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of an array of group-level influences in determining individual socioeconomic
outcomes. In turn, memberships in these groups are determined
endogenously in the economy/society. Taken as a whole, this new
perspective therefore may be regarded as a memberships theory of inequality.
Basic ideas of the memberships theory are explored and the state of
supporting empirical evidence is assessed. Implications of the memberships
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1. Introduction

The last decade has seen a resurgence of interest in issues of
inequality by the economics profession. The sources of this increased
interest are straightforward to discern. First, both increasing cross-section
wage inequality as well as the apparent intractability of inner city poverty
have placed inequality-related issues at the forefront of public policy
debates. Second, advances in economic theory have provided new ways to
formally analyse the properties of heterogeneous populations of economic
actors and in turn have allowed many aspects of inequality to be rigorously
modelled.!

In this paper, I argue that a wide range of recent empirical and
theoretical advances within economics, taken together, represent a new
perspective on the nature of inequality.? To be clear, the emergence of this
new paradigm does not imply that more traditional explanations of
inequality are invalid; rather, it means that these older explanations may be
usefully supplemented.

What are the key features of this perspective? The memberships

!Economists have taken Ludwig Wlttgenstems dictum “What we
cannot speak about we must pass over in silence” (1961) quite seriously in
their reluctance to discuss phenomena which are not amenable to
mathematical formalization. As a result, many of the substantive ideas
which animate recent economic models of inequality have already been
longstanding concerns in fields such as sociology or political science.

2At the same time, this perspective shares a number of similarities to
earlier work by John Roemer (1982) which explored the endogenous
stratification of societies by class and the attendant implications for
inequality from a Marxist perspective.



theory of inequality is based on three general propositions.

1. Individual preferences, beliefs, and opportunities are strongly influenced
by one’s memberships in various groups. Such groups may be fixed, such as
race, or may be determined by the economy or society, such as

neighborhoods, schools, or firms.

2. Positive interaction effects occur between members of a given group, so
that group level influences generate common outcomes among group

members.

3. Greater societal stratification by income, race, education, or language
leads to divergence in group characteristics which results in greater cross-

section inequality and decreased social mobility.

This new perspective emphasizes the role of an array of group-level
influences in determining individual socioeconomic outcomes. In turn,
memberships in these groups are themselves determined endogenously in the
economy/society. Taken as a whole, this new perspective may be referred
to as the memberships theory of inequality.

In contrast to the memberships theory of inequality, previous models
of the evolution of the income distribution (circa 1980) emphasized
individual characteristics with at most little attention to group
memberships. For example, the human capital model (still best exposited in
Gary Becker (1975)) typically emphasized the connection between individual
productive ability and wages; similarly, models of intergenerational mobility
such as those of Becker and Nigel Tomes (1979) or Glenn Loury (1981),
typically focused on within-family effects of human capital investment, so
that the income histories of family dynasties evolved independently of one

another.



In what sense is the memberships theory distinguished from the more
traditional formulations of the human capital perspective? The key
difference lies in the level of aggregation at which one describes the
influences on an individual which affect his life prospects. To be clear, the
memberships approach does not mean that the atomistic human capital
approach is not important. Indeed, as seen in work such as that of Roland
Bénabou (1993,1996a,b), both perspectives can be integrated in interesting
(and elegant) ways.

The rest of the paper is organized as follows. Section 2 describes the
substantive theoretical differences between new theoretical models of
inequality and previous approaches. Section 3 discusses some of the
empirical evidence consistent with a major role for group-level determinants
of inequality.  Section 4 develops several normative and positive policy

implications. Section 5 provides summary and conclusions.

