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the basic problem of bureaucracy, & problem that hardly can be adressed in North's
categories. As will become evident below, the concept of social entity is superior (o the
vague concept of ‘organization’, so that, despite the large body of literature based on this
notion and vadely used i management scheols, the term might be discarded from
scientific discussions without loss

Second, as soon as a social institution bas been invoked by one or more social entities
and has started to act as a player in the game, it is rather hard to distinguish this type of
entity from other sccial entities proper® One possibility evidently is to discover the
derived nature of the objective funcrion Social entities proper do have independent
objective functions, this is rather obvious for individuals, families, tribes and even firms
and classes; it needs some explanation for nation states - unfortunately the latter goes
heyond the scope of this paper. On the one hand the hierarchy of social entities is a
hierachy of size: many small social entities are elements of the next larger one; on the
other hand the inclusion of smaller entities in a common larger one often needs
considerable power of ene of the constituents to keep diverging objective functicns in
line: the hierarchy of social entitics is & hierarchy of power systems® This has important
impiication-‘ for social institutions: If social institutions are devices of a social entity that
is extinguished, e g the G.D R, then they fade away too The death of social institutions
as well as their mnh usually mdxcates a restructuring process in the two hierarchies of
social entities.

Dunne such a remnrlnrlnu nrocess a pecubar nhr-nnmcnnp mmhr occur: Some of the
social institutions once mvoked by a social entity that now is deslroyed do not vanish.
Once their 'master entity' is gone, they are able to transform into social entities
themselves, i.e. entities with an independent objective function. A good example is the
emergence of new states, which once were administrative units of larger states

Third, and for model-building most important, the timing of restructuring phases at least
in principle can be measured by refative shifts of power indicators of the relevant social
entities. Due to the high connectivity of power relations a sudden loss of power of a
most powerful social entity, e g. the USSR, causes a strong disturbance of the whole
system In those parts of the system where tensions are already high, this disturbance.
might be strong enough te initiate a new local restructuring process killing other social
entities, e.g. Yugosiavia, CSFR and GDR. To endogenize the rise and fall of seccial
institutions it is therefore necessary to take a close look at thie sysiem of sociai entities
and in particular at the tensions they are able to neutralize. With some, in practice
substantal, empirical input it should be able to construct variables that indicate when a
social entity enters the danger zone of heavy restrucmrmg

On the other hand the new social institutions emerging after the restmcturmg process
need social entities that invoke them. E.g. a capital market in the former USSR will not
emerge if the sociai entity entrepreneurs does not inveke it, because itself exists only in
embrionic form - social institutions cannot be invented by free will but have to be devices

3 Indeed in [Hanappi/Egger. 1994] we did not make this disunction, sitce we thought that for the purposes of
that paper onc could well lump the two types of entites togeiher in the notion of 'social institutions'.

4 In {Epger/Hanappi, 1995] we have shown how to formalize contradictions and relative stability of
countervailing forces.



for social entities. Clearly this is a stasting point for the enhancemer: of the models of the
previous chapter.

So far not much was said about the often heard claim that the term 'Institution’ should
not only designate phienomena of the 'rea!, physical world' but also habits of thought. Cae
of the godfathers of institutionalism, Thorstein Veblen, even thought that i should be
used only for these. According to him instituiions are ‘settled habits of thought common

to the generality of men' { Veblen, 1919, p.239]. This exclusive focus on habits of thought
certainly is not in line with the model-building perspective expounded here, models raraly
include habits of thought of men - though they would badly need some really intervening
social institutions. Nevertheless the world of information must not be negjected when
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the analysis of the structure ot social entities is a precondition for the undesstanding of
information flows aud 'habits of thought'.

In a slightly milder definition Geoff Hodgson foliows Veblen: "We may define institutions
in broad terms. They refer to the commonly held patterns of behaviour and habits of
thought, of a routinized and durable nature, that are associated with people imeractlng in
groups or larger collectives' [Hodgson, 1993, p.253). Again, this i3 not whai has been
defined as social institution, important qualifications as specified above, are missing. It
might well be reconciled with this definition to label certain effects of social institutions
on the thought processes of the members of social entities ~ but this would be an even
worse misnomer than the current one.

CHAPTER 3: AUGMENTING MACRO-MODELS

Return now to the problems of transformation models. From the eighi states originally
modelled only four survived the transformation process. In retrospect the fate of the
other four could easily be retold by augmented transformation models, which inchude
parameters of tension within a state. Tension can exist in terms of income differentials of
different regions of a stateS, in terms of foreign attractors (e.g. the FRG), in terms of
ethnic or religious strains, and the like. And one can learn from these experiences to sec
clearer what can be a disturbance initiating a break-up of a state. To evaluate all these
questions it is necessary to take a look at the actual developments of the remaining
countries in a diagram like diagram 1. (Compare figures 2, 3, 4 and 5)

For three of the four countries the trajectories ook like the ones expected - only
Romania has output falling before employment falls.

