by Steensma et al. (2000). Based on survey research among
484 entrepreneurs from Australia, Finland, Greece, Indonesia, Mex-
ico, Norway and Sweden, they relate Hofstede’s dimensions to the
individual attitude of these entrepreneurs toward cooperative strate-
gies. They find that entrepreneurs from societies that are masculine
and individualistic have a lower appreciation for cooperative strate-
gies compared with entrepreneurs from societies that are feminine and
collectivist. According to Dyer and Chu (2000: 603–604), masculine
cultures view cooperation in general as a sign of weakness and indi-
vidualistic societies place a high value on independence and control. 
Entrepreneurs from individualist cultures place greater emphasis on
contractual safeguards. The essence of Steensma et al. (2000) is that all cultures have their own specific cooperative strategies, providing further evidence that in case of intercultural cooperation, negotiation
clashes, frustrations and (negative) emotions are most likely to occur; 
or are at least more likely than in intracultural settings in which every
actor involved is familiar with the negotiation routines and underlying
values. 
Scott-Marshall and Boush (2001) have investigated the decision-
making process of export managers in Peru and the US. What is inter-
esting about their paper is that they also track the dynamic role of
cultural differences in import–export relationships. Using a scenario-
based questionnaire, they find that the influence of cultural differ-
ences gradually fades away in favor of personal characteristics and
the relationship-specific history. This suggests that if the process of
interaction unfolds in a positive way, the moderating role of cultural
differences is reduced. These differences may be especially relevant
in understanding initial stages of intercultural interaction. But once a
certain level of trust has been achieved, cultural differences matter no
more (or less). 
8.6 Discussion: how culture matters
As we described in our definition of IB, its origin can partly be traced
back to international economics. However, since the 1970s the two
subdisciplines of international economics and international business
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have diverged substantially. Both international economics and IB share
an interest in the MNE and the international organization of produc-
tion, but the two fields co-exist in relative isolation, with limited inter-
action. In line with our earlier discussion of a culture of economics in
Chapter 4, we could argue that economics and IB have come to con-
stitute different cultures, with different stocks of common knowledge, 
shared meanings and heroes. Each field has its own top journal (the

Journal of International Economics  and the Journal of International
Business Studies, respectively) and main conferences, which severely limits the amount of spillovers between the two related fields. This
separation is even more striking when taking into account the shared
historical importance attached to works by, for example, Vernon’s
Harvard Multinational Enterprise Project at Harvard Business School
in 1965 and Kindleberger’s work entitled American Business Abroad, 

six lectures on direct investment, published in 1969. The divergence since the 1970s holds for the methodological frameworks applied (formal vs. descriptive), the role of the multinational firm (black-box or
main variable of interest) and the type of data used (secondary vs. 
survey-based), but not for some of the core questions in both fields. 
Given the recent development in international economics to incor-
porate firm-level characteristics in (formal) models of international
economic activity, the potential for spillovers has increased recently.6
6 One of the recent articles in the Journal of International Economics ( JIE), entitled “Cross-border mergers and acquisitions vs. greenfield foreign direct investment: The role of firm heterogeneity” by Nocke and Yeaple (2007), is a nice example. The authors develop a general equilibrium model that includes
heterogeneous firms and complement previous research published in JIE  that has tried to tackle the issue of firm-level heterogeneity in explaining the
international organization of production by multinational enterprises
(Grossman et al. 2006; Grossman and Helpman, 2004; Ruckman, 2004). 
The Nocke and Yeaple article is especially interesting as it briefly refers to the management strategy literature. As discussed in this chapter, one of the entry-mode choices that has been studied extensively in IB is that between
greenfield and acquisition entry, exactly the one studied by Nocke and Yeaple. 
Unfortunately, these authors do not refer to this literature at all in their otherwise insightful paper. The IB literature on this topic has offered abundant empirical evidence that an MNE’s choice between greenfield and acquisition
entry indeed depends on firm-level factors. As touched upon in this chapter, these firm-level factors include an MNE’s technological know-how, its
international and host-country experience, its level of diversification and its experience with greenfields and acquisitions, among others. We feel that the Nocke and Yeaple (2007) paper could have benefited tremendously from these
studies, had they been aware of their existence. 
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So given this process of convergence, what can economists learn from
IB and the way IB scholars deal with culture? 
The fact that IB scholars have gone beyond the argument that culture
matters and aim to show how culture matters is an important lesson for
economists interested in dealing with culture as an object of study. IB
shows us the need not just to look at the economic effects of different
cultures doing comparative analysis but also to study the effects of cul-
tural distances and relations between cultures. Approaching culture in
such a more interactive, dynamic way offers a richer perspective to deal
with cultural heterogeneity than that often employed by economists. 
What we can also learn from IB is the need to move beyond the simple
inclusion of a culture variable in our models and empirically estimate
whether this variable is significant. We need to theorize on how, under
what circumstances and according to what time frame (dynamic) which
aspects of culture matter for the phenomenon of interest (cf. Shenkar
2004 and Earley 2006). If anything, IB scholars have shown that not
all cultural predispositions matter in all aspects of IB. For economists, 
this means that instead of simply including a culture dimension such as
Hofstede’s uncertainty avoidance, they need to theorize on why uncer-
tainty avoidance would matter in this case. Claiming that culture is
related to a country’s financial system is not an interesting hypothesis. 
What is required in this case is a careful theory prescribing how cul-
ture, for example its level of uncertainty avoidance, may be correlated
with tolerated levels of price uncertainty (inflation) and how this may
affect the way in which people have “organized” their monetary policy
and the associated level of central bank independence ( see  Chapter 9
for a more elaborate discussion on this topic). More generally, the lit-
erature discussed in this chapter shows that economists can learn from
IB that:
(a) economists need to theorize more how certain culture dimensions
or cultural differences affect the phenomenon of interest; 
(b) an extensive literature exists relating firm behavior to cultural
characteristics of home and host countries (and the differ-
ences between home and host), yielding important micro-level

insights; 
(c) aggregate analyses of culture and patterns of trade and FDI require
a detailed understanding of the way culture affects micro-level firm
behavior. 
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The intrinsic interest of IB scholars in culture has resulted in a rel-
atively fine-grained understanding of culture, both theoretically and
empirically. At the same time, IB scholars and economists have shared
historical roots and a shared interest in improving our understanding
of the global distribution of MNE activity and the determinants of
this distribution. Although we have witnessed an increased divergence
between international economics and IB in the last few decades, the
recent trend in international economics in which firm-level heterogene-
ity is taken into account may positively affect the spillover potential. 
Given its preoccupation with culture and cultural differences, IB is a
rich and powerful source of knowledge for (international) economists
who wish to include culture in their analysis. 
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Comparative corporate governance
9.1 Introduction
Two related developments explain the interest of corporate governance
scholars in the role of culture. First, practitioners in the field of corpo-
rate governance have discovered the relevance of cultural differences, 
which has subsequently led to a revised perspective of pension funds, 
international securities agencies, the OECD, the World Bank and the
IMF on corporate governance, one in which national cultural differ-
ences play an important role (Licht 2001). Second, and parallel to this
inductive – practice-oriented – route toward the recognition of cul-
ture, a more deductive, theory-driven route has pushed the interest in
culture as well. Economic growth theorists have pointed toward the
importance of a well-functioning corporate governance system, which
raised the subsequent question as to why quality differences in cor-
porate governance regimes exist. This triggered an intense debate on
the origin of such differences. Recent research suggests that historical
differences in legal origin and culture help explain such differences. 
In comparing corporate governance regimes scholars have turned
toward legal origin of societies (countries) and developed a range of
measures to proxy for a nation’s legal origin. Like the Hofstede dimen-
sions in the field of international business (as discussed in the previous
chapter), these measures of legal origin have become a cornerstone
of empirical studies in financial economics and comparative corporate
governance. When discussing legal origin, scholars frequently refer to
the role of culture and a society’s cultural background. The causal
chain of logic often includes explicit references to a role of culture. 
Despite the intuitive attractiveness of relating legal origin directly or
indirectly to culture, many scholars struggle with the concept of cul-
ture. It is unclear whether legal origin is seen as  culture (it is, just like culture, an exogenous factor) or whether there is a relationship
between legal origin and  culture. Given the way many scholars have
254
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operationalized legal origin, it actually shares almost all of the charac-
teristic elements of our definition of culture as discussed in Chapter 1. 
Both legal origin and culture are inherited, specific, exogenous, man-
made, systems of thought and concern values and norms. 
In this literature, culture is often interpreted as an exogenous driver
of a process of infinite regress (from growth to financial systems to cor-
porate governance to legal origin to culture), but should somehow also
fit the neoclassical optimality framework commonly used in financial
economics. Stulz and Williamson write that ‘we would expect individ-
uals to trade off the costs and benefits of specific cultural values’ (Stulz and Williamson 2003: 338). This inclusion of culture in an otherwise
standard economic framework creates a methodological challenge and
raises questions that help us in our understanding of culture in eco-
nomics in general. In other words, we include this chapter because
it forces us to reflect on culture as an optimal outcome of deliberate
choices, discusses the notion of optimality of values, introduces the
phenomenon of an infinite regress explicitly and triggers a range of
questions related to measurement and operationalization. 
In the following section we first define corporate governance. Many
definitions exist and we explain how we interpret corporate governance
in the context of this book. We subsequently discuss the traditional
distinction that is often made in financial economics, i.e. bank-based
vs. market-based systems. Then, we introduce the contemporary dis-
tinction between common law and civil law regimes. In Section 9.3 we
describe how legal origin has been related to differences in corporate
governance regimes. We assess the way culture has been included in
this field of research in Section 9.4 and in Section 9.5 we provide a
critical evaluation of this comparative corporate governance approach. 
Section 9.6 concludes. 
9.2 Corporate governance systems and legal origin