2. Economic theory

The various strands of the memberships theory of inequality
represent both a confluence and an extension of several distinct trends in

economic theory.
i. Group effects and endogenous stratification

Much of the recent work on inequality has been inspired by the
development of endogenous growth theories of the type pioneered by W.
Brian Arthur (1989), Costas Azariadis and Allan Drazen (1990), Robert
Lucas (1988) and especially Paul Romer (1986). These models were
developed to understand why, contrary to the predictions of the neoclassical

growth model, poorer economies do not appear to be catching up to



3 The common idea underlying these theoretical models is

wealthier ones.
that the payoff to each choice available to any particular economic actor is a
function of the choices of other actors within a common interaction
environment. The specifics of this general idea can vary. For example,
Arthur is concerned with the location decision of firms, Romer with the
physical capital investments of firms and Azariadis and Drazen and Lucas
with the human capital investment decisions of individuals.

The memberships theory embodies similar ideas to those in
endogenous growth theory, except that these are employed in the context of
neighborhoods, schools and firms. In the cases of neighborhoods and schools,
which have been studied by Bénabou (1993,1996a,b), Steven Durlauf
(1996a,b), and Raquel Fernandez and Richard Rogerson (1996), among
others, academic performance, the human capital acquisition of children is
typically modelled as depending on some combination of individual effort,
individual aspirations, and the per capita educational expenditure of the
neighborhood.

With the exception of educational expenditures (which depend on the
local public finance of education),* these determinants are in turn modelled
as depending on various types of interaction effects. Three types have been
most often discussed: peer group effects, in which the effort in school of one
student is a function of the efforts of others (Abhijit Banerjee and Timothy
Besley (1990)); role model effects, where the perceived payoff to education
by students is determined by the observed patterns of education and
occupational achievement in a community (Peter Struefert (1991), Roemer
and Roger Wets (1995)); and labor market connections, where the

distribution of occupations within a community determines the way in

3The claim that poorer national economies are failing to converge to
richer ones is quite controversial, although I believe it is correct.

4Jonathan Kozol (1997) describes the immense disparities in school
quality which local public finance induces.
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which human capital acquisition leads to successful job matching (James
Montgomery (1990,1991)).

In each of these cases, the essential feature of the analysis is an
interdependence in individual decisionmaking which creates a mapping from
group characteristics to individual decisions and outcomes. The mapping
may relate community income to per capita educational investment, as is
implied by local public finance, or the distribution of effort levels among
students to the effort decisions of each individual, as occurs with peer group
models, or the distribution of adult occupations within a community to the
effort levels and job acquisition prospects of offspring, as occurs with
explanations such as role models and labor market connections. Hence, the
characteristics of those groups to which an individual belongs condition the
range of the individual’s life economic prospects.

Of course, in the standard general equilibrium model of the economy,
agents are interdependent as well. The key difference between neoclassical
economic models and those of most of the new inequality literature is that
in the latter case, the interdependences are not adjudicated by markets. For
example, there is no mechanism by which a desirable role model can be
directly compensated for moving into a community where his or her
marginal value is the highest. The market incompleteness is assumed in
exactly the same way that interactions occur in the endogenous growth
literature.

Unlike the endogenous growth models which (with the exception of
Arthur) treat the interaction environments as exogenous to the analysis, a
key feature of the memberships theory is that these interaction
environments themselves emerge from the decisions of individual agents.
The absence of formal markets to achieve efficient allocation of role models
does not, of course, imply that individual actors are unaware of these effects.
Indeed, much of the difficult modelling work involved with memberships

models is the establishment of the equilibrium allocation of individuals



across groups. The most obvious example of this occurs in neighborhoods
models, where a particular degree of stratification of neighborhoods by
income can only occur if house price or remtal differences (possibly in
combination with zoning restrictions) is consistent with the individual
location decisions of families.