3 See our attempts in |Egger/Hanappi, 1995), where we distinguish between contradictions in the information
sphere and contradictions in reality.

6 This type of breakdown of a social entity has been modelied in [Hanappi, 1993] by the use of game theoretic
concepts.
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The speaial behaviour of Romania perhaps can be explained by the population policy of
the Ceaucescu era, when high population growth was enforced to qualify for
international fivanciai help. In such 2 case growing empioyment can well be accompanied
by growing unemployment rates.

It is also interesting to see that Poland actually seems te recover since 1991, though only
in terms of output. This probably also holds for Bungary. While there unfortunately is no
new data for 92 and 93 in figure 3, output seems to have started growing, while
employment stays more or less constant”. In other words, as already suggested in earlier
work, Poland and Hungary seem tc be in advance with their transformation, while
Bulgaria and Romania are lagging behind?. In any case recovery only starts at a very
Siow pace, with abnosi no employmeni effecis and permanent wage-price pressures
calling for permanent monetary reform.

When looking for the timing of recovery, it is interesting to look at profitability and
productivity of eccnomies as also wisible in figure 1. The development of the
profitabiltity index described there, as well as the productivity of the economies under
consideration is shown in figure 6.

What can be concluded from the diagrams of these countries is that

- productivity and profitability more or less are paralie] developments,
- in the more advanced economies (Hungary and Poland) the profitabilty
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above the produciivity index, while in the other two countries it was below. This seems
to indicate that there is a structural advantage involved in being more transformed,

- revovery seerns to start with profitabity rising a littie bit earlier than productivity. This
strongly would support the view that profit driven economic action s the source of
growth,

- Romanija will be in severe trouble soon.

Coming back to the question of the modelling of endogenous social institutions in
macro-models of the transition of these countnes, what has been learned from the other
countries has to be ‘digested’. [n other words, major tensions have to be listed and
formuiated in a way that can be operationaiized.

7 According 1o 2 (able teprinted in {Horvath, 1995, p.46] industrial output did grow at a rate of 4.3% in 1993.
& Note that this difference is not found in the transformation index recently published by the EBRD as reported
in [Sachs/Warner, 1995, p.62}. The measurcs used there evidently arc too crude.



The succes of such social institutions then could be measured by some new variables of
the model, e.g. ‘fitness in international division of labour’. On the other hand tensions
could be included as well. They typically appear as constraints on the validity of certain
equations. Two examples: a certain production function is only valid if the
unemployment rate is less than a certain threshold, because otherwise there will be a
major revolt (think of o™ in [1] as a binary variable assuming only zero or unity); the
aggregate model is only valid if income per capita in different sectors, which might also
represent regions, differs less than a certain upper limit, because higher differences would
lead to a split up of the social entity initiated by the more prosperous sector. As the last
example shows, again the internal and external power structure of social entities plays
the central role when this condition is hurt.

In this sense the most important deficiencies of MODEST-1 concern the fact that the
role of government as a provider of social institutions has been kept exogeneous. With
regard to the above named three types of social institutions not only government income
and expenditure but also a mode! of financial intermediation must be included.
Furthermore trade issues have only been treated as exogeneously given net exports. This
ignoses the pivotal importance of the fitness in the international division of labour. There
should be an independant export function where a variable of this kind enters as an
argument. Social institutions can then be used to increase this variable, i.e. adjust the
national product mix to international demands. Finally a set of constraints for the validity
of this model can be brought into the pictures, remember the two examples above.
Clearly these constraints need not be of a political or economic signicance, they can also
be of ecological nature, e.g. brown coal production in thee CSFR. The actions of the
states performing the transformation should then be aimed at not hurting any of these
conditions, evidently a policy simulation model would be of great help.

The construction of a2 model of the just mentioned kind is just on its way,
Methodologically it is just another macro-mode! with some more variables and limits for
certain variables. What differs a lot is its interpretation, which should allow for some
hints on possible power dynamics in the transformation economies. To be able to bring
this fife into tie equations 1t 1s necessary to knew the actual power structures in Eastern
European countries. And this, perhaps, is the most difficult job of all.

Given these empirical preconditions social institutions can be made endogeneous. An
issue that should not be surprising, since it is just the same story that is told mathematical
and simulation form as in a verbal description - only more consequently and
yuantitatively specified. But these advantages should be woith the exercise’
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