9.2.1 Corporate governance
Corporate governance consists of the ‘whole set of legal, cultural, and
institutional arrangements that determine what publicly traded corpo-
rations can do, who controls them, how that control is exercised, and
how the risks and returns from the activities they undertake are allo-
cated’ (Blair 1995: 3). In financial economics, corporate governance
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deals primarily with the agency problem, i.e. the separation between
manager and owner. Starting with Berle and Means (1932), financial
economists have been concerned with the risk of insiders expropriat-
ing the investments made by outsiders because of a lack of control.1
Instead of investing the capital in the most effective and efficient way, 
managers would pursue “prestige, power, or the gratification of per-
sonal zeal” (Berle and Means 1932: 122). This conflict of interest
between principal and agent forms the core of the field of corporate
governance. “At the extreme of no investor protection, the insiders
can steal a firm’s profits perfectly efficiently. Without a strong reputa-
tion, no rational outsider would finance such a firm” (LaPorta et al. 
2000: 6). Because of this preoccupation with the risks investors run, 
corporate governance concentrates on the protection of these investors
and the set of legal mechanisms through which outside investors are
protected against the risk of expropriation by insiders.2 More exten-
sive discussions of corporate governance can be found in Blair (1995), 
Shleifer and Vishny (1997) and Becht et al. (2005). 
The central thesis in comparative  corporate governance is the
acknowledgment that to properly understand the patterns of corpo-
rate finance in different countries – i.e. the protection of shareholders
and creditors – we need to understand the characteristics of the legal
system. One of the reasons why research along these lines has become
so popular is the (perhaps obvious) finding in the early and mid-1990s
that well-developed financial systems directly affect economic growth
rates in a positive way. As a logical next step, questions were raised
trying to explain why some countries have well-developed financial
1 An interesting historical account of how Berle developed his thesis on
expropriation risk and the context in which this took place can be found in
Licht (2003). A more general discussion of the evolutionary development of
securities regulation and the historical role of norms in contemporary securities law in the UK and the US can be found in Banner (1998). 
2 This contractarian approach to the relationship between investor and manager is not without criticism (Davis 2005). For example, complementary to Berle and Means’ (1932) explanation of the rise of the modern corporation, Roy (1997)
takes a non-functionalist perspective and traces the legal, political and class roots of this rise. Fligstein (1990) has focussed on the role of the state in explaining the development of these corporations in the twentieth century ( see
also  Campbell et al. 1991). Despite these critical accounts on the “efficient history” (Davis 2005), the dominant paradigm in financial economics is agency theory and the focus on the risk of expropriation by insiders and the control by investing outsiders. 
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systems while in other countries it seems to be extremely difficult to
develop laws and contract enforcement mechanisms that support the
operation of financial markets (Beck et al. 2001). In explaining these differences, research has concentrated on the legal origin of corporate
governance systems (LaPorta et al. 2008). 
Culture in this field is often proxied by legal origin, more specifically
the distinction between common and civil law countries. Following
Merryman (1985: 2), “the legal tradition relates the legal system to the
culture of which it is a partial expression.” Of course, a cheap (though
partly justified) comment on such an approach would be to criticize
this field for an incomplete conceptualization and operationalization
of culture. As we have seen in previous chapters, culture as a system
of values is a complex phenomenon and to limit the concept and
measurement of culture to differences in legal families seems rather
simplistic. We will return to this criticism in the concluding section
of this chapter. For now, it is impossible to deny the importance and
prominence of this institutional explanation of differences in corporate
governance. It is a vibrant field of research and many scholars working
in this field present their studies as contributions to the broader field
of culture (and institutions, however defined) and economics. Hence, 
we feel that a closer discussion is warranted. 
Traditionally, financial systems are described according to the dis-
tinction between bank-based and market-based systems. Since the
early 1990s, an increasing number of financial economists, personified
by LaPorta, Lopez-de-Silanes, Shleifer, Vishny (LLSV) and Zingales
have studied the antecedents or origins of the differences in corpo-
rate governance by looking at differences in legal traditions (Zetzsche
2007). 

9.2.2 Bank-based vs. market-based typology
Regarding types of financial system, the most basic distinction made
is the one between bank-based and market-based systems. Countries
such as Germany and Japan are traditionally associated with bank-
based systems, whereas the United States and the United Kingdom
are associated with market-based systems. A bank-based system can
be described as a relationship-based type of corporate governance in
which a main bank provides finance and  governance to a firm. In
market-based types of corporate governance, finance is provided by
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a large number of (anonymous) investors via equity markets. The
bank-based view emphasizes the role of banks as “financial interme-
diators in ameliorating information asymmetries and intertemporal
transaction costs.” The market-based view, meanwhile, stresses the
importance of well-functioning “securities markets in providing incen-
tives for investors to acquire information, impose corporate control, 
and custom design financial arrangements” (Levine 2002: 3). Hence, 
bank-based systems are more relational, while market-based systems
are more arm’s length (Kwok and Tadesse 2006b). Traditionally, both
development economists and corporate finance theorists viewed debt
and equity financing as substitutes. Over time, many economists have
argued that bank-based systems are better at mobilizing savings, iden-
tifying good investments and exerting corporate control, particularly
during take-off stages of economic development with relatively weak
institutional environments, whereas market-based view proponents
have emphasized the advantage of (relatively anonymous) markets in
allocating capital (Levine 2002; Carlin and Mayer 2003). 
The disadvantage of a bank-based system compared with a market-
based system is that the former is based on rather close ties between
firms and banks and the funding possibilities for outsiders (e.g. multi-
nationals) may be relatively limited (Levine 2002). In a bank-based
system, powerful banks can stymie innovation by extracting informa-
tional rents, protecting established firms with close bank–firm ties from
competition and colluding with firm managers impeding efficient cor-
porate governance (Levine 2002). At the same time, such relational ties
can affect credit ratings of firms in a bank-based system in a positive
way, because it leads to lower monitoring costs or lower credit risks
(Purda 2008). In the end, as argued by LaPorta et al. (1998, 1999) and empirically confirmed by Levine (2002), it may not so much be the distinction between bank-based or market-based but the quality of these
two systems that matters. The more recent financial services view has
gone beyond the simple discussion on markets vs. banks and places the
analytical spotlight on creating better functioning banks and markets. 
At least for economic growth it has been shown that the type of system
does not matter, but the extent to which investor rights are protected
in both systems does. LaPorta et al. (1997) have shown that, on average, countries with higher ratios of debt to GDP also have bigger stock
markets. Thus, the issue may not be banks or  markets but the quality of the financial services offered. In general, well-functioning financial
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markets (of either type) reduce the costs of external finance for firms
(Rajan and Zingales 1998). 
Although other classifications do exist – for example a classification
based on the Glass-Steagall Act, in which a distinction is made between
countries formally restricting ownership of corporate equity by banks
(US) and countries that do not have such regulations (Germany) –
contemporary literature in financial economics concentrates on the
extent of investor protection.3 In this focus on investor protection, 
attention has shifted toward the legal position of investors, be it share-
holders or creditors. 