The importance of group effects occurs in adulthood as well. Michael
Kremer and Eric Maskin (1996) and William Brock and Durlauf (1996) have
examined the implications for inequality of within-firm interdependences in
workplace productivity. Changes in technology towards what Kremer and
Maskin refer to as skill-biased and Brock and Durlauf refer to as “post-
Fordist” modes of production, in which workers within a firm are not
assigned a single task, but rather interact and move across activities (as
occurs in a Silicon Valley startup, for example), lead to greater segregation
of firms by skill. This decoupling of different types of workers can lead to
substantial wage inequality and explain how in a growing economy, real
wages for a large percentage of the workforce have stagnated (see Richard
Freeman (1996) for a recent exposition of this well documented
phenomenon). Unlike the neighborhoods and schools models, the
interdependences within firms are not necessarily associated with any type
of market incompleteness.

Each of the instantiations of the memberships theory of inequality
produces a common vision of the dynamics of inequality within the
American economy. This vision may be described in terms of a dynamic
model of neighborhood-based educational inequality such as that studied in
Durlauf (1996a,b). An initial distribution of unequal incomes produces some
degree of stratification of neighborhoods by income. This stratification, due
to local public finance, peer group, role model, and labor market connection
effects, causes the offspring in each community to acquire different levels of
human capital which in turn leads to income inequality as these offspring

become adults. When these group effects are powerful enough, the



inequality of the second generation will be greater than that of the first. In
this respect, the combination of strong group effects and endogenous group
formation can lead to an attenuation of the income distribution and
persistent inequality across generations. Notice that the evolution of
technology toward post-Fordist modes of production exacerbates this effect,
as the negative effect of a less-skilled worker on his more-skilled
counterparts increases the degree of segregation of firms by skill and

reinforces the tendency towards greater inequality.
2. Microstructure of interactions

A second direction of the memberships theory has focused on a better
understanding of the aggregate consequences of different intragroup
interaction structures. This approach has focused on binary choices with
long term economic consequences which are likely candidates for group
interactions effects. Examples include decisions to drop out of school, have
a child out-of-wedlock, commit a crime, and use drugs. As each of these
decisions would seem to have a large socially-influenced component, authors
such as Lawrence Blume (1993), Brock (1993), Brock and Durlauf (1995),
Durlauf (1996), and Edward Glaeser, Bruce Sacerdote, and José Scheinkman
(1996) have studied how different types of within group interaction
structures determine aggregate community characteristics. Much of this
work borrows from the mathematical structures associated with statistical
mechanics models in physics.®

To see how statistical mechanics-type methods can provide
socioeconomic concrete insights, we employ a setup taken from Brock and
Durlauf (1995) which looks at the question of choice in the presence of social

5The mathematics of statistical mechanics models is useful precisely
because it permits the analysis of the aggregate properties of populations of

heterogeneous objects which interact according to some set of rules through
the identification of statistical regularities.



interactions. The model is designed to explain such behavior as out-of-
wedlock births. In this model, each individual in a population of size I
chooses between one of two actions w; whose support lies is the set {1, —1}.
Each individual assesses the choice on the basis of a utility function V,
which takes the form

V(i) = hiw; — 3 (w; = m? + ¢ w;) (1)
where h; measures the differential deterministic private utility between the
choices®, m¢ is individual i’s expectation of the mean behavior of the group,
J (assumed to be nonnegative) is a measure of the strength of the disutility
from failing to conform to the expected average behavior of others, and
¢;(w;) is a pair of random utility terms (i.e. ¢(1) and ¢,( —1) are distinct).
These random terms are identically distributed across agents; each of which

is further assumed to be drawn from an extreme value distribution so that

Prob(c( —1)-¢ 1) <7) =17 m}( —gy 60 2)

In this expression, 3 indexes the probability density of the difference in the

random utility terms, a density whose functional form is logistic.