9.2.3 Legal traditions
The legal approach to corporate governance is based on the view that
protection of outsiders, be it shareholders or creditors, originates in
the legal system. This implies both the type  of laws and the enforcement  of these laws. According to LaPorta et al. (2000, 2008), the legal approach is a logical step in the evolutionary development of the field
of financial economics. They argue that it extends seminal contribu-
tions by Modigliani and Miller (1958), Jensen and Meckling (1976)
and Hart (1995). Although Modigliani and Miller (1958) focussed
on the firm as a collection of investment projects and associated cash
flows, they did not explain why the cash flow would return to the
original investors. Jensen and Meckling (1976) introduced the notion
of financial claims of investors and the risk of insider expropriation by
focussing on (financial) contracts. Hart (1995) extended this by fram-
ing the financial contract as one element of a broader residual control
rights that investors may have (power to change directors, to force
dividend payment, etc.). However, both Jensen and Meckling and the
residual control rights framework are based on the well-functioning
of the legal system. And this logically leads to the conceptual idea that
types of law, and the quality of their enforcement, are a fundamental
part of the system of corporate governance. 
Researchers in this field typically argue that there are historical
reasons for differences in corporate governance regimes. Because legal
3 See  Zetzsche (2007) for an elaborate distinction between i) bank based versus market based, ii) common law versus civil law, iii) shareholder versus
stakeholder, and iv) explicit versus implicit systems of corporate control. In the context of this book, we concentrate on legal origin. 
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families originated before financial markets had developed, there is no
problem of endogeneity and legal origin is seen as a valid exogenous
(instrumental) variable in explaining differences in corporate gover-
nance systems. “Legal families appear to shape the legal rules, which
in turn shape financial markets” (LaPorta et al. 2000: 9). In classifying legal families, a key distinction is made between common law systems
and civil law systems. Common law originates in England and civil
law has Roman roots. Both common law and civil law tradition (espe-
cially France and Spain) have spread throughout the world by means
of conquest, borrowing or imitation and imperialism. LaPorta et al. 
(1998, footnote 1) do not take into account religious law, e.g. Islamic
law (Sharia), because they consider these to be less relevant and they
focus on secular legal traditions.4
Both the civil and the common law traditions have historical roots
(LaPorta et al. 1998; Beck et al. 2001; Glaeser and Shleifer 2002; Stulz and Williamson 2003; Zetzsche 2007; LaPorta et al. 2008). The civil
law tradition is based on Roman law and uses statutes and codes as
major means of ordering legal material. As a consequence it is prac-
ticed by legal scholars who formulate the rules. Not taking into account
village-level tribunals, civil law is oldest and most widely distributed
around the world. However, it is not uniform and three subtraditions
are distinguished: the French, German and Scandinavian civil law, each
with their own specific historical trajectory. The French civil law tra-
dition was shaped by Napoleon in the early nineteenth century and
has been exported to Belgium, the Netherlands, Italy and a number
of former colonies in the Near East and Southern Africa and through
Spain and Portugal, as well as in southern and Central America. The
German civil law code was developed at the end of the nineteenth cen-
tury (Bismarck’s unification of the German states) and has influenced
and shaped law systems in Austria, Japan and Korea, amongst others. 
The Scandinavian law family is seen as a separate tradition because it
was less derivative of Roman law than the French and German law
4 The exclusive focus on civil and common law is understandable from a Western point of view, but triggers fundamental questions. For example, to label civil law – with its roots in Rome where authority was derived from the divine
emperor – as secular is an anachronism ( see also  Zetzsche 2007). Similarly, to label religious law as irrelevant can be disputed because the question is, irrelevant to whom? To put it bluntly, the focus on common and civil law runs the risk of being an ethnocentric classification. We discuss this in detail in Section 6 of this chapter. 
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systems. In contrast with the civil law system, common law is formed
by judges who have the specific task of solving disputes and these
judges do not base themselves on general scholarly contributions but
use precedents from judicial decisions made in the past. Common law
has its roots in England and was exported to the United States, Canada, 
Australia and many other countries, often former colonies of England. 
Generally speaking, research along the legal origin “paradigm” 
seems to suggest that it is not true that some countries protect share-
holders and others protect creditors, as the distinction between bank-
based and market-based systems would suggest, but some countries
protect all outside investors better than others (LaPorta et al. 2000, 2008). The typical hypothesis regarding the extent to which investors
are protected and the legal origin of countries is that countries with a
common law tradition perform better. To test this thesis, scholars have
measured aspects of corporate governance and linked these aspects to
a country’s legal origin. These empirical approaches have focussed on
the protection of shareholder rights, creditor rights and the enforce-
ment of both. We discuss the theoretical reasoning and the empirical
arguments in the next section. 
9.3 Differences in investor protection regimes

9.3.1 Explanations
In understanding the logic of how differences in legal origins shape
financial systems, more specifically why common law systems are
assumed to be better at protecting investors than civil law systems
are, four basic explanations are put forward. Parallel to the judicial
explanation and the political explanation (LaPorta et al. 2000, 2008), there are the legal adaptability approach and the endowment view. 
The essence of the judicial explanation is best summarized by LaPorta

et al. themselves (2000: 9): “Legal rules in the common law system are usually made by judges, based on precedents and inspired by general
principles such as fiduciary duty of fairness. Judges are expected to rule
on new situations by applying these general principles even when spe-
cific conduct has not yet been described or prohibited in the statutes. 
( . . . ) The expansion of legal precedents to additional violations of
fiduciary duty, and the fear of such expansion, limit the expropriation
by the insiders in common law countries.” 
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LaPorta et al. (2000) continue discussing the civil law system. “Laws in civil law systems are made by legislatures, and judges are not supposed to go beyond the statutes and apply ‘smell tests’ of fairness
opinions. As a consequence, a corporate insider who finds a way not
explicitly forbidden by the statutes to expropriate outside investors
can proceed without fear of an adverse judicial ruling. Moreover in
civil law countries, courts do not intervene in self-dealing transactions
as long as these have a plausible business purpose. The vague fiduciary
duty principles of the common law are more protective of investors
than the bright line rules of the civil law, which can often be circum-
vented by sufficiently imaginative insiders.” Obviously this reasoning
is based on the assumption that judges are inclined to protect outside
investors instead of the insiders. This is where the additional political
explanation comes in. 
The political explanation of the superior investor protection in com-
mon law vs. civil law countries is based on the observation that the state
has historically had a greater role in regulating business in civil law
countries than in common law countries. This explanation is grounded
in the differences between the relative power of a king and property
owners across European states. In England, common law was influ-
enced by the fact that property law was developed to protect private
property against the crown and over time this protection was extended
to investors. In contrast with England, parliament in civil law countries
such as France and Germany was weaker and the state did not surren-
der its power over economic decisions to independent courts (LaPorta

et al. 2000, 2008; Glaeser and Shleifer 2002). The key explaining
variable in this political–historical approach is the power of the gov-
ernment vs. that of the judiciary, and civil law is in fact a proxy for
a strong state. That is not to say that values do not play a role in
such an explanation. In fact, Zetzsche (2007) documents extensively
how religious values are intertwined with views on the role of the state
and that of commercial corporations. Empirical evidence for the thesis
of higher levels of government intervention in civil law countries is
provided by LaPorta et al. (1999). The authors claim to have found
that the amount and quality of regulation, prevalence of red tape and
bureaucratic delays are higher in civil law countries, particularly in
French civil law countries. 
Parallel to these “static” legal origin and political historical
explanations, scholars have tried to explain differences in the quality
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of financial systems in terms of geographical endowments and the
extent to which legal systems are flexible. This latter approach does
not assume a fixed relation between legal origin several hundred years
ago and a country’s current corporate governance system, but refers
to what degree both law systems allow for changes in laws. This legal
adaptability approach holds that common law is inherently dynamic
because of the case-by-case approach.5 French civil law is relatively
more fixed because it was conceived as a complete, unambiguous, 
internally consistent system resulting in more rigid laws concerning
financial transactions (Beck et al. 2001). And because financial systems have developed, it is argued that the common law approach has
been better able to stay “in touch” with the commercial and financial
needs of an economy. Hence, “differences in legal tradition influence
legal system adaptability, which in turn shapes financial development” 
(Beck et al. 2001: 489). 
The endowment view holds that geography, topology and the asso-
ciated climatic characteristics of a country (including diseases) shape
the development of institutions, including the financial institutions
(Diamond 1997; Acemoglu et al. 2001; Easterly and Levine 2003). As
institutions have spread partly through conquest by European colo-
nizers, this endowment approach has been used to explain the nature
of the institutions (exploitive or long-lasting settlements) in former
colonies. Hospitable endowments favored the construction of settler
colonies, where Europeans established secure property rights (Beck

et al. 2003). A general problem with this endowment-based expla-
nation is that explanations can be orthogonal. For example, it has
been argued that lands with high rates of disease and poor large-
scale agricultural farming possibilities do not develop economically
and financially because of their small scale and the associated lack of
specialization ( see  Beck et al. 2001). However, in explaining the difference between North and South American economic development, 
it has been argued that the large-scale farming possibilities in South
America have resulted in institutions aimed at protecting the vested
interests of a few landholders. Meanwhile, North American small-
scale farming has resulted in more egalitarian institutions (Engerman
5 Beck et al. (2001) also refer to the German civil law system as a more dynamic system than the French civil law system. For details we refer to Beck et al. 
(2001: 489). 
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and Sokoloff 1997, 2002). These differences have resulted in different
systems of property rights, including some basic characteristics of the
financial system. For an empirical test of the legal-adaptability and
endowment view we refer to Beck et al. (2001, 2003). They find that
both legal origin and a country’s geographical endowments are impor-
tant determinants of stock market development and private property
rights protection. 
Notwithstanding the difficulty in distinguishing between these expla-
nations, a whole range of initiatives has been undertaken since the
mid-1990s to explore empirical characteristics of financial systems, 
most notably LaPorta et al. (1998) and subsequent studies by LLSV. 
In doing so, scholars have typically concentrated on investor rights
(both shareholder and creditor) and the enforcement of these rights. 

9.3.2 Differences in shareholder and creditor rights
Shareholder rights encourage the development of equity markets, as
measured by the valuation of firms, the number of listed firms and
the rate at which firms go public (LaPorta et al. 1997, 2000, 2008). 
LaPorta et al. (1998) operationalize shareholder rights along two key dimensions, i.e. anti-director rights and mandatory dividend, of which
the first seems to be most important and is a composite measure consist-
ing of five underlying items. The anti-director rights index captures the
extent to which the legal system favors minority shareholders against
managers or dominant shareholders in the corporate decision-making
process, including the voting process itself. The underlying items relate
to the presence or absence of practices such as (i) if shareholders are
required to show up in person or send an authorized representative
if they wish to vote, (ii) cumulative voting for directors or propor-
tional representation on the board and minority shareholders being
allowed to name a proportional number of directors, (iii) the per-
centage of share capital needed to call an extraordinary shareholders’
meeting, (iv) an oppressed minority mechanism is in place, (v) the min-
imum percentage of share capital that entitles a shareholder to call for
an extraordinary shareholder meeting is less than the sample median
(10 percent). ( See  LaPorta et al. 1998: 1127–1128 for further details.) The total score of the anti-director rights index ranges from 0 to 5, 
where a country such as Belgium scores 0 and Canada and the United
States score 5. The mandatory dividend index reflects the extent to
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which firms are allowed to pay out a certain fraction of their declared
earnings as dividends. According to LaPorta et al. (1998), this index may be seen as a legal substitute for the weakness of other protections
of minority shareholders. 
Ten years after the 1998 seminal contribution by LLSV, Djankov

et al. (2008) published a revised anti-director index and a new measure for shareholder protection called the self-dealing index. Since 1998, the
anti-director index developed by LLSV had been criticized on numer-
ous grounds (some of which will be discussed next). The revised index
relies on similar basic dimensions of corporate law, but defines them
with greater precision and for a larger number of countries (seventy-
two vs. forty-four). In addition, Djankov et al. (2008) developed a new so-called anti-self-dealing index, which according to them is developed
not so much on an ad hoc basis but based on theoretical grounds. 
Assembled with the help of Lex Mundi law firms across the world, 
the index is derived on the basis of an example of self-dealing and
lawyers from seventy-two countries are asked how investors are pro-
tected (both ex ante  and ex post) against this agency problem. Based on a range of items relating to disclosure, approval and litigation, 
Djankov et al. (2008) develop their self dealing index. 
In Table 9.1 we show the scores on this composite shareholder
rights indices for the different law groups. For the scores of the indi-
vidual countries we refer to Table 2 in LaPorta (1998) and the various
tables in Djankov et al. (2008). Djankov et al. (2008) feel that the anti-self-dealing index is the most complete index proxying investor
protection. 
As becomes clear from the scores on the different indices depicted
in Table 9.1, the common law countries score highest on shareholder
rights and the French and German civil law countries score lowest. 
Note that this index reflects a composite measure and LaPorta et al. 
(1998) and Djankov et al. (2008) also show the results for the individual dimensions. In both cases, a similar picture emerges: “Relative to
the rest of the world, common-law countries have a package of laws
most protective of shareholders” (LaPorta 1998: 1129). The reverse
holds for French civil law countries. The difference in the shareholder
rights score between French civil law and common law countries is
also statistically significant (at 1 percent). Although the German civil
law countries score equally low on the 1998 composite indicator of
the shareholder rights protection index, this seems to be particularly
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Table 9.1. Shareholder and creditor protection
Shareholder
rights index
Revised
(anti-director anti-director
Anti-self-
Creditor
index, 
index
dealing index
rights index
LaPorta et al. (Djankov et al. (Djankov et al. (LaPorta et al. 
1998)
2008)
2008)
1998)
English common
4
4.19
.66
3.11
law heritage
French civil law
2.33
2.91
.33
1.58
heritage
German civil law
2.33
3.04
.38
2.33
heritage
Scandinavian civil 3
3.80
.39
2
law heritage
World average
3
3.37
.44
2.3

Source:  LaPorta et al. (1998) and Djankov et al. (2008) caused by two sub-items (the relatively high frequency of the one
share – one vote system and the question as to whether minority share-
holders have legal mechanisms against oppression by directors). 
Creditor rights encourage the development of lending (LaPorta

et al. 1997). Laws protecting creditors are primarily concerned with bankruptcy and reorganization procedures. These include measures
enabling creditors to repossess collateral, to protect their seniority and
to make it harder for firms to seek court protection in reorganization
(LaPorta et al. 2000). Similar to the operationalization of shareholder rights, creditor rights are also proxied by a composite measure consisting of five underlying items. These items all refer to the position
of creditors in case of reorganizations ( see  LaPorta et al. 1998: 1135
for details). As shown in Table 9.1, the common law countries score
highest (3.11) on creditor rights and the French civil law countries
score lowest (1.58). This difference is also statistically significant. The
German civil law countries score in between and do not differ sig-
nificantly from the English common law countries. Interestingly, the
United States scores lowest within the group of the common law coun-
tries (1 vs. the group average of 3.11). Updated scores for creditor
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rights provided by Djankov et al. (2007) do not change this overall
picture. 
In sum, though minor differences exist between common law and
civil law countries on some individual items, the picture that emerges
from the scores developed by LaPorta et al. (1998) and Djankov et al. 
(2008) and shown in Table 9.1 is that the group of common law
countries have the highest shareholder and investor protection and
that especially French civil law countries provide the lowest protection
of both shareholders and creditors. The German and Scandinavian civil
law countries are in between. A full explanation as to why common
law systems are better at protecting investors than civil law systems
remains absent, but Glaeser and Shleifer (2002: 1222) point to the fact
that expropriation by insiders is difficult to control by a single rule. 
This is difficult because a “broad range of creative behavior designed
to expropriate investors ‘falls between the cracks’ in the rules.” And
because the common law system is not based on a system of bright line
rules, it may be better equipped to deal with agency problems. 

9.3.3 Differences in enforcement
LaPorta et al. (2000) and especially LaPorta et al. (1998) and Djankov et al. (2008) provide extensive evidence on enforcement and legal origin. Their argument to take enforcement into account is based on the
premise that a strong system of legal enforcement could potentially
substitute for weak rules. Using a variety of databases, LaPorta et al. 
(1998) use five measures of law enforcement: (i) efficiency of the judi-
cial system, (ii) rule of law, (iii) corruption, (iv) risk of expropriation
by the government and (v) likelihood of contract repudiation by the
government. In addition to these five measures they use a measure for
the quality of the accounting standards. Djankov et al. (2008) develop a public enforcement measure based on the extent to which fines and
criminal sanctions apply to behavior ranging from criminal intent to
obtain unlawful profits to breaches of duties and care and loyalty. 
Table 9.2 summarizes the scores on the different indicators for the
different country clusters. 
Taking into account that the quality of enforcement is positively cor-
related with level of economic development, law enforcement in terms
of efficiency of the judiciary and lack of corruption is highest in Scan-
dinavia and Germany (both civil law countries). Except for Djankov
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Table 9.2. Enforcement
Efficiency of
Rule
Risk of
Risk of contract
Accounting Public enforcement
judicial system of law Corruption expropriation repudiation
standards
(Djankov et al. 2008)
English common
8.15
6.46
7.06
7.91
7.41
69.62
.32
law heritage
French civil law
6.56
6.05
5.84
7.46
6.84
51.17
.42
heritage
German civil law
8.54
8.68
8.03
9.45
9.47
62.67
.48
heritage
Scandinavian civil 10
10
10
9.66
9.44
74
.55
law heritage
World average
7.67
6.85
6.9
8.05
7.58
60.93
.41
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et al.’s 2008 index, the French civil law countries score lowest on all aspects of the quality of law enforcement. Common law countries are
generally in between. Instead of substituting for the lower levels of
shareholder and investor protection, the enforcement indices suggest
that low investor protection, be it shareholders or creditors, coincides
with low levels of enforcement. Djankov et al.’s 2008 measure of public enforcement provides a slightly different picture, in the sense that
differences between common law and civil law are not significant. It is, 
however, still the case that French civil law countries score relatively
low on this new index. 
In sum, the mainstream literature in this field typically argues that
laws vary significantly across countries because of differences in legal
origin. It is found that “civil laws give investors weaker legal rights than common laws do, independent of level of per capita income. Common law countries give both shareholders and creditors – relatively
speaking – the strongest, and French civil law countries the weakest, 
protection. German civil law and Scandinavian countries generally fall
in between the other two. The quality of law enforcement is the highest
in Scandinavia, and German civil law countries, next highest in com-
mon law countries, and again the lowest in French civil law countries” 
(LaPorta et al. 1998: 1116). The reason why the results on enforce-
ment measures are mixed and not as clear as the scores on investor
protection could be linked with the fact that enforcement involves the
likelihood that criminal sanctions are actually imposed (rather than
their mere existence). Unfortunately, so far no data exist on actual
enforcement practices, although it can be expected that the literature
will move in this direction in the near future. 