In general, one can think of the utility function V; as consisting of
the sum of three components: u(w;,X;) + S(w;, X;;p(w _;)) + e(w;) where X;
is a vector of individual speciﬂc attributes and pf(w_;) denotes the
probability measure which describes agent u’s beliefs concerning the choices
by other members of his group, represented by the vector w_ ;. The three
terms, following Brock and Durlauf (1995), may be thought of as
deterministic private utility, deterministic social utility and random private
utility. Without loss of generality, one can rewrite u(w;X;) as hw, +k;
where h, and k; are chosen so that A;+k;=u(l,X);) and
—h;+k; =u(—1,X;), since when subject to these restrictions the linear
utility function wilf equal the original u(wi,Xi) on the support of the
choices. Hence u(1,X,) —u( —1,X;) = 2h;, which justifies the claim about #,
in the text. The second term in the text may be justified as a particular

type of social utility based on conformity effects.
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These assumptions are sufficient to imply that in the large economy
limit (/=00), when expectations are self-consistent (so that each
individual’s belief about the mean is in fact realized, meaning that m = mg

Vi where m is the realized sample average in the population)
m = / tanh(Bh + BJm)dF) (3)

This model has very interesting properties. Depending on the values of 3,J,
and dF, the model can exhibit multiple self-consistent average choice levels
as the economy becomes arbitrarily large. This is seen most clearly when
individuals are assumed to have common private deterministic evaluations
of the choices (i.e. h; =h; for all i,7). In this case, the average choice m,

must be consistent with
m = tanh(Bh + fJm) (4)

The nonlinearity of the tanh(-) function creates the possibility that more
than one solution m exists, so that the microeconomic specification of this
group is compatible with more than one aggregate level behavior.

The conditions under which multiple self-consistent average choice
levels are possible in this special case are straightforward to characterize.
When AJ < 1, then the average is unique. This is quite intuitive, a small
BJ means that either B is small, so (given the logistic form for the
probability density of the difference between the random utility terms) that
many individuals in the population receive sufficiently large draws of either
(1) —¢,(—1) or ¢( —1)—¢;(1) that their optimal decisions are dominated
by this term regardless of the strength of the conformity effect, or J is
small, which means that the conformity effects are relatively weak. When

BJ > 1, then there will be a threshold H (which depends on 8J) such that if

xr

"Recall that tanh(z) = %.
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| h| < H, then there are three self-consistent averages, whereas if |A| > H
there is again a unique average value. As in the previous case, the intuition
behind the algebra is straightforward. When % is small enough, a large 8J
means the conformity effects can dominate private utility in such a way as
to create polarized behavior. However, when h is large enough relative to
BJ, this will again mean the private utility will dominate the social
interactions which lead to conformity.

In this sense, the model allows one to formalize the idea of peer group
effects and socially reinforced behavior in such a way as to explain how
different groups with identical microeconomic characteristics can exhibit,
due to intragroup interactions, different aggregate characteristics. The
possibility that sufficiently powerful intragroup influences can create
multiple equilibria in group behavior in turn links the memberships theory
to the macroeconomic literature on coordination failure (Russell Cooper and
Andrew John (1988)). Unlike earlier models of spillovers and multiple
equilibria, the memberships theory treats the interaction environments as
themselves determined through interdependent decisionmaking of
individuals, providing a new layer of complexity (and realism) in the

analysis.

3. Empirical evidence®

The available empirical literature suggests that a case (ranging from
plausible to powerful depending on prior beliefs) can be made that group
memberships are an important determinant of an individual’s lifetime
economic prospects and therefore represent an important determinant of
inequality. This evidence comes in three forms.

First, there is a body of econometric evidence that group influences

8This section borrows from a related discussion in Durlauf (1996c¢).
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matter even after controlling for family background. Many empirical
studies have produced evidence consistent with the claim that interaction
effects are significant determinants of economic success. The bulk of these
studies have focused on neighborhood interactions. In one well known
study, Jonathan Crane (1991) shows that the percentage of managerial and
professional workers among adults in a community correlates negatively
with both the high school dropout and teenage pregnancy rates, even after
accounting for family background characteristics. Mary Corcoran et al
(1992) similarly find that the lower the percentage of families on public
assistance in a neighborhood the higher the expected adult wage of children
in the neighborhood. Linda Datcher (1982) finds that black economic status
is sensitive to the degree of segregation experienced in youth. In what is the
most localized study of which I am aware, Ann Case and Lawrence Katz
(1991) find strong spatial interdependences between a wide range of social
pathologies such as crime and dropout rates.

Second, there are a number of ethnographic studies, ranging from
classic works such as Oscar Lewis (1966) and Elliot Liebow (1967) to recent
works ranging from scholarly ones such as Elijjah Anderson (1990) to
journalistic ones such as Leon Dash (1996) which provide compelling, if not
necessarily systematic, evidence of the importance of social interactions on
individual behavior. While it is difficult to precisely summarize the
contents of these works, they provide strong confirmation of the role of
community environment on the social norms, aspirations and worldviews of
community members.

Third, there are a number of “experiments,” in which the allocation
of individuals across groups is directly altered by some governmental
mechanism. A number of such cases have been studied and indicate that
these effects can be very powerful.

The Gautreaux program is perhaps the most commonly discussed

example of a government intervention in the allocation of families across
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communities. Based upon a lawsuit against the Chicago Housing Authority
in the middle 1960’s, a number of families who lived in public housing
projects received vouchers which permitted them to move. The allocation
procedure was such that, in essence, a group of such families were randomly
assigned to other inner city housing whereas a second group was assigned to
adjacent suburbs. Studies of the subsequent socioeconomic performances of
the families in the two groups (e.g. James Rosenbaum and Susan Popkin
(1991)) indicate that those families transplanted to suburbs exhibited
dramatically better outcomes.

A less widely cited example (from the perspective of its effects on the
individuals involved) is the US Army. The Army is unique in American
society in two respects. First, it is the one place where a large number of
black “bosses” (officers) have a large number of white “employees”
(soldiers). Second, the army has institutionalized antidiscrimination rules of

9 Taken with racial integration of

a type unheard of in the private sector.
the army along most dimensions and the uniquely collective nature of the
military life, the army provides a profoundly different group environment
compared to any other employment environment available to blacks in
contemporary America.

Sociologists Charles Moskos and John Sibley Butler (1996) have
studied the impact of this environment on the attitudes of blacks towards
American society. Their findings are quite dramatic. To give one example,
differences in the opinions of blacks and whites towards the guilt of O.J.
Simpson have been touted as proof of the deep racial divisions in American
societies. As has received immense media attention, attitude towards the

Simpson trial dramatically differed across racial lines. In a July 1994 Gallup

poll, 68% of all whites thought Simpson definitely or probably guilty,

9For example, actions by a soldier which are offensive to members of
other races will count negatively in evaluations for promotion. Three
denials of promotion in turn leads to departure from the army.

12
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whereas only 24% of all blacks did, while 15% of all whites thought him
definitely or probably innocent whereas 60% of all blacks believed this.!?
Moskos and Butler found very different attitudes among black soldiers,
however. For this group, 48% considered Simpson likely guilty and only
29% considered him likely innocent. Such differences in attitudes between
black soldiers and the black population as a whole are reflected in a wide
area of attitudes towards society. Moskos and Sibley argue that these
differences in world view stem directly from the military experience.

There are, however, important caveats to all of these empirical
claims. The formal empirical literature on group effects has been subjected
to powerful criticisms concerning the way in which the empirical work has
dealt with identification issues (Charles Manski (1993a,b)). One obvious
type of identification problem follows from the possible self-selection into
various groups. Neighborhood and school composition reflect the
constrained choices of their members, so that identification of group effects
may be difficult to disentangle from individual characteristics. For example,
the work of Rosenbaum and Popkin is based on families which stayed in the
suburbs after the Gautreaux settlement. If a substantial number of families
left the suburbs, for reasons which correlate with unobservables such as
parental quality, then the findings of the influence of the suburban
environment could of course be challenged.!! In addition, there appears to
be some evidence of nonrobustness of the findings of neighborhood feedbacks
(Christopher Jencks and Susan Mayer (1990)).