9.3.4 Consequences
The fact that legal origin is such an important determinant of the type
and especially the quality of financial systems in terms of the protection
of investors has additional consequences ( see  Fergusson 2006 for an overview). First of all, the extent to which investors – both shareholders and creditors – are protected determines the quality of the overall
financial system. This is important because it has been shown that
high-quality financial systems are an important determinant of eco-
nomic growth. By enhancing savings, turning these savings into capi-
tal and investments, and the fact that investors exercise some control
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over their capital, well-developed financial systems improve the alloca-
tive efficiencies of capital (Wurgler 2000) and affect economic growth
in a positive way (King and Levine 1993; Levine and Zervos 1998; 
Beck et al. 2000). Moreover, investor protection and overall financial development are associated with the extent to which markets decline
during financial crises; financial crises, measured in terms of exchange
rate depreciation and stock market decline, are deeper in low investor
protection countries (Johnson et al. 2000)6 and with the greater ability to fund faster growing firms (Demirg üc¸-Kunt and Maksimovic
1998). 
Second, differences in investor protection affect the ownership struc-
ture of firms. Poor investor protection will lead to concentrated control
for a number of reasons (LaPorta et al. 1998, 2000). Given that legal origin affects the extent to which investors are protected, and the extent
to which investors are protected affects ownership structures because
poor investor protection is associated with concentrated ownership
(LaPorta et al. 1998), legal origin indirectly also determines the structure of ownership in firms. Shleifer and Vishny (1997) mention two
types of costs associated with large investors. First, in contrast with
dispersed ownership, the risk is larger because large investors are not
diversified. Second, large investors represent their own interests and
these need not coincide with the other (smaller) investors in the firm
(or with the employees and managers). 
These are just two main consequences that have been derived from
this law and finance literature. Obviously there are more. However, 
in the context of this book, three questions need to be asked at this
point. First, how does legal origin relate to culture? Second, can legal
origin proxy for culture? Third, what can we learn from the legal origin
literature? We discuss the second question in the concluding section; 
first we discuss the link between legal origin and culture. 
9.4 From legal origin to culture
Driven by the argument and findings that legal origin has shaped
differences in corporate governance regimes, as a next step a lim-
ited number of studies concentrate on the differences in legal origin. 
6 Note that this study does not include the 2009 financial crisis. 
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As will be discussed below, some of them have provided explana-
tions of the differences in legal origin by using the standard efficiency
framework commonly used in economics (Glaeser and Shleifer 2002), 
whereas others struggle to fit an exogenous factor called culture into an
otherwise standard efficiency framework (Stulz and Williamson 2003). 
Yet another group of scholars has included culture without an explicit
attempt to embed the explanation in a standard economic framework
(Licht et al. 2007). These multiple approaches toward culture as a
driver of differences in legal origin and corporate governance regimes
are a broader reflection of the struggle on how to include culture in
economics. 

9.4.1 Optimality and 0–1 interpretations of culture

and legal origin
The mainstream legal origin literature clearly suggests that common
law regimes are optimal from an economic point of view. A differ-
ent question is why some countries developed a common law and
others developed a civil law regime. Guided by the economic efficiency
framework, Glaeser and Shleifer (2002) present an historical overview
and develop a formal model based on a simple yet effective trade-off. 
They start from the premise that the historical evolution of legal sys-
tems in England (common law) and France (civil law) started in the
twelfth and thirteenth centuries and that the political system in this
period has left some permanent marks on the way the legal system
developed and has shaped the choice of royal judges vs. independent
juries (cf. Zetzsche 2007). The trade-off they present is “between a
judge incentivized by the king and therefore less vulnerable to local
magnate pressure, and a jury, whose preferences are closer to those of
the community but which faces no incentives and can be more easily
coerced” (Glaeser and Shleifer 2002: 1202). Based on a social wel-
fare point of view, they argue that given the political constellation
in that period, the choice made for the legal system in both France
and England was efficient and optimal. Based on the key parameters
in their model, Glaeser and Shleifer (2002) explain both the emer-
gence of the two different systems and their respective convergence in
the twentieth century. Their approach raises the question of how this
efficient history fits the optimality argument made in the legal origin
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literature (with common law regimes performing better). How can
the historical development of both systems be driven by optimality
and efficiency, but the subsequent economic performance of one of
the two systems be sub-optimal? A similar “struggle” can be found
in more contributions, for example the one by Stulz and Williamson
(2003), who explore whether differences in culture, operationalized as
religious heritage, explain differences in investor protection. The ratio-
nale for them to look specifically at religious heritage is that religion is argued to shape the system of beliefs and the attitude toward market
institutions. 
Starting from the popular premise that Protestantism is more favor-
able toward market institutions,7 Stulz and Williamson (2003: 322)
wish to test whether “simple culture proxies can help explain the diver-
sity in the protection of investor rights consistently across countries” 
(Stulz and Williamson 2003: 322). Their starting point is that “we
would expect individuals to trade off the costs and benefits of specific
cultural values” (Stulz and Williamson 2003: 338) and they interpret
culture as religious heritage (Catholicism vs. Protestantism and Chris-
tian vs. non-Christian) and language (English as a main language or
not). Their methodical approach has a data-mining character in the
sense that they explore almost all possible correlations between reli-
gious heritage, language, legal origin and investor protection. Their
findings are mixed and interpretation of their statistical results is not
easy. For example, with respect to shareholder rights, they find that
legal origin is more important than religious heritage, supporting the
law and finance literature. However, they also find that culture, mea-
sured as religious heritage, is more important than legal origin when
explaining creditor rights; within the group of civil law countries, 
Catholic countries score lower on creditor rights. Finally, enforcement
7 As we have already described in the chapter on trust, non-hierarchical religions are argued to create more favorable conditions for horizontal ties enabling
trust. In financial economics, it is typically argued that the economic
organization of a religion also affects the financial market contracting; Catholic nations are associated with smaller financial markets. The reason for arguing so is that the Calvinist reformation is associated with a decentralization effort and an abolition of the hierarchical structure of the Catholic Church. And
decentralization limits rent seeking and corruption. The fact that Lutheran
and Calvinist reformers emphasize that individuals need to read the Bible
themselves, and can reach correct decisions based on their own reading, 
empowers individuals (Stulz and Williamson 2003; Zetzsche 2007). 
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is explained by both legal origin and culture, with Spanish-speaking
Catholic countries showing lower levels of law enforcement. Their
results also indicate that Protestant countries have better enforcement
of rights than do Catholic countries, but this result is not robust for
inclusion of language. 
In addition to their blurred findings, another problem of their
approach (or reason for their mixed findings) is the interpretation
of their results for “culture,” which are based on dummies for religion
and language. Such a fixed-effects approach is not uncommon ( see
e.g. Licht et al. 2007) but may lead to substantial validity problems; given that they are group-based country dummies, the question rises
as to what these dummies really measure. A dummy for classifying a
country as Protestant or Catholic is very simplistic even if the clas-
sification is carefully done, as in the study by Stulz and Williamson
(2003). Given that religious heritage is highly correlated with legal
origin (French legal origin with Catholicism and common law with
Protestant heritage), the interpretation of the statistical results when
using both variables simultaneously is complex. For example, Stulz and
Williamson (2003) make a distinction between Germany and France as
civil law countries by pointing to their Protestant, respectively Catholic
heritage. However, as La Porta et al. (1998) have shown, the civil code between Germany and France is not the same, and instead of measuring religious heritage, the 0–1 Protestant–Catholic dummy may in fact
reflect this difference in civil law regime. In other words, interpreta-
tion problems arise because of validity issues moderated by an omitted
variable bias. At a more substantive level, if we interpret culture as
a system of values, what does the 0–1 distinction between Catholics
and Protestant have to do with culture? As we described in Part I of
this book, values are not an either-or category but are continuous and
multidimensional. And even accepting this 0–1 framework, interpreta-
tion problems arise, because we cannot distinguish between the causal
mechanism driving the statistical effect of the religion dummy; is it the
economic organization of a specific religion (decentralized Protestant
and hierarchical Catholic) or the theologically value-based differences
between religious traditions? In sum, studies such as those by Glaeser
and Shleifer (2002) and Stulz and Williamson (2003) exemplify the
problems of disentangling legal origin and culture and illustrate the
difficulty of including culture in an otherwise standard efficiency opti-
mality framework. 
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9.4.2 Systems of values, local optimality and corporate

governance regimes
Studies that go beyond the 0–1 classification of culture and include
value frameworks such as Hofstede’s or Schwartz’s multidimensional
operationalization of culture do exist. A useful starting point in this
context is the contributions by Banner (1998), Coffee (2001) and Licht
and his co-authors (Licht 2001, 2003, 2008; Licht et al. 2005). In
his article entitled “The mother of all path dependencies: toward a
cross-cultural theory of corporate governance systems,” Licht uses the
cultural values frameworks developed by Schwartz and Hofstede to
argue that national cultures “play a role in both the origin and future
development of corporate governance systems” (Licht 2001: 147). He
describes a broad range of potential relationships between aspects of
corporate governance (for example, shareholding structures, executive
compensation, and self-dealing regulation) and one or more of the
culture dimensions as developed by Hofstede or Schwartz. Banner
(1998) and Coffee (2001) do the same but at a more general level
linking values and the development of (securities) law systems. 
In a follow-up article, Licht et al. (2005) explicitly seek to go beyond the legal origin approach and establish a set of empirical relations
between shareholder and creditor rights and specific values. More
specifically, they test all possible correlations between LLSV’s 1998
anti-director rights index, the creditor rights index and key cultural
dimensions of both Hofstede and Schwartz. They hypothesize that
greater reliance on concrete legal rules enforceable in the courts (higher
creditor and shareholder rights) is positively associated with Schwartz’s
cultural dimension of mastery and negatively related to the harmony
dimension. Along similar lines, Licht et al. (2005) hypothesize on the relation between the Hofstede dimensions of individualism (high) and
uncertainty avoidance (low) and the degree of investor protection. 
Based on extensive correlation and regression analyses (but occasion-
ally using relatively small samples), they find some support for their
hypotheses and show that “combining classifications based on cultural
dimensions and legal families can yield insights obscured by using one
approach only” (Licht et al. 2005: 251). Their result stands orthogonal to the results obtained by LaPorta et al. (2008), who include Hofstede’s dimensions as additional controls next to legal origin dummies
in explaining investor protection (the creditor rights index) and find
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that legal origin is significant and the culture variables are not. This
fairly simplistic regression on just one dimension of investor protection
leads LaPorta et al. (2008) to conclude that legal origin dummies are not just a proxy for culture. Despite Licht et al.’s (2005) additional step in analyzing investor protection regimes, and the operationalization of
culture as a system of values, the contribution by Licht et al. (2005) lacks some focus. This is probably caused by the broad nature of the
research question. More focussed value-based approaches addressing
just one aspect of the corporate governance regime are, for example, 
Chui et al. (2002), De Jong (2002) and Kwok and Tadesse (2006b). 
Following the “tradition” of the law and finance literature, Kwok
and Tadesse (2006b) try to explain the size and quality of the stock
market and relate cross-country differences to value differences. Coun-
tries with higher levels of uncertainty avoidance (Hofstede’s measure)
are associated with larger, bank-based financial systems, because com-
pared with stock market-based financial systems, bank-based systems
are associated with superior risk-reducing capabilities. More impor-
tant, perhaps, in the legal origin context is that the regression results
obtained by Kwok and Tadesse also seem to suggest that this uncer-
tainty avoidant effect exists next to the effect of legal origin. Hence, 
both common law countries and countries that score low on uncer-
tainty avoidance have larger and better developed stock markets. These
results are robust for a two-stage least squares approach in which
geographical endowments (continent dummies) and religious heritage
(percentage of Catholics, Protestants or Muslims) are included as
instruments for uncertainty avoidance, suggesting the causal link runs
from culture to type of financial systems instead of vice versa. 
Another example of a value-based approach toward cultural expla-
nations in finance can be found in Chui et al. (2002), who wish to
explain the cross-national differences in debt ratios (financial lever-
age). Based on extensive theoretical argumentation, they hypothesize
how and which cultural values might influence firms’ capital structures. 
They build on Schwartz’s framework and find that conservatism (asso-
ciated with moderation, social order, security and status-quo mainte-
nance) and mastery (associated with being ambitious, successful, being
independent) are both negatively related to the use of debt finance. 
Firms from countries in which people stress these values are character-
ized by a lower debt ratio. Conservatism and mastery jointly explain
44 percent of the cross-national variance in debt ratios. Interestingly, 
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when Chui et al. (2002) control for legal origin using LLSV’s classification of legal families, they still find confirmation for their hypotheses. 
Moreover, they test their thesis at both the country and the firm level. 
Their results are also robust for inclusion of variables measuring finan-
cial institutional development and other well-known determinants of
debt ratio at the firm level, such as firm size and profitability. 
To explicitly counter the “data-mining-lack-of-theory-criticism,” De
Jong (2002) has theorized on the relationship between a key construct
in financial economics, i.e. central bank independence, and a coun-
try’s value system. Focussing on Hofstede’s uncertainty avoidance, he
has tested the hypothesis that countries that are relatively uncertainty
avoidant have higher levels of central bank independence. His causal
logic is based on the idea that uncertainty avoidance is associated with
lower levels of inflation (price uncertainty) and central bank indepen-
dence is one of the key mechanisms for relatively low levels of inflation. 
Logically this would imply a causal link between uncertainty avoid-
ance and central bank independence, a claim for which he indeed finds
empirical support. 
All the above approaches aim to establish a link between culture
and governance systems. One key difference between the first group
focussing on legal origin and culture as 0–1 variables and the second
group of studies using a system of values approach (based on, for
example, Hofstede or Schwartz) is that the latter group explicitly or
implicitly starts from the notion that different combinations of culture
and governance exist and these need not suffer from relative differ-
ences in optimality. In other words, studies in comparative corporate
governance have a perspective on culture which is either in line with
the neoclassical optimality (efficiency) framework or a perspective in
which multiple (equally optimal) combinations are allowed for.8 It is
8 This latter approach based on the fit between culture and institutions is clearly reflected in the argument by Licht (2001) when he writes: “Suppose that
Germans, in general, are (statistically) significantly more sensitive than
Americans to issues like equality, social justice, and mutual help; Americans in contrast put more emphasis on ambition, success, wealth and social power. If Greece, for example, decided to reform its corporate governance system, Greek experts might consider adopting the German model of corporate governance, 
with its paradigmatic corporate governance structure of large blockholdings, mandatory employee representation on the supervisory board, relatively opaque disclosure, et cetera. Alternatively, Greece might consider imitating the
American model, with dispersed ownership of shares, ample discretion to the
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especially in the first group of studies that economists struggle to fit
culture in. 
9.5 Critique of the law and finance literature
Although the argument that historically determined differences in legal
traditions explain international differences in financial systems is a
powerful one, it is not without criticism. LaPorta et al. (1998) themselves acknowledge that their indices do not cover merger and takeover
rules, they cover disclosure only partially and they do not cover stock
exchange rules of financial institutions. As already explained, Djankov

et al. (2008) develop a new measure of anti-self-dealing explicitly to take into account some of these criticisms. More fundamental critique that goes beyond these straightforward measurement issues can
be organized along several dimensions. One can criticize the inter-
nal logic of the legal origin approach and one can criticize the legal
approach as such, including the claim that it is perhaps rather simplistic
to operationalize legal origin and culture as a 0–1 distinction. 