The statistical problems with empirical findings on group

0Reported in Moskos and Sibley (1996) p. 109.

117t is important not to use self-selection arguments too crudely. No
formal efforts are made in Moskos and Sibley (1996) to control for the issue
of self-selection of blacks into the army. However, they provide an immense
amount of discussion of the nature of army life which renders the army
environment a more plausible explanation of differences in black
military/civilian beliefs than the presence of some unobserved characteristics
associated with volunteering for the military.
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personal autonomy and self-fulfillment in making individual lives
meaningful.'®?°

However, even if associational redistribution does generate conflicts
with rights which accrue to persons engaged in self-fulfillment, the
memberships theory is still very germane to public policy discussion and
still speaks to the desirability of associational redistribution as a policy.
Under any nonlexicographic views on the relationship between equality of
opportunity and other social goods (i.e. views where one good must always
be pursued prior to consideration of others), the presence and strength of
interaction effects will be relevant to one’s views on policy. Ethical
judgments about associational redistribution require adjudication between
incommensurable goods in Isaiah’s Berlin’s (1990) and John Gray’s (1995)
sense.

The development of the analytics and empirics of the memberships

theory of inequality is therefore useful in ethical debates in so far as it

elucidates the nature of the tradeoffs between various goods.
22. Communities and social capital

A common theme in current policy discussions is the importance of

19The role of essential versus inessential characteristics in influencing
our assessment of the justice of rewarding characteristics which are not
subject to an individual’s choice applies in many contexts. In an obvious
case, there is virtually no disagreement in our society that it is unfair to pay
two workers with identical productivities in the same job different amounts
due to race or gender. On the other hand, there is considerable
disagreement about how different wages should be between two workers
with different productivities induced by genetically-based differences. This
is because productivity is essential to a job whereas race or gender is not.

0To give a fanciful example of how the object of a redistribution
policy generally influences our ethical assessment of it, suppose there were a
genetically-based measure of IQ which were transferable. I would claim that
any such transfers to equalize IQ’s in the population would be almost
universally (properly) regarded as morally repugnant.
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community building. Politicians from all persuasions argue that government
policies should promote the existence of thriving communities. Much of this
debate had been inspired by work by Robert Putnam (1993a) and others on
the importance of civic ties. This debate has generally taken as given the
desirability of community-based social capital, (a phrase first used in Loury
(1977)). James Coleman (1990) defines social capital as those “resources
that inhere in family relations and in community social organization and
that are useful for the cognitive or social development of a child or young
person.” (pg. 300)

The memberships theory suggests that a pro forma endorsement of
the virtues of tightly knit communities is unjustified, and that communities
may themselves represent the source of social ills. The negative side of
communities is best illustrated by considering a baseline example in which
community formation is clearly beneficial. Consider a society composed of
individuals who are ex ante indistinguishable. Suppose that there exists an
optimal size to the placement of individuals in communities, due to the
tradeoff between some benefits to size, say through division of labor, and
some costs, say due to the difficulty of monitoring individual behavior, the
ability to form social capital, etc. Except for rounding problems, in this
world the assignment of individuals to distinct communities will
unambiguously raise the average utility of all; Samuel Bowles and Herbert
Gintis (1996) provide a nice formalization of this type of society.

This type of formulation, while useful in illustrating the instrumental
role of communities in promoting certain social goals, also illustrates why
communities as they actually exist, may not produce such sanguine
outcomes. In the hypothetical world of Bowles and Gintis (1996),

communities are formed voluntarily?! out of a population in which all

21Tn the Bowles and Gintis model, communities erect barriers once
they are formed to preserve membership distinctions, but these barriers are
operative only after various shocks to the model are realized.
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