9.5.1 Convergence between legal families
The classification of countries by different law systems is based upon
historically shaped patterns. It can, however, be questioned whether
these 0–1 classifications still represent the differences in law systems
because of convergence since their origins in the twelfth and thir-
teenth centuries. Coffee (2000) argues that there has been consider-
able convergence between common and civil law systems. The impact
of globalization and internationalization affects securities laws so that
national law systems do not exist side by side any more (Roe 1998). 
This is illustrated by a historical study of EU business regulation, 
in which Wigger and N ölke (2007) show that European regulation
has become distinctly more Anglo-Saxon in recent years. Glaeser and
Shleifer (2002) provide an economic explanation for the convergence
board of directors (with no employee representation) and an aggressive
disclosure regime. Adopting features of the German corporate governance

system would be much smoother than adopting the American system if Greeks
shared more cultural values with Germans” (Licht 2001: 150–151, emphasis added). 
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of these systems in the twentieth century. Politically-oriented analy-
ses of convergence effects have been put forward as well. ( See  Haber et al. (2007) for a broad overview of political theories and financial development and Acemoglu et al. (2004) for an overview of political
explanations of economic development.) Roe (2003) has argued that
politics and not legal systems shape corporate governance systems. 
And going beyond the 0–1 classification, Berkowitz et al. (2003) show that the way the law was initially transplanted and received is a more
important determinant than the supply of law from a particular legal
family. 
Rajan and Zingales (2003) do not so much focus on the question
of whether convergence has taken place or not but argue that no
large differences existed at all between continental Europe and the
United States in terms of the size of their equity markets (in fact, 
the European equity market was relatively more developed) before
the First World War. Instead, the political environment (isolation and
nationalism) in the early twentieth century negatively affected the sub-
sequent financial development, leading to differences between these
groups of countries. This leads Rajan and Zingales (2003) to conclude
that “structural theories” stressing the role of time-invariant factors
such as legal origin and culture are at minimum incomplete. This cri-
tique by Rajan and Zingales (2003) triggered LaPorta et al. (2008) to develop a counter-argument. Using Rajan and Zingales’ (2003) own
data sources, LaPorta et al. (2008) claim to have shown that a care-
ful reinterpretation of these data actually supports their legal origin
view. Their critical remarks that there were no differences in equity
markets between common and civil law countries at the start of the
twentieth century is, according to LaPorta et al. (2008), based on a misinterpretation of the data. 
Taking specific issue with the convergence question, Balas et al. 
(2008) follow up on Djankov et al. (2003a) and develop historical
scores for the latter’s measure of procedural formalism, a measure of
how heavily the law regulates the procedure. Balas et al. (2008) claim to show that if anything, there has been a process of divergence in
the design of the legal process for civil litigation between civil and
common law countries since the starting date of their analysis (since
1950). Using different data for a twenty-five-year period, Djankov et al. 
(2007) report lack of convergence as well. With more and more data
becoming available, we can expect that more of these studies will be
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undertaken, testing the legal origin argument by tracing convergence
vs. divergence of regimes or outcomes of these regimes in terms of
investor protection. So far the evidence seems mixed. 

9.5.2 Functional equivalence
A second point of critique is related to the above convergence argument
and concerns the question of what the functional difference between
these legal families is. Even if these differences in legal origins still
exist, the question arises as to whether different legal systems really
lead to functional differences. This question points to the potentially
important difference between the process of lawmaking vs. the contents
of the law (Berkowitz et al. 2003). In other words, instead of making a relatively superficial distinction between legal families, we should look
at the true functional differences (cf. Coffee 2001). 
In a general discussion of numerical comparative law, Siems (2005)
argues that the numerical method of natural sciences cannot simply be
copied by the social sciences because of the context specificity. Law is
complex, prescriptive and cannot be reduced to numbers because one
compares apples and oranges. According to Siems (2005), it will only
lead to “pseudo-science.” He does not suggest dropping all initiatives
to quantify law and legal effectiveness, but he proposes to classify law
systems on functional grounds. So instead of ranking the presence of
rules in countries as a 1, or as a 0 in another country, we need to take
notice of the micro-structure of these laws and the way they function. 
Against this background, Lele and Siems (2007a, 2007b) scrutinize
laws protecting shareholders in India, the UK and the US (2007a)
and add Germany and France in another study (2007b). Based on
an analysis of sixty items related to shareholder protection over a
thirty-five-year period, they find that (i) within common law countries
there exists a great diversity in shareholder protection, leading them
to conclude that a classification “into one single group according to
their legal origins seems almost na¨ıve” (Lele and Siems 2007b: 8); (ii)
there are no deep differences between shareholder protection in civil
law and common law countries; and (iii) despite some convergence
in shareholder protection since the 1990s, there is no indication of
a general Americanization of the law on shareholder protection, and
instead they show evidence indicating the presence of a European legal
culture, with the US taking a separate position compared with these
Downloaded from Cambridge Books Online by IP 14.139.43.12 on Sat Oct 06 08:33:26 BST 2012. 
http://dx.doi.org/10.1017/CBO9780511761539.011
Cambridge Books Online © Cambridge University Press, 2012
280

Culture in Economics
other four countries. (In fact, they show that it is the UK which can be
considered most mainstream by being the least different from all the
other countries.)
In an even more detailed account of shareholder rights in the US, 
Belgium and France, Cools (2004) convincingly shows that the selec-
tion of items included in LaPorta et al.’s (1998) anti-director index is ad hoc and contains some coding errors. Djankov et al. (2008) have taken into account some of these critical notions in the revised anti-director’s
index and the anti-self-dealing index developed in 2008, but part of
Cools’ critique still holds. For example, she finds that similar institu-
tions can have a different effect as a consequence of other rules, thereby
pointing to the presence of institutional complementarities. After an
extensive and detailed account of the individual practices included in
the anti-director’s index developed by LaPorta et al. (1998), Cools
(2004: 40) concludes that the “difference between common and civil
law with regard to shareholder protection is not as straightforward as
the numbers in Law and Finance  suggests.” The difference between the coding strategies by LaPorta et al. (1998) and Cools (2004) is related to the fact that Cools looks at the actual power distribution between
managers and owners, instead of the mere presence of rights. Her study
of effective control in American, Belgian and French corporations also
indicates that it is very difficult, if not impossible, to rank shareholder
rights regimes in terms of relative efficiency. Within the broader insti-
tutional framework, she seems to suggest that each system may have
its own way of achieving efficiency. In a related article, Armour et al. 
(2008) not only develop new longitudinal data but also show that
although common law countries may have exhibited a greater over-
all level of shareholder protection than civil law countries, the latter
group experienced a greater increase in shareholder protection over the
period 1995–2005, suggesting convergence in actual  levels of investor protection. 

9.5.3 Ethnocentrism
Apart from the question on the relevance of the common and civil law
distinction, more meta-sociological critique on the culturally bound
perceptions of corporate governance exists as well. Davis (2005)
writes in this context that “behind much of the recent work in
law and economics is a rather stylized depiction of the American
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(or Anglo–American) system of corporate governance that is often
at odds with how that system operates on the ground.” Pointing to the
corporate scandals at the turn of the twenty-first century, he argues that
“the American system is hardly an arm’s-length meritocracy organized
around impersonal institutions, as portrayed in the theories” (Davis
2005: 156). In a similar vein, it can be questioned to what extent
the finding that the English language dummy is associated with bet-
ter accounting practices (remember the study by Stulz and Williamson
2003) might be based on the fact that it is exactly these English-
speaking countries that define what good accounting standards are. 
Lele and Siems (2007b) describe how this US bias may have driven
the scores developed in the law and finance literature. They point to
the selection of variables to be included and those to be excluded. For
example, cumulative voting is one of the items included in the LaPorta

et al. (1998) index and is a big issue in the US, but cumulative voting does not play a major role in Germany and France. (Note, however, 
that Djankov et al. (2008) do try to solve this specific issue in their revised anti-director’s index.) Alternatively, the minority protection
index used in LaPorta et al. (1998) does not take into account the risk of expropriation of minority shareholders by majority blockholders. 
In some non-US countries, however, it may be important to take this
into account. Berndt (2002, in Lele and Siems 2007b) has shown that
when taking into account these alternative mechanisms and develop-
ing a revised index, Germany performs better than the US (in contrast
with the LLSV 1998 index). The essence of comparative law is that
it should not contain a country bias and some authors claim that the
law and finance literature does not cover this sufficiently.9 Finally, in
addition to the stylized way of presenting corporate governance sys-
tems, the taxonomy of major legal systems itself has been criticized as
9 One of the leading text books on comparative law writes in this context:
“Europeans and Americans must be constantly aware, when studying
non-Western legal systems and culture, that they must not approach or appraise these systems from their Western viewpoints or judge them by European or
American standards. For example, some Western lawyers concluded in the
1970s that China has no legal system because she has no attorneys in the
American or European sense, no independent judiciary, no Codes, and since the Cultural Revolution, no system of legal education. Yet, this is surely to judge a non-Western system by Western standards, rather like the Western visitor who assumed there was no ‘proper’ music played in China because he did not see any Western instruments in the Chinese court hall he visited” (De Cruz 1999: 223). 
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being “Euro–American-centric” (Licht et al. 2005: footnote 40) and
has been described as an evolutionary tree, with the American system
at the top (Licht 2001: 157). Taking a radical perspective, one might
even suspect that to an Anglo-Saxon economist, any scale is valid only
when it puts France against the Anglo-Saxon world. In this sense, it
may pay to consider this literature itself as a product of a specific cul-
ture: “French-bashing” is a deep-rooted trait of British and US culture
(and vice versa). As a consequence, any typology that puts France and
the US on the same end of a scale, opposed to Britain, will not be
considered convincing. 
9.6 Discussion

9.6.1 Optimality of values
As described in Section 9.4, scholars in comparative corporate gover-
nance struggle with the conceptualization of legal origin and culture. 
The (often implicit) assumption still is that an “optimal” culture exists
and that we can empirically trace this best combination of culture, 
institutions and economic performance by regressing a set of proxies
on whatever measure of economic success by using a proper set of
exogenous instruments to deal with the chain of the causality between
culture, governance and outcomes. As an illustration, we refer to Stulz
and Williamson, who have talked about path dependencies and the
link between legal origin and religious heritage, but also write that
“we would expect individuals to trade off the costs and benefits of spe-
cific cultural values” (Stulz and Williamson 2003: 338). This explicitly
assumes (i) one unique best set of values, with “best” defined along
the economic efficiency dimension, and (ii) that people will search for
these and accept them in some rational search process. 
There are two objections to such a perspective. First, even if we
can establish one unique best set of values and institutions through
extensive empirical analysis, the question is to what extent this set’s
optimality is dependent on the current political and economic con-
text. In the contemporary world order, it makes economic sense to
have corporate governance structures, accounting standards and val-
ues that are reasonably compatible with those of the United States. 
Such a low cultural and institutional distance would facilitate eco-
nomic relations with the world’s biggest economy and is therefore
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economically beneficial to any country. However, to derive from this
that US standards are universally optimal is in danger of mistaking
might for right. 
Second, the assumption that people search for and accept a unique
best set of values by trading of costs and benefits goes against our
intuitive ideas about what culture is. In fact, isn’t a key characteristic
of a culture – often defined as a shared system of values and norms of
behavior – that one does not  question the usefulness of its behavioral guidelines? While much of the literature seems to start from the premise
that values matter and that different values are associated with different
institutions (including corporate governance), there is at the same time
this underlying quest among economists to find the best, i.e. most
efficient, performing model. 
Once one takes a perspective of culture which is more in line with the
description of culture as provided in Chapter 1, and accepting Stulz and
Williamson’s (2003) argument that a crucial difference exists between
formal regulations and what managers actually do, the entire idea of
studying the origin of corporate governance regimes by looking at a
0–1 distinction between common and civil law systems becomes rather
peculiar. As the very existence of corporate governance research con-
cerns the incompleteness of contracts and the risk of expropriation
by insiders because of the impossibility of controlling everything, a
manager’s room to maneuver implies a role for their underlying value
system to affect the decisions made. Moreover, this especially holds for
common law countries because “in common law countries, managers
and boards have more flexibility than they do in civil law countries” 
(Stulz and Williamson 2003: 347). Exactly because of the room for dis-
cretionary effort in corporate governance, we need to know the actual
drivers of managers’ behavior if we want to study how culture matters. 
And when taking this perspective, the study of culture in terms of a 0–1
religion, legal origin or language dummy does not cover the true scope
of managerial behavior. We believe that it may at maximum capture
only some of the very broad norms related to these 0–1 categories, 
but fail to measure actual value dispositions. And it certainly does not
measure culture as a system. In other words, one potentially interest-
ing way out of the awkward discussion on optimality of values is to
make a conceptual turn and study how values affect decision-making
in the context of incomplete contracts and risk of expropriation. Such
a value-based approach could be applied to test the key assumption in
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corporate governance that every manager would behave according to
the standard predictions of the principal agent model. The extent to
which managers behave according to this model could differ depend-
ing on a society’s culture. The risk of expropriation by insiders may
be partly culturally determined and this may affect the type of formal
institutions required to cope with this. “The upshot of this reasoning is
that accountability mechanisms may look and function in fundamen-
tally different ways according to (. . .) the social environment in which
[these managers] interact” (Licht 2003: 36), leading to the hypothe-
sis that the “one size fits all optimum cannot apply to all countries” 
(Zetzsche 2007). A study that takes such a perspective of culture as a
system of values substituting for legal institutions is the one by Coffee
(2001). Starting from the premise that “corporate behavior may be
shaped and determined by social norms rather than by legal rules,” he
hypothesizes that other factors such as social cohesion play a role in
determining the extent to which corporate governance systems func-
tion properly (and may explain why common law regimes do not nec-
essarily outperform civil law regimes). Along similar lines, it has been
argued that shared cultural values lead to shared accounting values
which lead to a nation’s accounting system (Han et al. 2010). Culture and legal systems co-develop in such a view. 

9.6.2 Exogeneity vs. endogeneity
So far, the way culture is included in finance is based on the premise
that cultural differences lead to different governance systems, which
lead to different economic outcomes. As with the nature of the empiri-
cal studies on the economic importance of trust as described in Chapter
7, this reflects a traditional two-stage model from culture to institu-
tions to performance. According to Licht et al. (2007), feedback mechanisms exist between culture, governance and economic outcomes, 
and this creates an endogeneity problem. In the context of corporate
governance, evidence exists linking cultural origin proxied by differ-
ences in legal tradition and the type of financial or corporate gover-
nance system. There is, however, no robust link established between
type of financial system and economic performance of these systems. 
Surveying the literature on corporate governance, Shleifer and Vishny
(1997: 773) conclude that “despite a great deal of controversy, we
do not believe that either the theory or the evidence tells us which of
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the [three] principal corporate governance systems is the best.” Levine
(2002) reached a similar conclusion when comparing bank-based and
market-based systems and their effect on economic growth. Together
with some of the earlier evidence on shareholder rights, this seems to
suggest that it is not so much the type of corporate governance that
matters for economic success but the quality. 
In a way this is a comforting thought, because legal origin is not
a “Tinbergen” variable that can be changed at will. Legal origin, a
country’s economic development path, political history and its finan-
cial systems are highly endogenous, and interrelated. One cannot push
a legal origin button and expect fundamental changes, but this is per-
haps not necessary either if each system is optimal in its own way. Legal
origin and culture are both inherited, specific, exogenous, man-made, 
systems of thought, and concern values and norms. The discussion, 
then, is perhaps not so much about legal origin or culture but about
whether the view of culture as exogenous is correct, whether we should
not see culture, including legal origin, as something dynamic, evolving
under influence of political considerations and other developments. 
Such a perspective on the fundamental relationship (or fit) between
culture and formal institutions and the type of economic organiza-
tion also affects the nature of the econometrics that can be applied
to test hypotheses in this area. “Many of the variables commonly
treated as exogenous are inadequate for controlling reverse causality
in relations between cultural and legal variables. They may have had
reciprocal causal relations with law and/or culture either directly or
through economic factors. The menu of truly exogenous variables is
thus largely limited to bio-geographical factors and to major historical
events” (Licht et al. 2005: 245). In other words, to tackle the chain of causality associated with the link between culture, institutions or
governance and economic outcomes, the traditional tool of economists
to use two Stage-Least-Squares techniques becomes limited because of
a lack of exogenous instruments in such a perspective on culture and
legal origin. 
In conclusion, in this chapter we have studied the legal origin thesis, 
i.e. performance differences in corporate governance regimes can be
traced back to differences in legal families. Legal origin is subsequently
related to country-specific political and historical developments and
culture broadly defined. This infinite regress from economic growth
to financial systems to corporate governance regimes to legal families
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to culture and/or historical developments is not only typical for this
literature but also nicely illustrates how culture is often included in
economics more broadly. We described how scholars struggle with
the position of culture in this debate: is culture a truly exogenous
variable, or a variable that is (or can be made) subject to the neoclas-
sical optimality framework? Moreover, we showed how culture and
legal origin are interrelated and that existing measures very often yield
an uncomfortably wide range of possible interpretations of empirical
analyses. Just like the analysis of trust as discussed in a previous chap-
ter, empirical studies on comparative corporate governance run into
identification problems. In the next chapter and the final part of the
book, we integrate these insights with those generated in the previous
chapters. 
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